PUBLIC EXPENDITURE REFORM

By
Hafiz A. Pasha”

Public expenditure reform is one of the key dements of the Srategy for dleviating resource condraints
in the aftermath of the Agan financid crigs. As aformer minister of planning and finance it seemed
logica for meto choose this area given my involvement in the preparation of various federd budgets
and annua plans of Pakistan during the last few years. In addition, this gives me an opportunity to
present a digtinctly South Asian perspective at the forum where much of the focus is on podt-criss
developmentsin the relatively high income economies of East and South East Asia

The Adanfinancid crisislargely had indirect or * contagion’ effects on the South Asan economies. The
primary transmission mechanism was the fal in internationa prices which affected the export earnings
of mogt of these economies. For example, India s exports whichhad grown at therate of 11 per cent
between 1990 and 1996 showed growth of 4 per cent only in 1997 and a decline of over 3 per cent
in1998. Pakistan had averaged agrowth ratein the 90'sprior to the crisisof 10 per cent initsexports,
whichdeclined by 3 per cent in 1997 and showed only amodest recovery of 4 per cent next year. The
consequence of the fall in export earnings was some loss of growth momentum. The average growth
rate of South Asian economiesfd| by dmost 1 percentage point in 1997 from thelong term growth rate
of 5.5 per cent of the region.

Public finances were adversdly affected in a number of ways. Firg, the fal in GDP growth was
inevitably accompanied by a loss of buoyancy in tax revenues. Second, in most South Asan
economies, taxes on internationa trade which include customs duties, sales taxes, etc., are the mgor
source of revenue. Thefal ininternationd pricesled to amgor contraction in the tax base of imports.
For South Asa as awhole the vaue of merchandiseimportsincreased by only 3 per centin 1997 and

?This paper was presented by the author at the Sixth International Forum on Asian
Perspectives on Devel opment Resource Mobilisation in the Post-Crisis Period, which wasjointly
organised by the Asian Development Bank (ADB) and the Organization for Economic Cooperation
and Development (OECD) in Paris on 3 - 4 July, 2000.
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remained stagnant in 1998 as compared to the rapid growth rate of 20 per cent in the previous Six

years.

The consequence of these adverse developments in the wake of the Asan financid criss was a
worsening of thefiscd Stuationin most South Asan economies. Fiscd deficitswhich weredready high
in some countries, increased further to virtudly unsustainable levels. Thiswas largdly the result of the
fdl intheratio of revenuesto the GDP whilethe share of public expenditureinthe GDP remained sticky
downwards. For example, the central government budget deficit went up in 1997 by over 3 per cent
of the GDPin India, by 2 per cent of the GDPin Pakistan and by 5 per cent of the GDPin Bangladesh.

Theinability to bring down theleve of public expenditurein order to redtrict the Sze of thefiscd deficit
demongtrates not only how difficult it isto implement reformsin thisareabut dso why such reformsare

essentid if amodicum of macroeconomic stability isto be restored.

CONSTRAINTSTO PUBLIC EXPENDITURE REFORM

The falure in public expenditure reforms can be attributed to a number of factors. Public expenditure
dlocations generdly reflect the roughest aspects of the political economy and problems of governance
in developing countries where priorities are distorted by strong constituencies and lobbies in their
favour. Politicians and senior bureaucrats frequently use the levers of concessions, subsidies, specid
expenditure alocations and subventions for the purposes of patronage and in many casesfor persona
gratificationin the form of bribes. Rent seeking activitiesflourish within the ambit of the budget making
process, whereby groups which are favoured are unwilling to give up aprivilage once granted evenin
times of finandd stringency while amultaneoudy new groups continue jockeying for specid treatment
irrespective of the overall macroeconomic situation. In some respects, this is what democracy is dl
about and the quality of governance hinges crucidly on the ability of an adminigtration to resst the
pressures of specid interest groups and cater for what can be considered more broadly asthe genera
public interest.

PuBLIC EXPENDITURE REFORM Conference Paper N0.32



3

Rent seeking behaviour is perhaps most acutely manifest in the granting of subsidiesand tax concessions
(which can be viewed as tax expenditures), al of which erode the budgetary position of government
but remain largely invisble from the public eye. Recent research has demondrated that subsdies
granted by the central and state governments add up to a stlaggering 10 per cent to 12 per cent of the
GDPinIndia Theseincudesubsidieson energy consumption, agricultura inputs, socid and economic
services, bank credit, etc. In Pakistan, the corresponding estimateis about 4 to 5 per cent of the GDP
while the cost of tax expendituresis about 3to 4 per cent of the GDP. Theirony of dl thisisthat only
a smal component of the subsidies are targeted to the provision of ‘merit’ goods while the fiscal
concessions primarily benefit thericher ssgmentsof society. The palitica economy in most South Asan
countries has led to the capture of the state by the most influential, vocal and organised interest groups
like large farmers, big business (like the textile and sted lobbies), public enterprises and the military
edtablishment. While there is considerable rhetoric on the need to protect the ‘common man’ and to
focus on poverty reduction, in practice the actua benefits of public expenditure are skewed towards
the rich and powerful.

The recent experience has aso demongtrated why rationaisation of public expenditure is particularly
difficult when the economy is experiencing adownturn. Whatever cuts are achieved are essentidly in
the domain of socid sectors and development expenditure, which are more discretionary in character
but retard the future growth potentid. What explainsthe stickiness of public expenditure during times

of recesson?

Fird, there isthe legacy of the historical process following independence of most countries of South
Asawhich, in the presence of an underdevel oped and nascent private sector, saw the public sector as
the prime agent of nation building and promoting economic development on top of the traditiond role
of the colonid adminigration of maintaining law and order and collecting revenue. Paradigms of the
‘wefare gat€’ and ‘centrd planning’ gill linger in the minds of the people. Thishasimplied that when
anegative shock (likethe Adan financid criss) isexperienced, the generd expectation isthat the brunt
of the shock will be borne by the government and the people insulated to the extent possible from the
immediate and direct consequences of the shock. Consequently, public sector employment isseen as
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akind of socid safety net during periods of recession (when the private sector is not expanding jobs)
and it hasbeen extremdly difficult a such timesto downg ze the government by trimming the labor force
in the public sector.

On top of this, there is even the view that fiscal policy should be counter-cyclical in character to teke
the economy out of arecesson. Assuch, the leve of public expenditure should be enhanced to raise
the level of aggregate demand. Not only isthere a danger that such a policy would add to the waste
in public expenditure by encouraging programs’ projects with doubtful economic merit, but aso that,
given the dready high fisca deficits in most South Asian economies (as opposed to the East Asan
countries), it would exacerbate inflationary pressures and raiseinterest rates which would * crowd out’

private invesment and largely neutrdise the fiscd simulus.

Second, the pursuit of rent seeking and patronage activities is largely independent of the Sate of the
economy. If any thing, demandsfor concessionsand incentives become more voca a timeswhenred
incomes are not risng and profitability is being eroded by a downturn in economic activity. The
government of Pakistan had to bring down incometax and salestax rates sharply in 1997 and implicitly
subsidise exports after the fdl in internationa prices through mechaniams like higher duty drawback
rates and cheaper export finance to protect exporters. Given this reluctance on the part of politicians
and senior bureaucratsto abandon therole of patronage even in difficult times, it has not been possible
to trim the functions of the public sector and focus more on its role as an enabler and facilitator. This

represents one of the biggest challenges for improved governance in developing countries.

Third, even if decisons could be reached on privatising some of the activities of the public sector
relating to manufacturing or provision of sarvices, the overdl climateis not conducivefor privetisation
during periods of recesson. Private investment, domestic and foreign, is generaly shy and capita
markets are experiencing a downturn. It is not surprising that despite ambitious plans the process of

privatisation has been severely retarded since 1997 in Pakistan.
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PROBLEMSOF THE PUBLIC SECTOR

The failure in public expenditure reform has meant that the public sector has become increasingly
bloated and overextended in most countries of South Asa. The presence of large fiscd deficits has
sharply highlighted this feature of the economies. Overdl, the public sector today misdlocates
resources, manages poorly and inefficiently spends scarce public resources. Thelong list of problems
includes the following:

Misplaced priorities: The fundamentd problem isthat high priority socid and physica infrastructure
investments and transfer payments for poverty reduction have increasingly been ‘crowded out’ by
growing interest payments (due to the persstently large fisca deficits) and military expenditure. It is
truly tragic thet the region which has the largest concentration of the poor (almost 500 million) in the
world has military expenditure in excess of $ 15 hillion, with India, Pakistan and Sri Lanka devoting
more than 3 per cent of their respective GDPs on defence. For the current fiscal year, India has
increased its defence dlocation by as much as 28 per cent while Pakistan hasraised it by 11 per cent.
An indication of misplaced priorities can be had from the fact that in Pakistan military expenditure is
more than twice the tota public expenditure on educetion.

Improper utilisation of scarce funds: Thisis the consequence of faulty ingtitutional structures for
sarvice ddivery, poor financid management practicesand defective planning. Serviceddivery ismostly
by line departments and parastatal organisations which are characterised by over-centrdisation of
management and a supply-driven approach rather than by responsivenessto effective demand. There
is over-emphasis on sdary payments (given the employment fixation) in relation to non-sdary inputs,
whichreduces the effectiveness of spending. Lumpy capital expenditures are generdly preferred over

operations and mai ntenance because of the greater scope for ‘commissions .

Financia management practices have led to loss of control and leakages because of the absence of
proper accounting systems, gppropriate reconciliation proceduresand audit. Thereliance only on cash
flow accounting means that there isinadequate knowledge of public assets and of contingent ligbilities.
The planning process has been rendered ineffective by too much * paliticisation’ of project sdlection and
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execution. This has also contributed to a‘ spreading too thin” of the development program in order to
accommodate competing claims. The consequence is delays, cost overruns and the stretching of the
limited implementation capacity. Overdl, theimproper utilisation of fundshasimplied lessand wasteful
deivery of services. Program initiatives pursued by governments with populist agendas have the
greatest potentia for eroding the norma budgeting process and distorting priorities. Programs like
subsidised urban housing and transport have been demonstrated to be notorioudy prone to leskages
and defective implementation.  Such programs have frequently been abandoned eventualy because of
lack of financid sugtainability. The careers of many senior officids have been sacrificed at the dtar of

such programs.

More recently, the launching of poverty reduction strategies has increased somewhat the outlays for
socid safety nets including generdised food subsidies, targeted food support programs, transfer
payments in cash, enhanced socid security and labor-intensive public works programs.  But the
ingtitutiona arrangements for the anti-poverty interventions are generdly fragile and underdeve oped.
Consequently, overhead cogtsare high, targeting ispoor, coverageislimited, leakages are common and
negative incentive effects frequently the result. A lot more needs to be done to effectively implement
poverty reduction strategies.

Absence of trangparency and accountability: Large componentsof public expenditure remain outsde
the reelm of public scrutiny. For example, the military budget which consumes over 20 per cent of
federal resourcesin Pakistan is presented asjust aonelineitemin the budget documents. Thereisaso
alack of explicit accounting of subsidies and tax expenditures. The problem of absence of adequate
information dissemination is especidly acute in the case of statutory corporations and utilities, which
account for the mgjor part of the ‘quas-fiscd’ deficit. Thereisavirtud absence of effective oversght

mechanisms of the legidature, consumers and civil society at large.

The consequences of misplaced priorities, lack of responsvenessto needs and preferences, ineffective
and wagteful ddivery isagrowing disillusonment of the people with the provison of goodsand services

by government. There is a search for dternatives and greater reliance on the private sector and non-
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profit organisations. Thisismost evident in the areas of education and health where, especidly inthe
urban areas, much of the demand has moved away from the government and most public service
fadilities lie underutilised.

A stage has aso been reached where in the absence of reforms public sector entities have begun to
collapse. Closure has been forestalled temporarily by the building up of large overdrafts with the
banking system and by deferring payments of ligbilities with suppliers, contractors, etc. In the case of
many of the large public utilities which provide vital services like power, water, transport, €tc.,
government has had to step in and bail out these entities by effectively writing off their debts through
debt-equity swaps.

Physicd indicators of the crisis of the public sector include the lack of improvement in coverage and
deteriorationintheleve of service, for example, high incidence of outagesin the case of power utilities,
supply interruptionsin the case of drinking water and breskdownsin telecommunication services. Also,

thereisvisble depletion of physicd infrastructurein the absence of adequate repairs and maintenance.

A particularly worrying consequence of growing public perception of waste, corruption and inequity
in public expenditure is the resulting breskdown of taxpayer compliance. Given the absence of any
visible link between tax payments and benefits recelved, citizens are inclined to withhold their due tax
contributions and defy tax lawsthrough higher levels of tax evasion. Thisreinforcesthe need for greater
accountability of public expenditure, greater exercise of economy and in some casesfor earmarking of

revenues if the process of development of atax culture isto be promoted.

Altogether, a stage has been reached when unless there is radicd reform of the public sector the
process of growth and development in many South Asian economies will be retarded by the lack of
sociad and physical infrastructure, which has begun to hinder the process of production and investment
by the private sector.

CHALLENGES CONFRONTING THE PUBLIC SECTOR
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The process of reform of public expenditures will have to recognise the many mgor chalenges
confronting governments in developing countries today, including those in South Asa. Theseinclude
the following:

Rise of the private sector: one of the more favourable developments is the emergence of a stronger
and more mature indigenous private sector ismaost countries with the capacity to perform most trading
and manufacturing functions and even develop and manage infrastructure.  This has been facilitated
partly by the failure of the public sector. There is need, therefore, to create more space for private
sector participation through deregulation and privatisation.

Process of globalisation: The rapid on-going process of globaisation requires that trade and
investment be increesingly liberalised and deregulated. In addition, grester emphasis must be placed
on rapid human resource development and on cost effective provision of non-tradesble services in

order to preserve and enhance international competitiveness.

Emergence of the informal economy: Animportant development in most South Asan economiesis
the rapid spread of the informal, black or underground economy. Thishasled toincreased erosion of
the tax base, theft or non-payment of utility bills, resort to illegd activities (smuggling and sdle of ams
and drugs), etc., and is reaching a scale where it now poses a serious threst to the writ of the Sate.
Governmentswill haveto serioudy work towards enforcement of law and regulation of variousactivities
without fundamentaly jeopardising the ground level dynamism which characterises the informa

economy.

Severe fiscal constraint: The exigence of large unsustainable fisca deficits, the inability to raisethe
tax-to-GDP ratio dragticdly in the short run and the decline in levels of concessiona development
assigtance, imply the need to focus only on key core functions and to shed peripherd activities.

Rapid technological change: The rapid process of technologica change (including the advent of
information technology) and increasing complexity of macroeconomic policy making in more ‘ open’
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economies will require the adoption of more modern management practices, induction of professona
ills into civil service cadres and development of appropriate management information systems,

especidly to avert and manage crises.

Mesting these chalenges will require a new vison of the public sector as ‘small but effective,
decentralised, responsible, customer-oriented and managed professionally’. Thiswill imply a
change in the emphasis of governance from direct provision to that of an effective facilitator and
regulator, concentrating only on the provison of public goods, serviceswhich confer sgnificant postive
externdities and on the important task of poverty reduction.

AREAS OF PUBLIC EXPENDITURE REFORM

What are the key reforms required to realise this new vison of the public sector as compared to the
traditiond view of government as an dl-pervasive entity, employer of last resort and shock absorber?
It gppears that there at least eight maor directions of reform, as follows:

Rethinking the role of government: Based on the new vision, there will have to be fundamenta
rethinking of therole of government. Each function (and the entity discharging it) will haveto be studied
carefully from the viewpoint of the following: Is the public entity producing a public good or a purely
private good? |s the entity facing competition from the private sector? |s the entity surviving only
because of some specid protection or preferential treatment? |sthe entity o overextended that dl it
can do isto cover the cost of its own establishment? Has the misson of the entity disgppeared? Is
there a duplication of activities with other agencies? Does the entity represent encroachment upon
functions of alower leve of government? If it is a public commercid venture, is the entity making
losses?

Based on the above assessment, a decison will have to betaken whether the entity should beretained
inits present form or closed, downsized, privatised or devolved to alower level of government. Such
an audit will not only have to be undertaken of government ministries and departments but aso of
statutory corporations, public enterprises, autonomous bodies and attached departments. Thisisclearly
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a mammoth task and may have to be undertaken in phases starting first with the more periphera
activities. The body charged with the responsibility of conducting this review will have to be seen as
independent and impartid and made immune from the inevitable lobbying pressures. Fortunately, in
most South Asian countries, commissonsor high-powered committees have aready looked at therole
of different entities. The problem is not so much one of identifying the nature of the restructuring

program but of implementation, for which the requisite political will be required.

Improving transparency and accountability: Thiswill require development of proper budgetary
classfication systems; ingditution of information disclosure requirements especidly for parastatals,
corporations and security agencies, setting up of proper oversght mechanisms with requisite powers
and representation from the legidature, consumer bodies and civil society at large; mechanisms to
ensurethat spending isonly for authorised purposes and establishment of astrong and independent legd
and indtitutiona framework for accountability of corruption and inefficiency.

Prioritising effectively among broad expendituresand programs. Thiswill require focusing, firg,
onincreasesin non-wage operations and maintenance spending in key sectors, second, on rehabilitation
of infrastructure and consolidation of exigting invesmentsthrough better utilisation of available capacity
rather than expenditure on new invesments in expanson of capacity, third, an increase of public
expenditurein high priority aress like sociad development and poverty reduction. Somehow, through
internationd diplomacy, bilatera didogue and generd public pressure, the costly and unsustainablearms
racein South Asawill haveto be stopped and military expenditure diverted to these high priority needs.

Decentralising management of public sector activities. Efforts will have to be made towards
handing over functions to state / provincid and local levels wherever appropriate to achieve more
effident dlocation of expenditures which more closely reflect peoples preferences and to ensure
greater beneficiary and community involvement in the management of the process of ddivery of
sarvices. This, of course, implies that emphasis will dso have to be placed smultaneoudy on
developing theingtitutiona and financid capacity of sub-nationa governments and borrowings by such
agencies regulated in order to ensure that they face a hard budget constraint and do not engage in
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profligate spending financed by accumulation of unsustainable levels of debt. It isof some significance
to note that the Government of Pakistan hasrecently launched amgjor devol ution plan for strengthening
locd governments.

Restructuring public sector institutions and service delivery: wherever possible the approach
should be one of commerciaising and corporatising public service ddlivery agencies. Grester autonomy
will need to be granted to management boards of such entities and representation on these boards
broadened to alow for greater civil society and consumer representation. There will dso have to be
more emphasis on cost recovery to cresate financid sustainability and degree of market based
accountability. Simultaneoudly, independent regulatory entities will have to be set up for prescribing

minimum service sandards and tariff setting rules.

Reforming the civil service: The objective here is to develop a leaner, more effective civil service
equipped with needed skills, facing an appropriate incentive structure and less vulnerable to political
pressures. The remuneration structures will aso need to be made more market-based. These will
require changes in digibility criteria for initid entry, greater role of public service commissons in the
recruitment process, strengthening of public training facilities, introduction of *filters for movement to
higher grades, improvements in the system of performance evauation, independent process of
confirmation to top level gppointments and granting of tenure in such pogitions, development of more
speciaised cadresand so on.  The experience is that civil service reform will be a dow and difficult
process. Elements of the exigting civil service who enjoy dite postions will form strong coditions to
resst change. Entry points into the process of reforming the civil service will need to be carefully
identified which are less contentious in character but can make asgnificant contribution in the medium

to long term to improving the qudity of the service.

Strengthening monitoring and eval uation: sysemswill haveto be established for monitoring impact
on key output and performance indicators based on better, more timely information flows and a
meaningful feedback into subsequent public expenditure decisons. Wherever possible, independent

third party monitoring will need to be encouraged, for example, in the area of socia services to

Conference Paper N0.32 PuBLIC EXPENDITURE REFORM



12

determine whether actud site selection of facilities adheres to certain pre-pecified objective criteria,
whether teachers, doctors, etc., are absent or present on a full-time basis and so on. In Pakistan,
digrict level monitoring teams set up by the army have contributed to an improvement in the quaity of
services, but the issue remains one of long run sustainability of this gpproach.

Integrating planning and budgeting in a medium-term framework: Annua budgetsand program
dlocations should be consstent with a medium-term planning framework and projections of fisca
resource availability. This will ensure that sustainable levels of recurrent expenditure drive sectora
investment programsrather than viceversa. Thisisespecidly trueinthe context of basic socid services
like primary education and hedlth, which are intengve in operations and maintenance cods that are
largdy financed from tax revenues. In Pakistan, the rgpid congtruction of primary schools and rurd
hedthfacilitiesin thefirst phase of the ambitious Socid Action Program, supported liberaly by donors,
has now run into serious problems of staffing and recurrent funds, epecidly for non-saary inputs. A
balance will, of course, berequired in theimplementation of the medium term planning framework. On
the one hand, there will be need for sufficient flexibility to adapt to changed circumstances while on the
other hand there will have to be enough commitment and discipline in adherance to the targets and

dlocationsin order to preserve credibility of the process.

Therefore, as identified above, key areas of public expenditure reform will include rethinking the role
of government, improving trangparency and accountability, prioritisng effectively among broad
expenditures and programs, decentralisng management of public sector entities, restructuring public
sector inditutions and service ddivery, reforming the civil service, srengthening monitoring and
evauation and integrating planning and budgeting in a medium-term framework.

Criticsof therole of the public sector have suggested even more extreme solutions. Theseinclude, firg,
legidation (of the Gramm-Rudman type in USA) to preclude the possibility of deficit budgets or limit
the deficit toamaximum level (asapercentage of the GDP). Theintention hereisto force an autometic
downward adjustment in public expenditure in the event of afal in revenues. Second, it has been
proposed that as arule no new projects should be undertaken unless al on-going projects have been
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completed. Third, that a compulsory recruitment ban be imposed to prevent any increase in
employment in the public sector and so on.

While there may be some merit to these proposals which highlight the growing frustration with the
quality of governance, it needsto be emphasised that the intention of public expenditure reform should
not be to put governmentsin a‘straight jacket’. The balanced budget amendment runstherisk that in
order to satisfy this congtraint governments may opt to make even deegper cuts in dlocations to the
socid sectors or development. Inability to take on new project initiatives will reduce the flexibility of
governments to respond to new situations and chalenges. For example, the recent drought in parts of
South Ada highlights the need to raise dlocations quickly for achieving faster development and better
exploitation of water resources. Indtitution of recruitment bans could frustrate the process of
modernisation and better service delivery by governments. For example, there is clearly a need for
more I T specidists and experts in other fieddsin most governments today. The overriding objectives
of public expenditure reform must be to promote the process of ingtitutional changewhich enablesmore
rationa budget making, more efficient utilisation of scarce public resources and improvements in
governance that increase the responsiveness to the needs of the citizenry a large and reduce

vulnerability to the pressures of powerful specid interest groups.

In conclusion, it needsto be reiterated once again that while public expenditure reform remains one of
the most difficult areas of reform, it perhagps condtitutesthe ultimate litmustest of improved governance
and promises maximum gains to the economy and society a large. Therefore, it must continue to

receive highest priority in any comprehensive structurd reform agenda.
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SUMMARY

The paper argues that while public expenditure reform remains one of
the mogt difficult areas of reform, it perhgps condtitutes the ultimate
litmus test of improved governance and promises maximum gains to
the economy and society at large. Key eementsof the reform agenda
are described in the paper including rethinking the role of government,
improving transparency and accountability, prioritisng effectively
among broad expenditures and programs, decentralising management
of public sector activities, restructuring public sector inditutions and
sarvice ddivery, reforming the civil sarvice, strengthening monitoring
and evduaion and integrating planning and budgeting in a medium-

term framework.
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