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FOREWORD

The Socia Policy and Development Centre (SPDC ) has a tradition
of bringing out aResearch Report every year containing analysisof the
proposas for expenditure and taxation in the provincid budgetsfrom
the viewpoint of their impact onthe economy and people of Pakistan.
This year's report contains nine articles on various aspects of the
Budgets of the four provincid governments in 999-2000, written by
gaff members of SPDC. We hope that government officids, private
sector, membersof NGOsand civil society at largewill find thisreport
useful in undergtanding the implications of the Budget.

Dr. Hafiz A. Pasha

Managing Director
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WHAT EXPLAINS THE SHORTFALL IN FEDERAL
TRANSFERS TO PROVINCES?

by
Aisha Ghaus-Pasha and
Hari Ram Lohano

The provincid governments clam that stagnation in intergovernmentd fiscd tranders is directly
respongble for the current maaise in their finances. What has been the magnitude of declinein federa
trandfers? Isthis due to changesin the design of the 1996 NFC award? Or canit be attributed to tax
reforms (eg. reduction in import tariffs) and fal in nomind GDP growth? What compensatory
mechanisms have been put in place? Have dl provinces been worse off or has the outcome been

different among the provinces? This article addresses these questions.

Declinein Federal Transfers

There hasbeen adedlinein federd transfers snce 1996-97, the first year following theimplementation
of the 1996 NFC award. Total federd transfersto the provinceswerelower by amost 5 per cent (by
over Rs6 billion) in 1997-98 compared to the 1996-97 level (see Table 1). Bulk of the declinewas
indivisble pool transfers, which declined from Rs 119 billion in 1996-97 to Rs 104 billion in 1997-98.

TABLE 1
FEDERAL TRANSFERSTO THE PROVINCES
(Rsin Billion)
1996-97 1997-98 1998-99 1999-2000
DIVISIBLE POOL TRANSFERS 1192 104.0 107.7 1246
STRAIGHT TRANSFERS 186 2.5 200 253
SPECIAL GRANTS 0.7 74 82 91
TOTAL TRANSFERS 1385 1319 1359 1590

Sources: Federal Budgetsin Brief
Provincial Annual Budget Statements

Straght transfers, dready on adeclining trend, increased dightly. In contrast, soecial mandatory grants
to the provinces showed a big jump, of dmost Rs 7 hillion, increasing from Rs 0.7 billion to over Rs



7 billion in 1997-98. This pattern of variation in the various components of federd transfers has a
substantia bearing on the revenue loss experienced by each province. Those provinces which have a
mgor share inthedivisble poal, that isthe two larger provinces of Punjab and Sindh, have borne the
brunt of the decline, while revenue losses of the recipients of specid grants (the two smaler provinces)
have been rdativdy margind.

Causes of aDeclinein Federal Transfers

The provinces éttribute the decline in federd transfers solely to the design of the 1996 NFC award.
Is this true or can the decline be attributed to other factors like the tax reforms implemented in the
country resulting in revenue losses and the tapering off of the growth momentum of the economy? The
provincid dlegation, though holds some merit, is not entirely valid Smply because the provinces have
not received the revenue transfers envisaged in the 1996 NFC award. Table 2 clearly demondtrate
that, in 1998-99 for example, provinces combined have received only 68 per cent of the revenue
transfers projected by the 1996 NFC. Thisimplies a shortfdl in transfers of about Rs 65 billion. As
such the real cause of grievance to the provincesisin fact the causative factors behind the shortfdl in

federd transfers within the context of the current award. What are these causative factors?

TABLE 2

ACTUALSAS% OF PROJECTED NFC MAGNITUDES, 1998-99
(%)

Punjab Sindh NWFP Balochistan ~ Combined

FEDERAL TRANSFERS 65.2 67.7 66.5 830 67.8
Divisible Pool Transfers 65.2 65.2 65.2 65.2 65.2
Straight Transfers 64.1 791 57.3 95.8 73.2
Specia Grants N.A N.A 100.0 100.0 100.0
OWN REVENUES? 1157 99.0 1211 522.7 1177
CURRENT EXPENDITURE 80.8 886 911 799 844
DEVELOPMENT EXPENDITURE 817 700 1599 65.7 911
(Rupee Component)
?inclusive of net capital receipts N.A. = not applicable
Sour ces:
National finance Commission; Annual Budget Statements; Federal Budget-in-Brief
SPDC estimates.

Table 2 shows that bulk of the shortfal in federd transfers has occurred due to lower divisible pool
transfers. According to the provisions of the 1996 NFC award, 37Y2 per cent of proceeds (net of
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collection charges) of dl federd taxes (including direct taxes, customs and excise duties and salestax)
is trandferred to the provinces. The basic problem is that federa tax revenue redlisation has been far
below the NFC projections in 1997-98 and 1998-99.

Only 65 per cent of tax revenues projected by the NFC have materialised in 1998-99 resulting in a
corresponding contraction inthedivisblepool. The NFC had projected federd tax revenuesof Rs470
billionin 1998-99, whereas the actud revenueis Rs 308 billion, ashortfal of Rs162 hillion. All taxes,
in particular, customs duty and sales tax fell far short of target by 58 per cent and 37 per cent
respectivdy. The question thus arises as to why are the NFC tax projections so out of line? Wasiit
because of faulty projection techniques or did the tax syster undergo unanticipated structural changes
whichdramatically dtered the revenue level and pattern? The answer isthe latter. The newly dected
Nawaz Sharif government brought in a spate of tax reformsin March 1997 soon after succession to
power which werewide-ranging and structura in nature. Theseincluded massiverate cuts of taxeslike
income tax and sdestax and implementation of steep import tariff reforms. The consequence was a
dramatic reduction in thetax-to-GDP Ratio, which fell downto 10.2 per cent as compared to the NFC
projected ratio of 13.9 per cent. The NFC projection isnot out of linewith historical trends asthe tax-

to-GDP ratio in 1995-96 stood at 12.3 per cent and had been rising gradualy.

The tax reforms, however, were not successful in providing the much hoped for supply-side simulus
to the economy to substantially increase its growth rate and thereby generate additional tax revenues.
The actud nomina GDP was less than 90 per cent of the GDP projected by the NFC due both to a
lower real growth and lower rate of inflation. Therefore, not only did we witness a decline in
government revenues due to tax cuts but also due to aloss in the growth momentum of the key tax
bases (especialy imports and large scale manufacturing), with both factors reinforcing each other. A
decomposition of the impact of the two factorsindicates that 70 per cent of the declinein revenuesin
relaionto NFC projectionsisdueto the lower tax-to-GDP ratio whilethe remaining 30 per cent isdue
to lower GDP. As such, contrary to popular claims the red reasons for the big reduction in federa
transfers to the provinces are the structura tax reforms and the lack of revival of economic growth in
the country due especidly to the contagion effects of the Asan financid crisis in 1997-98 and the
adverse effects of the sanctions imposed on Pakistan in 1998-99 following the nuclear blasts.



The Compensatory M echanisms

How have the provinces adjusted to the Rs 65 billion shortfal in federa transfers? Again, contrary to
common perceptions, it has not been primarily by a cutback in development activitiesin the provinces.
Interestingly, amost half of the adjusiment of Rs 32 hillion has been through a cutback in current
expenditure as compared to the NFC projections followed by higher resort to borrowings of Rs 18
billion. Non-development grants and development receipts from the federa government have
additiondly contributed Rs 8 hillion. Findly, provinces have mobilised higher own revenues of about
Rs 5 hillion and there has been only residud resort to cutback in development expenditure of Rs 2

billion.

In conclusion, there has been a sgnificant decline in federd transfers to the provinces following the
inditution of the 1996 NFC award. However, it does not appear to be due to the design of the NFC
award but because of large revenue losses arisng from the tax reforms implemented in the country
during the last two years and thelack of reviva of the growth of the economy. However, the provinces
have not been forced to contract their expendituresin proportion to the shortfdl in revenues dueto the
cushion provided in the short run by higher borrowings.



FINANCIAL POLICIES OF
THE PROVINCIAL GOVERNMENTS

by
Hafiz A. Pasha
and
Aisha Ghaus-Pasha

The objective of this paper isto identify what financid policies have been followed by the provincesto
tackle the problem of the growing resource crunch caused by the lack of growth in federd transfers?
A priori, it can be expected that faced with this Stuation the provinces would probably have tried to
mobilise more resources from their own revenue sources and cut back on expenditure, wherever
possble. But it isimportant to remember that a new dected government came into officein early 97
on the agenda of faster development and improvement in the qudity of life of the people. Provincid
governments are a the forefront in terms of delivery of basic socia and economic services like
educeation, health, water supply and sanitation, roads, irrigation, etc. and the presence of severe
resource congraints had the potentid of jeopardising implementation of the political agenda.

Inevitably, therefore, there have been mgor differencesin the financid policiesfollowed by the various
provincia governments during the last two years. In Punjab, which is the heartland of support for the
ruling Pakisan Mudim League and has an influentid and aggressve Chief Minigter, the resource
congtraint imposed by declining federd transfers has been broken by, firdt, resorting to a mixture of
additiond taxation, levy of AIT and improved tax administration which has led to an increase of over
41 per cent in own revenues since 1996-97 (see Table), second, by cutting back on the growth of
current expenditure, which has been redtricted to less than 10 per cent cumulatively in the last two
years, and, third, by substantially greater resort to borrowings (federa loans plus use of overdraft
fadlities with SBP) which have risen from just over Rs 2 hillion in 1996-97 to over Rs 14 hillion in
1998-99. All this has enabled the province to implement a much larger development program which
has increased by dmost Rs 5 hillion, from the level of below Rs 11 billion in 1996-97.

The strategy followed by the government of Punjab is strongly reminiscent of the policies followed by
the first Nawaz Sharif government at the federa level during the first two years of itstenure (1990-91



TABLE 1
GROWTH IN KEY PUBLIC FINANCE INDICATORS
OF PROVINCIAL GOVERNMENTS

CUMULATIVE GROWTH (%)

1996-97 TO 1998-99 COMBINE
PUNJAB SINDH NWFP Bﬁg&iﬁ P

TOTAL REVENUES 21 03 181 218 3.6

Own Revenues 415 425 24 -42.2 405

Federal Transfers -10. -9.6 156 274 -24
CURRENT EXPENDITURE 9.7 16.3 24.0 117 14.0
DEVELOPMENT EXPENDITURE 453 215 448 3.7 320
TOTAL BORROWINGS .1 2400 1.3 -118.6 154.8

Sour ce: Annual Budget Statements
SPDC estimates

and 1991-92) when the budget deficit increased significantly as the development program was scaled
up. The economy did respond positively in the short run when the growth rate in 1991-92 went up to
amost 8 per cent but the underlying macro-economic imbaance was one of the mgor factors
responsible for the subsequent balance of payments crisis of 1992-93 and the depletion of foreign

exchange reserves.

The gimulus provided by the government of Punjab to its regiond economy via the push on the
development front is unlikely, however, to have the same impact for two reasons. Firdt, provincia
expenditures are smdl in rdation to federa expenditures and the multiplier impact is likely, therefore,
to beless. Second, the provincid simulus has come a a time when & the federd level the primary
emphadis is on the process of macroeconomic stabilisation as part of an on-going IMF program.
Efforts are being made to reduce the budget deficit largely by containment of federd expenditures,
especidly on development.

What implication doesthe policy being followed by the government of Punjab of financing devel opment
through borrowings have on itsfuturefiscal position? Will it lead to arunaway growth in debt servicing
(of the type, observed dready in the case of the federd government during the 90's) and impair its
future capacity to operate, maintain and expand services? The answer is, probably not. Most of the
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borrowing in the last two years has been in the form of soft federd loans or foreign assstance.
Incrementa use of cash balancesremainslimited a lessthan Rs 2 billion annually. However, the gbility
of the government of Punjab to push for further augmentation of its development activities is likdy to
be increasingly limited. In the current budget of 1999-2000 an increase of only about 3 per cent has
been targeted for in development expenditure.

Turning to the government of Sindh we have a somewhat different story to that of Punjab. The story
isgmilar in that both governments faced with adeclinein transfers have opted for higher own resource
mobilisationand increased resort to borrowings. Sindh has been able to increaseits revenues by over
50 per cent in two years, the best performance among the four provinces, despite lack of effective
legidaiononlevy of AIT, and dsoraised itsborrowingsfrom Rs 2%2hillion in 1996-97 to Rs 8%z hillion
in1998-99. However, Sindh has not opted for the same big push in devel opment expenditure and has
been rdatively unsuccessful in controlling its current expenditure. Consequently, there is not much
divergence between the cumulative growth rates of current and development expenditures respectively
since 1996-97.

Moreover, Sindh appears to be in aprecarious financia pogtion. The inability to limit the growth in
current expenditure (due to the difficult law and order Situation and the presence initialy of a weak
codition government which had to buy political favours) hasimplied that the government has run into
alarge deficit inits current budget, projected a over Rs4 billionin 1999-2000. Consequently, amost
haf of the borrowings are being used to finance current expenditure, which is unlikely to expand the
future debt repayment capacity of the province. Further, alarger share of the borrowing isintheform
of reatively high cost overdraft facility with the SBP. The deterioration is Sindh's financid position
explains why it has been the most vociferous about the inequitous nature of the 1996 NFC award.

The government of NWFP did not suffer any decline in federd transfers. On the contrary these
transfers have increased by 16 per cent during the last two years, despite the lack of growth in hydro-
eectricity profits. The basic reason for the jump in transfersistheintroduction of alarge specid grant
for NWFP by the 1996 NFC, with the magnitude of Rs3.3 billioninthefirst year (1997-98) and risng
a 11 per cent annudly.



What has been thefinancid policy adopted by the government of NWFP in the presence of ardatively
favourable resource position? Has it gone for a splurge in expenditures and dackened on its own
resource mobilisation effort? On the whole, the government of NWFP has behaved prudently initidly.
In the first year, 1997-98, it reduced its borrowings and brought down its overdraft with the SBP by
over one hillion rupees while reducing its development expenditure. In 1998-99, however, it has
adopted a Punjab-like strategy of aggressive resource mobilisation (with 27 per cent growth in own
revenues) and raised devel opment expenditure by amost Rs 3 billion fromtheleve of about Rs6 hillion
in 1997-98. Thishasrequired accessto substantia higher borrowingswhich haverisen from about Rs
3 hillion to dmogt Rs 5 hillion.

Bd ochistanhasfollowed radicaly different policiesfrom the other three provinces. It wasasoamagjor
beneficiary of the 1996 NFC award, with alarge specid grant in thefirg year of Rs4.1 hillion, risng
aso by 11 per cent annudly. During the last two yearsit has experienced the fastest growth in federd
transfers of 27 per cent. Here again, the evidence is one of fisca prudence. Current expenditure
growth during the last two years has been limited to 12 per cent and there has actudly been a minor
drop in development expenditure. The province has opted to reduce its outstanding overdraft with the
SBP by a much as Rs 6 hillion over the last two years. This will lay the bass for greater financid
sugtainability in come years.

Ovedl, the financid behaviour of the four provincia governments during the last two years reveds
interesting contradictions. The two provinces, Punjab and Sindh, which have experienced declinesin
federa trandfers have shown a degree of profligacy and populism in their expenditures which has
necessitated substantialy higher levels of borrowing. As opposed to this, the two provinces,
Bdochistan and NWFP, which have been the recipient of growing transfers, due primarily to the
inditutionof specid grantsby the 1996 NFC, have demonstrated a degree of financia restraint and cut
back onther overdraftswith the SBP. The big question iswhether these patterns of financia behaviour
will continue in 1999-2000.



PROVINCIAL GOVERNMENTS
AND THE BUDGET DEFICIT

by
Sajjad Akhtar

Inter-governmenta fiscal reationsisatwo-way sreet. Not only do the different tiers of the government
share revenues as per some agreed formula but are dso ligble for and contribute towards the overal
budget deficits. Since 1997 there is a some evidence that revenue transfers from the Federal
Government to the provinces have declined due to the sharing formulaagreed in the NFC Award 1997.
However the other side of the coin isthat the Federd Government is now increasingly picking the tab
on development expenditures of the four provinces, and consequently the share of the provincesin the
overd| budget deficit has gone up. In this article we discuss the just mentioned latter dimension of the
Fiscd Federdism in Pakistan.

Under the current budgetary accounting practice overdl budget deficit is composed of two parts:- In
Part A development expenditure by the two government tiers plusthe current expenditure of thefederd
government(excluding debt repayment) are deducted from the net revenue receipts (excluding tranfers
to the provinces) to arrive at the federa budget deficit. Part B represents the Revenue Surplus/Deficit
of the provincid governments. As the name impliesit is the amount left after the deduction of current
expenditurefrom thetota revenuesof the provincid governments. Thelatter isthe sum of transfersfrom
the federd government and own fisca effort. In other words the fiscd deficit of the provincid
governments is under-stated by the extent of provincial development expenditure borne by the centra
government. InTable 1 wetrack thelast 3 year evolution of the revenue surplus/deficit of the provinces
under this conventiond definition. Note that under this conventiona definition revenue surplus/deficit
of the provinces are minuscule of GDP and negligible contributors to the consolidated budget deficit.
While overdl budget deficit asapercentage of GDP ranged from approximately 4 to 6%2the provincia
governments generated revenue surpluses or deficits ranging from -0.3 billion to surplus of 16 billion.
Interestingly it gppears that in 1996-97 the provincid government surplus contributed in lowering
consolidated budget deficit by 2/3rds of apercentage point. It isasoimportant to note that therewas
only anomina surplus of Rs 1 billion in the current budget of the four provincid governmentsin 1998



99. Thefedera government has dated that thisamount isover Rs 3 billion, implying an overstatement
of Rs 2 hillion and an increase in the overdl budget deficit of this magnitude.

TABLE 1
PROVINCIAL REVENUE SURPLUSESDEFICITSAND
THE CONSOLIDATED BUDGET DEFICIT

(Rsin Billion)
Revenue Surplus
ver e OOOP ey oGO
Governments
1996-97 16.2 0.7 -156.6 -6.3
1997-98 -0.3 0.0 -147.4 -54
1998-99 11 0.0 -114.3 -34

A moretransparent and equitable budgetary accounting framework would suggest thet the devel opment
expenditures undertaken by the provinces should form apart of provincia financia accounting identities
and the scope of their revenue surplus/deficit caculations be enlarged to the concept of provincid

TABLE 2
CONTRIBUTION OF PROVINCIAL AND FEDERAL GOVERNMENTSTO
THE CONSOLIDATED BUDGET DEFICIT

FEDERAL Shar e of
PROVINCIAL GOVERNMENTS GOVERNMENT Provincial .
Year Governmentsin
Consolidated
Revenue
Development Budget Budget % of Budget Deficit
Surplus (+)/ . . % of GDP e
Deficit (-) Expenditure Deficit Deficit GDP (%)
1996- 16.2 -26.3 -10.1 -0.4 -146.5 -6.0 6.5
97
1997- -0.3 -31.1 -314 -1.1 -116.0 -4.2 21.3
98
1998- 11 -34.7 -33.6 -1.1 -80.7 -2.3 214
99

I
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budget deficits. Implicitly it also implies that provinces be held accountable for their development
expenditures and given more autonomy intheir fisca effort for meeting devel opment expenditures. Table
2 gives the impact of provincid finances on the overdl budget deficit for the last 3 years under the
dternate definition. Making provincid governmentsliablefor devel opment expenditures pushes up their
contribution to the overdl budget deficit subgtantidly. In nomind termsthe combined budget deficit of
dl the provinces has gone up from Rs.10 hillion to Rs.34 hillion during 1997/99. As a share of GDP
it has gone up from 0.41 in 1996-97 to 1.11 percent in 1998-99, thereby contributing amost 30 per
cent to the overdl budget deficit. Note dso that ingpite of dashing of Federal PSDP in the last years,
the development expenditures of the provinces have shown a steady increase, partly because of
‘priority’ expenditures in education and hedth as defined by SAPII. Given theincreasing contribution
of the provincid governments to the consolidated budget, greater emphasis must now be placed on

ensuring that there is better monitoring of trendsin provincia revenues, expenditures and borrowings.

An interesting issue that arises with respect to the hedlth of provincid finances and under a‘circular’

flow of inter-governmenta transfersisthat were the provinces better off during thelast * generous NFC
award when revenue surpluses were being generated and ploughed back in devel opment expenditures
(as in 1996-97) or under the present award when the surpluses have dwindled and the federal
government ispicking thetab? In the short run and from last 3 years evidenceit is gpparent that major
brunt of deficit reduction has been borne by the federa development expenditures. In the long-run the
above trendsare dis-quieting. If the Federa recurring expenditures do not stabilize, theimposed overdl

budget deficit targets may cut into the provincia devel opment expenditures thus hurting socia sectors.
Secondly it erodesthe provincia autonomy in decision-making, planning and executing the devel opment
projects asmost will increasingly be financed by borrowings from the federal government or the SBP.
Thuslack of ‘provincid ownership’ could further reduce the * bang for development bucks .
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THE FINANCIAL OUTLOOK FOR PROVINCIAL
GOVERNMENTSIN 1999-2000

by
Hafiz A. Pasha
and
Aisha Ghaus-Pasha

The current fiscal year promises to be an eventful year for provincia governmentswhen their financia
postion could change dramatically. On the one hand there are prospects for some postive
developments like the restoration of buoyancy in fisca transfers due to faster growth in federd tax
revenuesand amgor windfal from the broad-basing of GST to POL products, eectricity and gas. On
the other hand the budgetary position could worsen sgnificantly if the salary awvard announced by the
federd government dso has to be implemented at the provincid leve, if payablesto WAPDA haveto
be increasingly settled and ways and means have to be found for sustaining the operations of loca
councils following the abalition of octroi and zilatax in the absence of afull compensatory grant by the

federd government.

Wefirg andysethe budgetary projections made by the provincid governmentsfor 1999-2000 and then
superimpose upon these the impact of the above-mentioned events. A glance a Table 1 revedsthat

TABLE 1
BUDGET ESTIMATESFOR THE FOUR PROVINCIAL GOVERNMENTS COMBINED
(Rsin Billion)
1998-99 (Revised 1999-2000 (Budget
Estimates) Estimates)

TOTAL REVENUES 1733 194.7

Own Revenues 331 36.6

Federal Transfers” 140.2 158.1
CURRENT EXPENDITURE 1721 1938
REVENUE SURPLUS (+) / DEFICIT (-) 12 09

Net Capital Receipts -01 -35

Development Receipts 38 24

Federal Loans 30.2 274
DEVELOPMENT EXPENDITURE A7 34
USE OF CASH BALANCES -04 2

?inclusive of discretionary grants
Sources. Annual Budget Statements
SPDC Estimates
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after two years of decline in federd transfers, since the promulgation of the latest NFC award, there
is the expectation of asignificant increase in these transfers of dmost Rs 18 hillion, from the last year's
level of Rs 140 hillion. Thisincreaseisbased on the assumption that federa tax revenues, which form
part of the divigble poal, will increase by Rs 48 hillion to reach the figure of Rs 356 hillion in 1999-
2000. With own revenuesat about Rs 37 hillion, thetotd availability of resourcesin the current budget
for the four provinces combined is expected to increase by about Rs 21 hillion, to Rs 195 hillion.

Theincreasein current expenditurewasrestricted to Rs8 billion last year. 1n 1999-2000 the provinces
have projected a much larger increase in current expenditure of over Rs 21 hillion, presumably in part
to take care of pending WAPDA liabilities. Consequently, the entire increase in resources will be
consumed by higher current expenditureleaving the overal revenue surplus position unchanged. Infact,
the current budget of the four provincesis expected to show little or no surplusin 1999-2000 asin the
previous year. This implies that development expenditure will largely have to be financed through
borrowing.

As opposed to the rapid growth in current expenditure, the provinces have actudly projected afdl in
development expenditure for 1999-2000. The total development outlay proposed is about Rs 33
billion while the availability of fundsfor development, conssting mostly of federd loans, isestimated at
Rs 27 hillion. Theresdua gap of Rs6 billion will be covered through use of cash balances (increased
overdraft) with the State Bank of Pakistan. A deterioration in thefinancid postion isindicated by the
fact that in 1998-99 there was no resdua gap and the overdraft level of the four provinces with SBP

remained, more or less, unchanged.

Given the high levd of dependence of the provinces on federd transfersit is clear that the budgetary
projections hinge on the redisation of the expected magnitude of these trandfers. The last two year's
experience has been one of large shortfals. 1n 1997-98 federd transfersfell short by over Rs6 hillion
while in 1998-99 they were Rs 13 hillion lessthan anticipated. These shortfalswere the consequence
of the inability of the federal government to mest itstax revenue targets. Thisyear CBR is expected
to increase its revenues by as much as 16 per cent in the face of a continuing recession in the economy
and the full-year impact of the large cut in import tariffs announced in March 99. The generd
perceptionisthat thefedera tax revenuetarget has been significantly over-pitched. Underachievement
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of thetarget by about Rs 20 billion would imply lower transfersto the provinces of Rs 7% billion. This
will cut sgnificantly into the financing available for development by the provinces.

Fortunately, there is an upside to the risks in 1999-2000 which arises from the perhaps unintended
favourable consegquences on the provincia governments of the tax reforms involving broad-basing of
the GST. Following a recent cabinet decison and in line with the conditiondities embodied in the
ESAF/EFF program with the IMF thetax base of GST has been extended substantialy to include POL
products, gas and dectricity. It isproposed to make the reform broadly revenue-neutral in character
by subgtituting the surcharges for the GST in the case of POL products and dectricity. It isimportant
to note that the surcharges did not form part of the divisble pool of taxes while the GST does.
Therefore, this reform will lead to an expanson in the divisble pool from which the provinces will get
their mandatory share of 37% per cent as per the 1996 NFC award.

At thisgageit isnot possble to quantify theincreasein transfers, becausethefull details of the reforms
have not yet been announced. However, there is no doubt thet this will lead to a Sgnificant incresse
intransfers of upto Rs9 billion. These could compensate for any under-performance by CBR in 1999-
2000. Therefore, in view of these reforms, it seems likely that federa transfers to the four provinces
will approach the projected level of Rs 158 hillion.

Beyond this pogitiveimpeact, thereareanumber of possibilitieswhich could have negative consequences
on the budgetary projections for 1999-2000. The fird is the implementation by the provincia
governments of the sdlary award announced by the federa government in the budget for its employees,
involving the granting of a speciad alowance of 20 per cent to 25 per cent in the initid basic pay.
Higoricdly, federd announcements on sdary increases have been followed, more or less, automaticaly
by provincid governments, especidly sincethelater have asignificant proportion of senior employees
on deputation from the federa government. The government of NWFP has dready announced that
it will give the same increase to its employees and the other three governmentsarea so likely to do so.
What is the cost of the sdary increase to the four provincid governments? Conservative estimates
made by the Socid Policy and Development Centre suggest that this would be of the order of Rs 12
to Rs 13 hillion. This would represent an increase of 7 per cent over the projected level of current

expenditure in 1999-2000, and cut severdly into funds available for development.
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Another negative factor is the incomplete compensation by the federa government for the abolition of
octroi and zilatax, two mgor sources of revenue of local governments. The revenue foregoneis about
Rs 19 hillion while the federa government proposes to make a grant of Rs 13 hillion. The remaining
ligbility of Rs6 hillion is assumed to be the liahility of the provincia governments.

Thefinancid outlook for individua provincesdifferswiddy in 1999-2000. As per the budget estimates,
the province of Sndhisinthe most precariousfinancia pogtion. It isexpected to have alarge revenue
deficit of over Rs4 hillion in 1999-2000 while the other three provinces will carry revenue surpluses
ranging from goproximately Rs 1 hillion in the case of NWFP, Rs 1.6 billion in Baochistan to Rs 2.2
billionin Punjab. It is not surprisng, therefore, that the need for higher overdrafts (by Rs 2.5 hillion)
isaso highest in the case of Sindh in relation to its total expenditure.

The individua projections change dramaticdly if dlowance is made for implementation of the sdary
award and for grantsfrom provincia resourcesto loca councils. Except Ba ochistan, which continues
to enjoy asmadl revenue surplus, the other three provinces are likdly to incur large revenue deficitsin
1999-2000. The magnitude of the deficit rangesfrom Rs 1.7 billionin NWFP, Rs 7.7 billion in Punjab
to dmost Rs 10 billion in Sindh. The need for overdrafts from the SBP rises sharply for al four
provinces if the projected level of development expenditureisto be maintained. Use of cash balances
in this scenario is the highest for Punjab at close to Rs 10 hillion followed by Rs 8 billion for Sndh Rs
4 billion for NWFP and Rs 3 hillion for Baochistan.

Will the SBP bewilling to increase subgtantialy its overdraft facilitiesto the provincid governmentsand
thereby jeopardise the implementation of its monetary policy? Probably not. The provinces will,
therefore, be compelled to find other solutions including deferment of the sdary award or cut back in
grantstoloca councilsand face up to the adverse palitical implications of such decisons. Alternatively,
the federal government may once again, like thelast two years, bail out the provinces by giving enough
soft development loans to close the financing gap.. This depends upon how much fiscal space it has,
giventhe tough budget deficit target of 3.3 per cent of the GDP for 1999-2000 and the continuing strict
vigilance by the IMF.
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THE BUOYANCY IN PROVINCIAL TAX REVENUES

by
Hafiz A. Pasha
and
Mohmmad Sabir

Amidg dl the despair and gloom about the stagnation in federd tax revenues, thereis some good news
from the provincid governments. During the last two years, tax revenues of the four provincia
governments combined have increased cumulatively by as much as 38 per cent as compared to only
10 per cent in CBR revenues. Although the provinces collect only about 6 per cent of the national tax
revenues, this performance comes in sharp contrast to the earlier experience. Traditiondly provincia
tax revenues have been rdatively dow growing. For example, the provincia tax-to-GDP ratio had

falen from 1.2 per cent in 1972-73 to less than 0.6 per cent in 1996-97.

The resurgence in the provincid fiscd effort can fundamentally be attributed to the lack of growth in
federd transfers after the 1996 NFC award. Tota transfers have ill not yet recovered to the pre-
award level in 1996-97. Faced with agrowing resource crunch the provinces have had no other option
but to mobilise more from their own revenue sources. This has begun to question the view that the
provinces are endowed with only limited fiscal powers which cannot be exploited to yied higher

revenues.

Andyss of the performance of each provincid government reveds an interesting inverse correation
between the growth in federa trandfers and the growth in own tax revenues. Punjab and Sindh
experienced significant declinesin federd transfers during the last two years, of about 11 per cent and
10 per cent respectively. They have raised their combined tax revenues by 39 per cent during the
period. Asopposed to this, the two smaler provinces of NWFP and Balochistan witnessed 16 per
cent and 27 per cent growth in transfers respectively, due primarily to the inditution of large specid
grants by the 1996 NFC. Itisnot surprising, therefore, that their combined resource mobilisation has

dackened somewhat and they have been able to show lessincrease in tax revenues of 30 per cent.
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The basic question is whether the unprecedented rate of increase in provincid tax revenuesis due to
broadening of the tax base or due to enhancements in tax rates and withdrawa of exemptions or is it
the result of an overal improvement in the quality of provincid tax adminigtration. The advent of the
agricultura incometax is, no doubt, amgor milestonein the development of provincid tax system, with
the potentid of substantidly augmenting revenues. Punjab and NWFP have made some effort in recent
yearsto exploit thissource. The tax has been legidated by the respective provincid assemblies and
collection has been underway for sometime, athough the coverage and effective tax rates dill remain
low. Sindh and Baochistan have yet to give the tax aproper legd cover and limited collectionsare on
ad-hoc basis. For the four provinces combined, if revised estimates are accepted as close to actuds,
revenues from AIT have increased from Rs 1.5 billion in 1996-97 to Rs 2.3 hillion in 1998-99 (see
Table 1). Thisaccountsfor 15 per cent of the overdl increase in tax revenues. Therefore, athough
the agriculturd income tax has made some contribution to the enhanced buoyancy of provincid tax

revenues, explanations for the exceptiona performance during the last two years lie esewhere.

TABLE1
GROWTH IN TAX REVENUES
OF PROVINCIAL GOVERNMENTS
(Rsin Million)

Cumulative

1996-97 1997-98 1998-99 5 owth (%)

EXISTING TAXES 12787 14735 17419 36.2
Stamp Duties 4497 5288 6035 34.2
Motor Vehicle Tax 1934 2186 2772 43.3
Land Revenue 1576 1757 2208 40.0
Electricity Duty 1241 1300 1330 7.2
Provindid Excise 877 1128 1239 41.3
Others 2662 3076 3835 44.1
AGRICULTURAL INCOME TAX 1485 1970 2335 57.2
TOTAL TAX REVENUES 14272 16705 19754 384

Source: SPDC Edtimates
Annua Budget Statements
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How have the traditiona sources of revenue like ssamp duty and motor vehicle tax performed?
Revenuesfrom stamp duties have shown afairly rapid increase of 34 per cent during thelast two years.
Some of theincreaseisattributableto increasesin rates, especidly on financia documents, and to some
base-broadening likelevy of samp duty on arlineticketsin Punjab. But the property market hasbeen
in agtate of recesson during the last two years and the quantum of increase in samp duty revenuesis
unexpectedly high. Much of it is probably due to improved tax administration leading to better
coverage of transactions and updating of vauation lists to more adequately capture property values.

Revenues from the motor vehicle tax have also been buoyant during the last two years, with a
cumulative increase of over 43 per cent. In particular, revenues have shown exceptional growth of 65
per cent in the province of Punjab due partly to the introduction of a large lump sum tax on luxury
vehides. Rates have also been revised upwards and the provincia excise and taxation department has
had more successin regigtration of smuggled vehicles. Other taxes which have performed well include
land revenue and provincia excise duties. It is reassuring to note that the former has yielded more at
atimewhen thefocusof the provincid governments has been on devel opment of the agricultural income

tax.

However, the specia fisca effort made by the provincesin 1997-98 and 1998-99 does not appear to
have been sustained in 1999-2000. Inthelatest budgets, provincia governments of Punjab, Sindh and
Bad ochistan have announced no new taxes. This represents areversonto old practices and does not
auger wdll for future growth of revenue. NWFPisthe solitary exception where some minor increases

have been proposed in the urban immovesable property tax and motor vehicle tax.

This softening in provincia resource mobilisation in 1999-2000 is probably attributable to improved
prospects for federd transfers, which are expected to grow by 13 per cent during the current fisca
year. But one lesson the provinces must have learnt over the last two years is not to rely on over-
optimidic projections of federd tax revenues (and of divisible pool transfersthereof). |If the degree of
uncertainty in budgeting of expenditures, especidly on the development Side, isto be reduced then the

provincid governments will have to increasingly rely on their own revenue sources.
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The last two years have dso demondrated thet if there is the political and bureaucratic will then
provincia revenues can beincreased rapidly. Mgor potentia areas il exist which canyidd substantia
additional revenues. The fird is the agriculturd income tax which currently yields about Rs 2 hillion.
Consarvative esimates are thet if the tax is effectively levied and collected theniit canyield upto %2 per
cent of the GDP, equivaent to about Rs 16 hillion, eight times the present levd. Similarly, the urban
immovable property tax generates revenue of less than Rs %2 billion. Here again, the estimate is that
if the assessed rentd values could be brought closer to the market va ues, then revenues could rise over
tentimesto dmost Rs 5 hillion at the present tax rates. The issue is not one of the revenue potentia
of provincid taxes but one of the palitica will of the provincid governmentsto tax the rural and urban

elitesin order to provide better servicesto bulk of the population.
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MULTIPLICITY OF TAXES:
A CRITICAL BUT PENDING |ISSUE

by
Aisha Ghaus-Pasha
Nadeem Ahmed and Fauzia Mukarram

Federal government has condtituted a committee for reduction in the multiplicity of taxes. Earlier last
year, the NFC Award Monitoring Committee congtituted a sub-committee to look into the sameissue,
under Dr. Hafiz A. Pasha, the then Deputy Chairman of the Planning commission, of which one of the
authors was amember. One of the key recommendations relating to the abolition of octroi and zilatax
has been implemented, dthough some of the other proposas relating to ‘piggy backing' on a federd
revenue source (the GST), increasing thefisca powers of loca councils (transfer of property and other
taxes) and setting up of Provincid Financid Commissons have not been included in the reforms
package. The abolition of octroi and zilatax isamagor step forward in reducing multiplicity of taxes,
but alot more needsto be done. This papersidentifies the mgor reformsin this area.

At present there are over 30 different levies on business establishments and other tax payersby different
levels of government and paragtatal agencies. Thishasled to high nomina incidence of taxes, affected
cost of production and increased cogts of compliance for tax payers. It has encouraged evasion and
corruption and thereby eroded tax revenues. Also, multiplicity of taxes has become a source of

inconvenience and harassment and has discouraged economic activity.

Multiplicity of taxation is a consequence of ether double taxation by the same tier of government or
taxationby multipletiers of government. Taxation of property transactionsisagood illustration of both.
Until recently, there were four levies on property transactions. One by the federal government (capita
vaue tax, abolished last year), two by the provincia government (stamp duty and regisiration fee) and
one by the locd government (tax on transfer of property). The cumulative nomind incidence of al
these, in some instances, added up to 20 per cent. Table 1 below, gives examples of tax baseswhich
currently are subjected to multiple taxation. It gppears that in an effort to mohilize higher revenue to
reduce fiscd deficits, different levelsof government have moved into territorieswhich do not clearly fall
withintheir fiscd domain. Thefederd government has moved into the areaof taxation of physica assets
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and sarvices, which essentidly fal in the fiscdl jurisdiction of provindd governments. The provincid
governments have extended their tax system to tax bases like imports which have traditionaly been the

exclusve areafor federd taxation.

TABLE1
EXAMPLESOF MULTIPLE TAXATION OF TAX BASES
Tax Base Tax Level of
Government
Tax on Property Advance Wealth Tax Federa
Property Tax Provincia
Tax on Property Transactions Capital Value Tax (withdrawn) Federd
Stamp Duty Provincial
Registration Fee Provincial
Tax on Transfer of Property Loca
Tax on Purchase of Motor Vehicle  Capital Vaue Tax (withdrawn) Federd
Advance Income Tax Federd
Registration Fee Provincia
Token Tax Provincia
Tax on Transfer of Motor Vehicle Capital Value Tax (withdrawn) Federd
Transfer Fee Provincial
Tax on Hotels Excise Duty Federa
Bed Tax Provincia
Tax on Company Shares Capital Value Tax (withdrawn) Federd
Stamp Duty Provincial
Tax on Labour Professional, trade and Calling Tax Provincia
Social Security Contribution Provincial
EOBI Contribution Provincia
Education Cess Provincia
Worker Welfare Fund Federd
Worker Participation Tax Provincia
Sour ce: SPDC

There is need for amplification of the tax structure such that not only the high tax rate is reduced, but
aso the tax payer does not have to deal with multiple agencies/departments and maintain multiple

complex records. As such, the criteriafor rationalisation should be as follows:

1. Where more than one level of government levies atax on a particular tax base:
@ Examine the legd vaidity of impogtion of a tax on the base by each leve of

governmen.
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(b) If the combined tax incidence has become too high, retain the tax and/or reduce the
rate of the particular level of government which hasthe‘ naturd’ (inlegad and economic
terms) right to collect thetax and is better equipped to do so, and withdraw/abolish the
tax of the other level of government.

(© If the combined tax incidence is reasonable, merge the taxes into one tax and et one

government collect the tax, following which revenues can be shared.

2. Where apaticular leve of government imposes a number of levies on a particular tax base, then
these taxes should be consolidated into one levy and responsbility of collection assigned to one
agency (either of that level of government of another level of government), following which
respective revenue shares may be reverted to different departments.

3. Wherever possible, efforts should be made to introduce a salf-assessment regime to facilitate the
tax payer and these returns (which should be in smplified form) may be audited randomly by the

nominated collection agency.

4. 5 per cent of revenue as collection charges may be given to the level of government which collect
aparticular tax on behaf of another level of government.

Based on the above criteria, the tax system can potentidly be rationdised as follows:

Property Transactions

As mentioned earlier, multiple taxation of property transactions has led to the overal high incidence of
the tax. This has impeded the development of the property market and led to under declaration of
vaues and corruption. Thereis need to drastically reduce the overdl tax incidence and broaden the
tax base to prevent any sgnificant lossesin revenue, asthe ssamp duty istheprincipa provincia source
of revenue. Thisinvolves:
()] overdl having of provincid and locd taxes. This has been done asaspecid casefor
the Prime Ministers Housing Scheme. Federd CVT has dready been withdrawn.
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(D) the tax base should be enhanced smultaneoudy by updating the vauation tablesin the
magor cities, adoption of a presumptive bass for vauation for super-structures and
more effective coverage of property transactions in the outer limits of metropolitan

areas.

Hotels
There are alarge number of taxes currently levied on hotels, with the overall incidence approaching 25
percent. It issuggested that:

0] Since the tax base fdls within the domain of services, the federd government

withdraws federa excise duty from this area.

(D) All provincid and other levies should be consolidated into one tax, with a rate which
does not exceed 15 percent.
(iir) One agency/department should be responsible for the collection of this, with revenue
sharing with other departments.
Services

The federal government levies excise duty on a number of services like hair dressers, accountants,
architects, stevedores etc., while the provinces levy a professond, calings and trade tax. It is
suggested that the federa tax be withdrawn and the provinces suitably enhance their taxation of such

savices,

Labour Related Taxes

A large number of minor taxes and charges are being collected by different agencieslike socid security
inditution, labor department, industries department etc from business establishments. This has led to
alot of harassment, especialy of smal and medium-scale units. Mogt taxes are linked to number of
employees, wage hill etc.
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It is suggested that:

0] The number of levies be merged into one tax and the basi's of determination of thetax
lidbility be smplified. A smpletax return be developed so that payment can be made
by units on a sdlf-assessment basis. The provincid Labour Department can then
conduct an audit of a pre-specified percentage of establishments on arandom basis.

(i) revenue share of each agency be specified and revenue receipts be distributed

accordingly.
The implementation of the above proposaswill subgtantidly smplify thetaxation structureand increase

tax compliance without leading to dramatic fals in revenues. The federd revenue losses can be

compensated by a more efficient exploitation of traditiond tax bases.
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THE RESOURCE CRUNCH
AND SOCIAL SECTOR EXPENDITURES

by
Zafar H. Ismail and Naveed Aamir

Socid development in Pakistan has been lagging far behind other developing countries. The United
Nations Devel opment Programme continuesto rank Pakistan among the least well endowed countries
inthisrespect. The Human Development Index for 1999 ranks Pakistan as 138" among 174 countries,
down six placesinthelast Sx years. Thisclearly indicatesthat Pakistan’ sposition intheworld hasbeen
dedining steadily each year. Socid scientistsand civil society at large have for anumber of years been
advocating an increase in the allocations to the socia sectors to redress this dide. The provincia
governmentswho havetraditionaly accounted for over 90 percent of expenditureson the socid sectors
have argued that they cannot do so, because they are faced with severe congtraints of resources,
particularly after the recent (1996) Nationd Finance Commission Award. Antagonistsof the provincia
governmentswould argue that the resource crunch isthe direct result of gpathy and mal-adminigtration,
on the one part, and populism (as expressed by massive over-employment), on the other part.
Proponents of these governments, however, argue that thisisthe result of the step-motherly treatment
meted out by the Federal Government. The likelihood is that the apathy towards the development of
the social sectorsisaresult of both sets of factors and isaso areflection of the development priorities
of government.

Tota expendituresby thefour provincid governments combined haveincreased from arevised etimate
of Rs. 177 billion in the first year after the NFC Award (1996-97) to Rs227 hillion budgeted for the
current year. This shows that the annud increaseis 8.6 percent only. Discounting for inflation during
this period, thered growthisonly a 1.6 percent annualy. Of immenseinterest to civil society iswhat
has been happening to the socia sectors during this period, when provincia governments have been
vociferoudy lamenting adrop in the resources available from the divisible pool of taxes. The share of
total socia sector expenditures, see Table 1, has decreased from their baselevel in 1996-97 ( 38.6%)
each year to 37.6% in 1997-98 and 36.6% in 1998-99. Thus, as resources shrink, the social sector
expenditures have been clawed back at adisproportionately higher rate than expenditures on the other
sectors. The experience of budget utilisation in the socid sectors by the provincia governments during
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this period indicates that they are unable to spend the budgetary dlocations. Thisis due to a variety
of reasons, the most oft cited being the non-release of alocations due to shortage of funds. For
ingance in 1996-97, when the resource crunch was only just beginning to be felt, these were 98.2
percent of the budgeted amount. These fell to just over 92 percent the next year. In 1998-99 the
crunch was really severe and the claw-back in expenditures was even more acute, down to only 86.6
percent. Some officidsintheline departments argue that even thisis on the high side and the cut-back
was much more than has been indicated. It is expected that the shortfdl in revenue transfers to the
provinces during 1999-2000 may be even more severe as the Federal Government’ s estimate of
revenuesare overly optimistic. 1f 1998-99isany indicator, when the budgetary alocation for the socia
sectors was 39.1 percent instead of the 36.6 percent revised estimate, then one can expect a similar

repetition this year, that is no improvement - perhaps even aretrogression.

TABLE 1
EXPENDITURE ON SOCIAL SECTORSBY THE PROVINCIAL GOVERNMENTS
(Rsin Billion)
1996-97 1997-98 1998-99 1999-2000
(RE) (RE) (RE) (BE)
Total Expenditure 177.3 195.3 206.8 227.2
Total Social Sectors 638 734 75.6 87.6
(as % of total expenditure) 38.4 37.6 36.6 38.6
Social Action Programme (SAP) 37.7 4.2 448 53.6
(as % of total social sectors) 55.3 60.2 59.3 61.1

Sour ce: Annual Budget Statement of Provincial Governments and SPDC Data Bank

Another mgor phenomenon of the vagaries in socia sector expenditures is its changing compodtion.
Recurring expenditures, the cost of running the departments and providing socia services, have dways
accounted for morethan 80 per cent of the expenditures. Over thelast four years, however, their share
hasincreased to over 85 percent. Intheevent of resource crunch, the devel opment expenditures suffer
claw-backs more severdly than these recurring expenditures on the plea that sdlaries must be paid and
that at the very least abare modicum of service must be provided. Never isaclaw-back on the over

employment even considered asthisis an avenue through which political patronage is exercised.

What is planned for 1999-2000? Total allocations have been increased and the share of expenditure
on the socid sectorsin total expenditure has once again been restored to its base level. Theincrease
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inthisyear’ salocation for socid sector expendituresto ashare marginaly beyond the basein 1996-97
is perhapsindicative of the pressures on government under the Socid Action Programme (SAP). One
of the severd conditiondities governing release of donor contributionsisthat governmentsallocate more
funds for improving the qudity of the service delivered, and therefore, the need to provide for the
purchase of books, medicines, teaching supplies and medical/surgica supplies.

Expenditures on SAP have, however, had a chequered history. The share of SAP within the overal
socia sectorsincreased from 55.3 percent in 1996-97 to 60.2 percent in 1997-98. However, there
was acut-back to 59.3 percent in 1998-99. The expenditure of Rs. 44.8 billion on SAP during 1998-
99 was substantidly below the commitment made to the IMF for its agreeing to the ESAF/EFF
programme for Pakistan. This shortfall on the part of the provinces is estimated to be about Rs. 6
billion. Expenditure on SAP by the provinces as a proportion of the GDP reached a peak in 1997-98
of 1.61 per cent and has fallen to 1.48 per cent in 1998-99. The SAP share has now been increased
to 61.1 percent in 1999-2000. Thissudden upsurgein alocationsmay bereflective of two factors, one
the pressure to increase expenditure on non-sdary items (quaity enhancing inputs) to meet the
conditiondlities imposed by donors for reimbursement and the increase in employment resulting from
the commissoning of built infrastructure.

Thereisafear that two recent diktats of the Federd Government will impose substantial strainson the
mesagre resources of the provincid governments. It is estimated that the recently announced saary
increases will require provincid governments to alocate an additiond Rs. 13 hillion if they dso
implement thisaward. Asif this were not enough, the Federd Government has abolished Octroi and
Export Tax asaresource availableto local governments and hasingtructed the provincid governments
to meet athird of the expected shortfdl of Rs. 19 hillion. That is, provincia governments are now
required to give loca governments grants aggregating to over Rs 6 hillion to make up this shortfdl in

their revenues.

Neither of these unforeseen expenditures were planned. Adding up, this meansthat the provinces are
expected to incur additiona expenditure of over Rs. 19 hillion. There appear to be no plans to meet
this enormous hole in the budget. History indicates that the claw-back to meeting resource shortfdls
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have aways falen on socid sector expenditures. If this path is adopted, then thereisared fear that
the socid sector development budget of Rs 11 billion could be sacrificed, more or less, in its entirety,
notwithstanding any commitments to the donors and that further cuts will be made in education and
health non-sdary heads. The beginnings of this criss are dready being seen. Hospitals have been
asked to cut back on medication and supplies and education departments have indicated that they are
unable to order supplies and needed inputs because of non-release of dlocations.

Within the socia sectors what are the priorities? An andyss of Table 2 indicates the rdative priority
allocated to each of the sub-sectors. Education accountsfor the bulk, about 70 percent of total socia
sector expenditures. Education sector expenditures have increased from 1996-97 annually by about

TABLE 2
COMPOSITION OF SOCIAL SECTOR EXPENDITURE BY PROVINCIAL GOVERNMENTS
(%)

1996-97 1997-98 1998-99 1999-2000
(RE) (RE) (RE) (BE)
Education 69.9 68.8 701 708
Health 189 193 19 189
Water Supply and Sanitation 82 838 81 75
Others 3 41 28 28
Total 100 100 100 100

9.3 percent, that isin red terms they have increased by over 2.3 percent per year. Expenditure on
health have accounted for about 19 percent each year. Expenditures have been rising annualy by 8.7
percent, substantially lower than that for education. Public Hedlth Services (water supply, sewerage
and drainage) have been the third most important segment of the socid sectors. These have been
traditiondly alocated between 8 and 9 percent of socid sector expenditures. Thisyear, there appears
to have been a cut-back to only 7.5 percent, largdly reflecting the Uniform Policy adopted by provincia
governments for the sector. The Policy advocates that no new water supply scheme will be initiated
unless communities agree to share up-front at least part of the capital costs and the full operating and
maintenance codts of these schemes. Moreover, there is a growing redlisation that the Public Hedth
Engineering Departments are over-designing schemes. The Population Planning Programmeisafedera
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programme and the provinces play only aminor role. The other ssgments are minuscular in Sze and

content.

Ovedl, thelast two years have witnessed no red growth in socia sector expenditures by the provinces.
The outlook for 1999-2000 does not look too promising in view of unforeseen liabilities which could
cut sgnificantly into development dlocationsin particular. Despite the rhetoric, thereis no evidence of
agrowing commitment to human development. Pakistan isfaced with the prospect of entering the next
millenium as one of the most impoverished and illiterate nations of the world.
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WHITHER EDUCATION POLICY?

by
Sajjad Akhtar
and
Abu Nasar

The announcement of provincial budgets every year provides the andyst the opportunity to assessthe
trendsin socid sector i.e., basic educetion, primary hedlth care etc, spending, asoutlaysonthese heads
madly fal inthe domain of provincid governments. However in Spite of their classfication as'* priority’

or ‘core expenditures, actud alocations are determined largely by inter-governmentd fiscd transfers
which in turn depend on overdl revenue performance and fiscd policy at the macro level. Budget
deficit targets, reduction in the size of PSDP and lower revenue transfers due to recession and trade
liberdization in the last two years have effectively congtrained the capacity of provincia governments
to fulfill budgetary targets for outlays in nearly dl the sectors of economic activity. Fiscd policy
outlined in the Federal Budget 1999-2000 will effectively further squeeze the ability of the provincid
governments to independently generate more resources for the social sector expenditures. Under this
proviso one may aso question whether it makes senseto eva uate the fulfilment of financia expenditure
targets set inthe National Education Policy (NEP) for 1998-2010. A priori thesewere based on highly
optimigtic assumptions about resource availability and 6 percent growth scenario of the economy for
the period till 2010. Consequently the shortfal in expendituresis a foregone concluson. However a
rudimentary and modest analysis of inter-provincid and inter-level trendsin outlays is dill illumineting
for the following reasons- @) It will quantify the extent of deviationsfrom the expendituretargetssetin
the NEP document, b) It will act as asignaling device to rectify the lgpsesin the expenditure priorities

in future budgetary exercises.

A comparison of revised (for year 1998-99) and budgetary (1999-2000) outlays with those laid out
in the NEP document is chalenging and approximate in few respects. Firg, the formats of education
budgets in the provincia documents are in much greater detail than the aggregete classfication given
inthe NEP document. Probably the compilation and publication of aggregate tables cons stent with any
policy or planning documents (and specificaly NEP document in the present case) is not purposdy

undertakenasit would facilitate the researchers in tracking the year to year implementation of the NEP
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budgetary targets and question the government clams of priority to socid development. In absence of
any comparable tablesin the budgetary documents afair amount of time has been spent inextracting,
dassfying and aggregating the line items in provincid ‘Demand for Grants documents to ensure
comparability and congstency with the heads of NEP documents. Second, thereis aso considerable
inter-provincid variation in the structure of budget formats, underlying the need for uniformity and
gandardization for comparison purposes. Consequently we have focused on three levels i.e,
elementary, secondary and Profess ond/technical/University/collegefingtitutes whose expenditures are
relaively better delineated in the budget documents. However some margin of error may till exist. Let
us note that margin of error in computing level-wise development expenditures may be less than in
computing recurring expenditures as the former expenditures are more clearly delinested in the
budgetary documents than the latter. Third, the NEP published document does not give year-wise
break-up of recurring and development expenditures by province and level. Only aggregate outlays by
province and by education levels are given for years 1998-2003. Consequently for yearly comparison
we have taken smplefive year average of the aggregate outlays. Only study of detailed documents can
reveal whether the timings of these outlays are back or front loaded.

Revisad estimates at amacro leve indicate that in 1998-99 tota expenditures on education were 1.97
percent of GDP. The budgeted figures for 1999-2000 are 2.04 percent of GDP under an 11 percent
growth (5 percent red and 6 percent inflation) assumed in nomind GDP. Thetarget in NEP for these
two years were 2.5 and 2.8 percent respectively. In other words the expenditure on education are

TABLE 1
REVISED AND PROPOSED EXPENDITURE OUTLAYS
ASPERCENTAGE OF TARGET IN EDUCATION POLICY

[Development Budget]
(%)
PUNJAB SINDH NWFP BALO?\IH ISTA
FY 99 2?60 FY 99 2?60 FY 99 2';;0 FY 99 2?60
Elementary Education 366 220 201 143 548 420 272 1195
Secondary Education 2.7 7.1 7.6 8.1 125 9.3 14.0 8.9
Professiona/Technical/ 311 328 462 549 151 115 88 9.2

Universities/Colleged Institutes
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amogt static with seriousimplications for redization of output targets down the road. With the above

qualifications we summarize the results of our consstency exercisein Table 1.

Asregards the total development expenditures on education in the year 1998-99, the performance of
dl provinces is dismd. Actud expenditures as percentage of expenditures planned in the NEP
document have ranged from 18.4 percent for Sindh to 36.7 percent for NWFP. Combining the
expenditures by the federa government the corresponding ratio comes to 26 percent in 1998-99 and
29.3 percent for 1999-2000. The province wise alocations for year 1999-2000 looks equally bleak
asthe dlocations except Ba ochistan range from 17.9 percent to 27.1 percent of the NEP dlocations.
Expectations of unusudly highinflow of foreign fundsin the d ementary sector pushesup the Balochistan
share to 75 percent of the NEP document. One can speculate that most of the development
expendituresin eementary education may have been channdlized in increasing access to the *middle
component of elementary education under the focus of SAP 11 rather than providing accessto primary
education in very poor or relatively inaccessble areas. Apparently the secondary component of
development expenditures is not expected to be redized at dl in the first two years as outlays hardly
exceed the 10 percent of NEP planned outlays. Only in NWFP and Ba ochistan the ratios were 12.5
and 14 percent of numberstargeted for 1998-99. From the dlocation behavior one can dso infer that
thereis some emphasisonimproving qudity of education at pre-graduate level compared to pre-matric
levels. It is surprising that Punjab and Sindh have performed consistently poorer than Balochistan in
secondary education expenditures in the first two years of the education policy. As a percentage of
planned outlaysin “Professional’ category the actua expenditurein 1998-99 range from 46.2 percent
for Sindh to 8.8 percent for Balochistan. Given sparse population and very poor femae enrolment
ratios, Baochistan's low ratio in relation to targeted amounts is understandable. However in planning
exercises it raises another set of questions. Why were the set targets not more redistic given the low

absorption capacity of funds for “Professond” category in Baochistan and NWFP?

Table 2 givesthe performance of recurring expendituresin relation to first two year expenditure profile
givenin the NEP document. The deviaions in this expenditure is far less. For the provinces the total
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TABLE 2
REVISED AND PROPOSED EXPENDITURE OUTLAYS
ASPERCENTAGE OF TARGET IN EDUCATION POLICY
(Recurring Budget)

PUNJAB SINDH NWFP BALOCHISTAN

FY 99 FY 2000 FY99 FY 2000 FY99 FY 2000 FY99 FY 2000

Elementary Education 79.0 97.7 62.6 74.6 78.8 90.7 36.8 47.9
Secondary Education 41.4 47.7 48.5 59.2 72.9 67.1 37.7 54.4
Professional/Technical/Universities  67.5 74.1 75.9 93.4 93.2 94.6 53.8 76.4

Colleged/institutes

Libraries and Text Books 15.4 17.4 38.7 52.2 29.2 30.4 7.2 11.2

TOTAL 64.7 77.4 59.2 72.6 83.5 88.3 41.2 50.9

recurring expenditures on education in 98-99 as a percentage of NEP targets range from 41.2 percent
inBalochistan to 83.5 percent for NWFP. In 1998-99 Punjab and NWFP achieved nearly 80 percent
of the targets set in the NEP document. Sindh at 63 percent followed closdy with Baochistan lagging
behind a 37 percent. Incorporating the federal expenditures in provincid totas, the corresponding
percentages are 60 and 69 percent for the two years respectively. Unlike devel opment expenditures
the outlays for each of the provincesis higher in 1999-00, ranging from 51 percent to 88 percent The
budgeted expenditures at elementary level will dmost be approaching the planned targets in NEP for
the province of Punjab and NWFP, while for Sindh they will be 75 percent of planned target for the
year 99-2000. As compared to development, deviations in recurring expenditures at secondary level
arefar lessand in al provinces touching the 50 percent of NEP targets. However they are nowhere
close to the percentages attained in the case of dementary education. In comparison to the NEP
targets, the actua (1998-99) and planned (99-2000) outlays of the* Professiona/Universities\colleges
isthe best. It even surpasses the achievementsin dementary education. Either the performance at this
level reflects the compensation for neglect in the recent past, or response to the presence of a vocal
lobby or palitical benefits (reductionin educated unemployment) of investmentsin improving technica
education standards. Thelow priority to investment in quality isreflected in the proxy expenditure heed
‘Librariesand Text books Except in Sindh whereit approaches 50 percent of NEP targets, therecord
in other provincesis disma, with poorest in Ba ochistan followed by Punjab.
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The above modest analysis revedls the following pointers for policy makers and next year budget
makers.- a) Under the development head secondary education considerably lags behind other levels.
Unlesswe increase access (ignoring quality aspects for the moment) at thislevel, human resourcesfor
basic kill (post-matriculate) training may be unavailable in sufficient quantities to adapt to technology
advancement. b) In aresource congrained environment and SAP 1 framework the benefits of diverson
of resources to secondary level hasto be traded off with improving accessto ‘middle€ component of
elementary education. Unless the performance ratios improve dramatically in the next two years the
donors may serioudy think of withdrawing support in SAP I1. C) Punjab as the most populated
province has to quickly close the gap between NEP targets and budgetary dlocations (especialy
secondary education and Libraries and text books) or at least perform better than other provinces in
order to have sgnificant impact on the overdl literacy targets set in NEP document. In summary the
above andysis provide sufficient evidence to rectify the imbaances between the NEP document and
actua dlocations in order to save the NEP 1998-2010 from joining previous policy documents
gathering dust on the shelves of the education minigtry.
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PROVINCIAL DEVELOPMENT PROGRAM AND
RURAL DEVELOPMENT

by
Naeem Ahmed and I mran Ashraf Toor

Rurd development, of late, hasbecomeagloba concern, though issuesinvolved init continueto suffer
from ambiguity and lack of direction. It is the current rage among planning experts and policy makers
asasolutionto the problemsof poverty and unemployment. Given the prospectsof risng rurd poverty
in the short-term in Pakigtan, it isimperative to alocate budgetary expenditure towards programs for
specific target groups/areas for income generation and employment creetion. Identifying ‘rurd’ with
‘agriculturd’ does not describe the entire rurd economy. Rura development, though primarily
dependent on small-farmer agriculturd progress, implies much more. It conssts of many other

economic activities-small and cottage industries, trade, shop-keeping, services and the like.

For the sustainable and balanced rurd development, provincia governments through budgetary
dlocations should achieve the following objectives. () efforts to raise both farm and non-farm rura
incomes through job creetion, rurd indudtridization, and the increased provision of education, hedth
nutrition, housing, and avariety of related socid and wefare services; As aby-product (1) it will lead
to reduced urban-rural and intra-rura income and welfare disparities. (ii) also reduce out-migration
from rurd areas and (b) the capacity of the rurd sector to achieve long-run sustainability in terms of

resource generation and cost-effective expenditures.

The government is facing serious resource congtraints during the last few years due to stagnant tax
revenue collection and meager growth in GDP. On the other hand expenditures arerising faster every
year due to hefty increase in debt servicing obligeations. At the federd leve it has become imperative
to keep the budget deficits at managesble level. Consequently development expenditures are bearing
the brunt of deficit reduction. Thistrend can dso be observed in recently announced provincia budgets
for the financid year 1999-2000. As shown in table 1, the development budget of al provinces
combined has been reduced by 10.7 per cent from Rs 36.2 billion in 1998-99 to Rs 32.3 hillion in

1999-2000. It is even lower than the revised
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TABLE 1
RURAL DEVELOPMENT ALLOCATIONSIN
THE ANNUAL DEVELOPMENT PROGRAM OF FOUR PROVINCES COMBINED

(Percentage share %)
1996-97 1997-98 1998-99 1999-2000
(R) (R) R) (B
. - 34.3 36.2 323
Total Development Expenditures (Billion) 311 (10.2) (5.4) (-107)
Public Health Engineering 12.6 120 9.8 12.0
4.7 (-13.7) (9.0
Transport and communication 121 128 145 13.3
(16.7) (19.6) (-18.1)
Rural Development 30 29 7.2 20
(5.9 (163.6) (-75.6)
Water, Power and Irrigation 9.0 8.3 115 11.4
(2.5 (45.9) (-11.7)
Agriculture 37 36 59 6.2
(5.6) (75.9) (-6.2)
Forestry and Wildlife 1.0 13 0.8 11
(39.5) (-32.2) (13.0)
Industries and Minerals 0.3 04 0.2 0.8
(40.8) (-52.0) (318.9)
Others 58.2 58.7 49.9 53.1
(11.2) (-10.4) (-5.0)

Data source: Provincial Annual Budget Satements
Note: Figuresin the parenthesis are growth rates from the previous year

estimatesRs 34.3 billion of 1997-98. Inthisarticlewe exploretheimplications of provincia budgetary
dlocations on the atainment of the above stated objectives of rura development.

Let usfirg detall the profile of sectord dlocations by combining annua development programs of dl
the four provinces. Since the development and execution of socid sector infrastructure remains the
respongbility of the provinces, alittle over haf of the devel opment expenditures are dlocated under this
heaed. Intable 1it isclassfied under ‘ Other’ and its share has fluctuated between 50 and 59 per cent
during thelast four years. Within the economic infrastructure, Trangport and Communications occupies
the largest share closdly followed by the Public Hedlth Engineering sector. The share and impact of the

former on the rura economy is highly understated in the provincia budgets of this year as major

36



expenditure on this head will be incurred at the federd leve by PM’s Economic Reviva Program. It
is planned to construct 5000 km of farm to market roads. Higtoricdly the sector termed as ‘Rura
Development’ largely consists of programs and projects initiated by the politica party in power. Its
share in the budget has fdlen notably from 7.2 per cent last year to 2.0 per cent dightly below its
higorica average. The just mentioned 3 sectors plus Water, Power and Irrigation sectors can be
classfied as short-to medium run employment generating sectors. Their impact on rurd development
is complementary/supportive rather than directly productive. Together the four sectors will consume
39 per cent of the proposed dlocations. Expenditure in agriculture sector is dlocated mainly to on-

going and/or new projects and programsin Research and Development of agricultureinputs (e.g., seed
vaidy) or outputs (e.g., disease resstant or hybrid variety). Inthelast two yearsprovincid alocations
in these activities have steadily moved from 4 per cent range to 6 per cent range. In keeping with the
overd| srategy of lessgovernmental involvement in directly productive activitiesindustriesand mineras
have been dlocated a pdtry lessthan 1 per cent in the provinad budgets dthough in growth terms it
isamog 3 times more than last year. Again the contribution of these investment in rural development
isindirect, complementary and staggered rather than direct and immediate improvement in theincome

levd.

Is there congderable inter-provincial variation in the sectord dlocation of development expenditure?
Are the provinces following a mutualy consstent rurd development drategy? Table 2 gives the
province-wise sectord share in development expenditures for the outgoing and the coming year. The
sectors subsumed in * Others' claim the highest share n the Sindh province with dmost 72 per cent of
its development outlays going to socid sectors. Thus in Sindh only 28 per cent of development

expenditures are |eft for investment in economic infrastructure. In NWFP the share as per budgeted

figuresis 39 per cent against the 48 per cent last year. Among the economic sectors Water, Power and

Irrigationtopsthelist in sectord dlocationsin NWFP and Baochigan. In Sindhit isthe Trangport and

Communication and in Punjab it is the share of Public Hedth Engineering which are the highest.

Population pressuresin smal townsin the Punjab province dictate the need to spend more on sawerage
and clean water supply schemes. Except in NWFP the politicaly driven dlocations for rurd

development have been phased out al other provinces. The province of Sindh stands out in only a
indgnificant and nil dlocation to the agriculture and industry sector respectively.
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TABLE 2
RURAL DEVELOPMENT ALLOCATIONSIN
ANNUAL DEVELOPMENT PROGRAM OF PROVINCES

Percentage share (%)

PUNJAB

BALOCHISTAN

1998-99 1999-20
R (8)

Total Development Expenditure (Rs.
Billion)

Public Health Engineering
Transport and Communication
Rural Development

Water, Power and Irrigation
Agriculture

Forestry and Wildlife
Industries and Minerals

Other

14.9 13.1
11.7 15.2
14.6 13.1
12.7 0.0
8.7 8.3
9.1 10.3
0.5 0.5
0.1 1.7
42.6 50.8

SINDH
1998-99 1999-20
R (B)
8.3 7.9
5.5 7.5"
11.6 12.1
0.7 0.9
46 5.4
0.9 1.0
0.6 0.6
0.1 0.0
76.0 72.4

N.W.F.P
1998-99 1999-20
R (B)
8.5 5.7
10.0 14.4
11.0 9.0
4.1 9.1
19.1 20.3
4.8 4.7
2.2 3.9
0.4 0.3
48.3 38.4

1998-99 1999-20
R (8)
45 5.5
11.1 8.2
26.3 20.1
6.9 0.7
19.7 18.3
6.9 5.7
0.1 0.1
0.1 0.5
28.8 46.3

Date Source: Provincial Annual Budget Statements

Insummary the provincia budgets do not reflect asignificant departure from the historical trends of the

last four years. Theimpact of provincia economic ADPsis complementary and short to medium term

employment generation rather than raising incomes through direct investment in productive activities.

No doubt the alocations in economic infrasiructure are consstent with the current thinking of

dependence on market forces rather than on government initiatives, but if the objective isto pursue a

broad based labor intengve industridization and reduce urban-rurd income and wefare disparities it

ishigh time for the policy makers to re-think this gpproach for a more meaningful approach to rura

economic developmen.
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