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ABSTRACT

The main object of the present research has been to carry out a study of
government expenditure policy in the context of an underdeveloped economy.
What has been attempted is not an absiract study of government expenditure nor
an exhaustive study of economic development, but a study of government expendi-
ture with special reference to economic development in Pakistan. The main
hypothesis of the study is that in a mixed and underdeveloped econom'y like that
of Pakistan, government expenditure policy ~ if properly formulated and
implemented - can help not only to raise the investment~ratio but also to

achieve a higher rate of growth, given the investment-fund.

The approach of the study may be presented in question-form, as follows:
What should be the proper role of government expenditure policy given the
development sirategy of the economy? In an attempt to answer the question
we have first examined the development sirategy of Pakistan and the theoretical
rationale of investment allocation. Next, we have tried to see the growth of
government expenditure. The effectiveness of government expenditure policy
is then viewed in relation to other policies such as direct adminisirative controls
and taxation policy. A three-fold clessification based on government development
expenditure is of use in illustrating the three main facets of government expendi-
ture policy ~ infrastructural development, direct undertaking and direct
assistance. The three functional groups have been dealt with in some detail.

The main aim has been to examine conditions and measures which will produce
self-sustained growth. In this connection we have examined the role of

private investment. The relationships thus found enable an analysis to be made
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of the role that government expenditure policy can play in achieving the

objectives of the economy.

A basic assumption of the study is that there exists some form of central
authority and planning. Such an assumption will undoubtedly invite criticism,
particularly when the "one~country-one-economy” approach has already faced
a-serious challenge in Pakistan. In the present thesis it is not implied that
there is no basis for such a challenge. Instead, the growth process has been
examined, taking the central pattern os it has been working since Independence
in 1947. It is true that if the "one ~country~one-economy" approach is abolished,
most of the regional and part of the sectoral aspect of the study will break down.
But this does not invalidate the basic criterion of investment allocation - that
resources be allocated on the basis of social profitability and not on private

profitability.

A note on the time period of the study may be added. Although 1949-50 is
taken as the start, 1950-5] makes a convenient beginning when talking in terms
of the 1950's as well as the pre~First Plan period (1950-55). In an attempt to
make the study as up-to~date as possible we have tried to extend it, where
possible, to 196970 which is the last year of the Third Five~Year Plan. This
gives us two decades - 1950's and 1960's - and four five-year periods - the
pre~First Plan (1950~55), the First Plan (1955-60), fhe Second Plan (1960-65)

and the Third Plan (1965-70) - which form the basis of the study.

Pokistan being a very poor couniry, the Government has resorted to economic

planning in an attempt fo raise the standard of living of the people in the




shortest possible time with the minimum possible sacrifice. The present study
tries fo view the role that government expenditure policy can effectively

play in achieving this aim, given the development strategy of the economy.




Chapter |

THE STRATEGY OF DEVELOPMENT

From the growth raies observed during the 1960's Pakiston emerges as a
rapidly growing underdeveloped counfry.| From 1959-60 to 1969-70Q, the
economy recorded an average annual growth rate of over 5.5 per <:en’l".2 This
is in comparison to the stagnant economic situation of the 1950's when the average
annual rate of growith was only 2.5 per cent - barely enough to maintain the
increase in population. Thus one can regdrd the history of Pakistan of the
1950's and 1960's as a period of two decades with two different stories. To
its credit it may be said that the military regime of Ayub Khan which ook over
in [958 provided stability, but for an understanding of the growth mechanism
we should look beyond this and see the implication of the development strategy
which has been followed in the course of development. A study-from this angle

has three main advantages. Firstly, it can serve as a background fo our proposed

I The following Table may give an idea of the rate of growth of Pakistan in
conparison fo that achieved in some of the neighbouring countries.

( Average annual growth raie of GDP in %)

Burma Ceylon India Indonesia Iran  Pokistan  Turkey
1959-60 5.8 3.2% 3.5 2.3k - 2.5 5.8
1960-67 3.4 3.7 2.8 2.2 7.6 5.&%%* 5.8

Source and Note: UN Stafistical Yearbook 1969, pp. 553-54. * For 1956~60,
** For |958-60. *** For 1960~48.

2  The annual rate of growth from 1950~5! to 1969-70 is shown in Background
Table 8.




study. Secondly, it can provide us with essential information on the economy
of Pakistan. Thirdly, it may indicate the areas where the strengths and weak~

nesses of the economy lie.

It should be mentioned that this Chapter deals briefly with the develop~
ment sirategy from aggregative aspects only. Questions relating to allocative
aspects will be taken up in Chapter 4.where the discussion will centre round
the role of government expenditure vis-a-vis the other main policies directed
fowords the allocation of resources. [t is true that there is an 'egg~and-chicken'
relationship between the aggregative and allocative aspects and it is very
difficult to judge each of them in complete isolation. Our approach, however,

should be considered as a matier of convenience.

The present Chapter consists of three Sections. In Section I, the strategy
of development is dicussed from the point of view of public-sector and private~
sector investment-share in the development process. Section Il deals with -
the investment growth strategy as it refers fo achieving the target rate of grqwfh.
Section Il takes up the regional growth strategy; East and West Pakistan are

freated as two regions and infra-regional considerations remain untouched.,

| Model of Development

The framework within which the economic development of Pakistan has
taken place presents a model where both private and public sectors took part
in the development activities of the couniry. At 1959-60 factor cost, total
investment increased from Rs. 99 crore in [949-50 to Rs. 278 crore in 1959-60,

and further to Rs. 788 crore in 196869 (Background Table 20). As may be seen




from Table 1.1, both public and private sectors have played an active role.
In the early years, the relative share of public investment was much lower than
that of private 'invesi'm.enf, In [950-51, of the total investment the share of
public sector was only 3l per cent. It increased to 46 per cent in 1954~55,
and to 60 per cent in [957-58. Thereafter, the relative share of public sector
shows some decline , but still it has on the whole remained higher than the

private sector.

chle_L._!_

Relative Shares of Public and Private Sectors

1949-50 1950~51 1954~55 1957-58 1960~61 196667 1968-69
(1) 2) 3) (4) (5) (6) 7)

Public 35 3l 46 60 47 55 56
Invesiment
Private 65 69 54 40 53 45 44
Investment

Total 100 100 100 100 [00 100 100

Source: Computed from Background Table 20,

The large role played by the public sector in the total investment should
not be interpreted as meaning that, like India, Pakistan aims towards a socialistic
development. On the contrary, Pakistan has put much emphasis on the growth
of private enterprise. There have been 'no grand experiments in nationalization,'

'no fancy slogans about socialism' and the declared objective is 'to give all




possible incentives for the stimulation of private iniﬁoﬁve'.3 Only a few
fields such as (i) arms and amunitions of war, (ii) atomic energy, and (iif) rail-
ways, air transport and telecommunications are reserved for state ownership and
state manugemenf.4 Public investment in other fields should be considered as
an attempt fo boosf private enferprise or as a stop gap arrangement due to the
lack of private inves fmen‘r.5 The strategy is to give maximum scope to private
enferprise in the development of the resources of the country within the frame-
work of the National Five=Year Plans .6 In other words, the role of the state
is fo help, assist. and induce the private sector. For example, the Pakistan
Industrial Development Corporation (PIDC) was set up by the Government with
the intention of providing leadership by opening up projects (to be handed over
to the private sector, when completed) where private enterprise is not forth~-
coming for reasons such os long gestation period, lower profit expectation and

7
apparent risk. As will be seen in Chapter 5, some three-quarters of total public

3 President Ayub Khan's observation in the Forward to the Third Plan as
quoted in GOP, PC, Socio~Economic Objectives of the Fourth Five Year
Plon, November 1968, pp. 20-1.

4 Statement of Government Industrial Policy issued on February 20, 1959,
Reproduced in Appendix | in Tax in Pakistan: A Brief Outline, issued by
the Ceniral Board of Revenue. Karachi, September 1961, p.32.

5 As observed in the Second Plan: "there should be no public indusirial sector
in the sense of reservation of complete indusiries for public enterprise, but
that the Government should remain generally responsible for promoting all
industries by providing the required facilities, and should directly participate
only in those enterprises which are essential for overall development and
where private capital is not forthcoming or high considerations of national
security intervene," GOP, PC, The Second Five Year Plan,June 1965
pp.225-26.

6 Statement of Government Industrial Policy, ibid., p.32.

7 See Chapter 6 for further discussion on the PIDC.




development expenditure is invested to promote the development of infra~
structural facilities which are believed to generate external economies and
thereby encourage private investment. In order fo encourage private enter-
prise, funds have also been channelied towards direct government assistance

in the form of subsidies, loans, etc.

Thus it appears that in the context of Pakistan, the term "public~versus-
private" needs to be understood in a complementary sense.9 [t is true that the
rate of growth of public investment has been faster (Chart [.1), but it does not
imply stagnancy of the private sector. On the conirary, as may be seen from
Table 1.2, both public and private invesiment have grown as a percentage of GNP,
Table 1.2

Growth of Public and Private Investment

(As Perceni.'oge of GNP)

1949-50 1955-56 1960-6 1964-65 1968-69
() 2) (3) (4) (%)

Public Invest- 1.5 3.2 5.3 7.8 8.7
ment
Private Invest- 2.6 3.9 6.0 7.5 6.7
ment

Total 4.1 7.1 i.3 15.3 15.4

Source: Background Table 2.

Direct government assistance is dealt with in Chapter 7.

Q In Asian Drama, Myrdal observed: "Successful operation of the public
sector would normally increase opportunities for private enterprises. Only
in one sense is there real competition: in regard to funds und, in particular,
foreign exchange ..... Yet even this is not an inevitable rule. For
example, the foreign capital that the Indian government was able to acquire
for its three big steel mills would hardly have been available for private
ventures in other fields." Myrdal, G., Asian Drama: An Inquiry into the
Poverty of Nations, Vol. ll, Allen Lane, London 1968, p.8I9.




Chart 1.1 shows the growth of both public and private investment as
a percentage of GNP, In each case, there are 21 observations from 1949-50
to 1969-70, as shown in‘Bcckground Table 21. The frend linear equation of
public investment is
‘= 0.8685 + 0.3929f

where, P, is public investment as a percentage of GNP in year t; the cor-

¢
relation coefficient is 0,9729 (R2 = 0.9465). The corresponding equation
for private investment is

P, = 2.1808 + 0.245%
where, Py is private investment as a percentage of GNP in year t; the cor-

relation coefficient is 0.8590 (R2 =0.,7379).

Looking at the trends observed, it appears fiqcﬂ' both public investment
and private investment have increased as a percentage of GNP. Whether
the growth of public invesiment is a cause or effect of the growth of private
investment is not very easy to answer. In Chapter 4, an attempt will be made
to quantify the relationship while viewing the effectiveness of government
expenditure policy in Pokistan. [t will probably suffice here to mention that
public investment has remained an important factor in raising the ratio of private

investment.

Before concluding this section it may be noted that in our future analysis
we shall assume the development strategy which has laid emphasis on the growth
of private enferprise. By this, we do not however imply that the alternative
strategy of state ownership has no advantages. On the contrary, as has been

observed by Griﬂ:in,lo a sirategy of State -~ownership could have been advant-

0 Griffin, K.B., "Financing Development Plans in Pakistan, " Pakistan
Development Review, Winter 1965, p.605.
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ageous at least for two reusons. First, since the marginal propensity to
consume of State-owned enterprises is zero, while that of private enterprise

is positive the reinvestment quotient of the former would be higher than that of
the la’rfer.” Second, a model encouraging State-ownership could have avoided
the high degree of concentration of income and wealth which is considered to

. 12
have emerged as a very serious problem.

Il Investment Growth Strategy

One of the basic assumptions in Pakistan's development strategy is to
raise the invesiment ratio to achieve the target rate of growth, g. Given g,
the amount of invesimeni that will be required will depend on the capital~
output ratio, k. The investment growth:strategy thus follows from the Harrod-

13 . .
Domar growth model = which implies that the required investment programme (] )

I The argument, which may be termed as an alternative version of the
Galenson-Leibenstein stand of reinvestment of the entire profits earned,
assumes equal profitability in State-owned enterprises as in private
enterprises.

12 It should be mentioned that data on income distribution are not available,
Remarks from different sources, however, have already revealed the severity
of the problem. In his Budget speech, the Finance Minister observed in
1965 that "there is a growing discontent about increasing concentration of
income and wealth and economic power in the hands of a relafively few."
Cf. Shoaib, M., 196566 Budget Speech as quoted in Griffin, K.B., ibid,
p.609 In 1968 the Chief Economist of the Planning Commission, Dr. Mahbub
Ul Hagq, observed that about 20 families controlled 66 per cent of indusirial
assets, 79 per cent of total insurance funds and 80 per cent of total bank
assets. Cf. The Financial Times, London, 2nd May 1968.

[3 Harrod, R.F., Towards a Dynamic Economics: Some Recent Developments of
Economic Theory and their Application to Palicy, Macmillan & Co. Lid.
London, 1948, Domar, E.D. "Capital Expansion, Rate of Growth and Employ
ment," Econometrica, April 1946, pp.137-47; reprinted in Domar, E.D. (ed)
Essays in the Theory of Economic Growth, Oxford Univ. Press, 1957,

pp.70-82. See also Kindleberger, C.P. Economic Development (Second ed.)
McGraw Hill Book Co., 1965, pp.45-49.




will be equal to the change in GNP ( AY) times the capital-output ratio (k).

In the contexi of economic planning in Pakistan the required amount of -
I to achieve g may be written, assuming constant k, as
REE S PR ) | S [.2
i§1 ll ( 5 o) (1-2)
where Y is GNP in the terminal year of the Plan and
Y0 is GNP in the year preceding the start of the Plan.
AY = Y‘,5 - Y will determine the rate of growth, g. That is
o £
v - ]
Yi—Yo(!+g) ............... (1.3)

For a given k, the higher g is the higher will be Y and the higher should be I.

In order to see the required | in Pokistan we can iry the Perspective Plan
objective which aims for an average annual 7.2 pzr- cent growth rate over the
twenty years 1965~66 to l984—85.l4 The capital-output ratio for the period from
[250--51 to [969-70 is found to be 2.675 (Background Table 25). It therefore
follows that if the value of k remains constant at 2.675, Pakistan will need on

average an investment ratio of 0.1926 to GNP over the Perspective Plan period.

It is true that Pakistan has succeeded in raising the investment ratio from
a low figure of about 0.05 in the early 1950's o around 0.15 in the late 1960's

(Background Table 21). But the problem still remains as one of raising |.

14 The breakdown of the annual growth rate in the Five-Year Plans covering
the Perspective Plan is as follows: 6.5 per cent in the Third Plan (1965-70),
7.3 per cent in the Fourth Plan (1970-75); 7.5 per cent in the Fifth Plan
(1975-80); and 7.5 per cent in the Sixth Plan (1980-85). Cf. Rasul, G.,
"The Long-Term Perspective for the Economy of Pakistan™ in Review by
Panel of Economists, Planning in Pokisian, Karachi (Undated, seems 1967)

p.40.




Equation 1.2 may be written as

S = fjs,+ T F ierinernenae.. (14)
1=§l '.L:i !

1="1

where S is domestic savings and
F is foreign assistance.
Assuming that F is exogenously determined, the only variable which can be
manipulated is S. In fact, this has been the strategy of investment in Pakistan.

S
The planners have aimed at keeping a higher -g—% = o, |f,-\-(9-— = B,

)
the strategy demands that @ > IB

The strategy of maintaining o higher marginal rate of saving is reflected

in the sectoral growth strategy of Pakistan. The indusirial sector, which is
AS

considered fo have a higher pNan than the agricultural sector,has been
encouraged. 15 As has been remarked in the Third Plan: "There was a consider-
able transfer of income from the agricultural to the industrial sector during the
[950's as terms of trade were deliberately turned against agriculture through such '
policies as licensing of scarce foreign exchange earned primarily by agriculiure
to the industrial sector, compulsory procurement of foodgrains at low prices to

indusirial,
subsidize the cost of living of the urban/workers, generous tax concessions to

15  "The strategy for development in Pakistan has been to channel resources to
those groups in the community whose average and marginal savings rates
are thought to be relatively high. In practice, this has meant that income
should be redistributed away from the massive agricultural population
and in favour of the small class of wealthy, urban, industrial entrepreneurs.
The surplus thus accumulated and available for investment would be guided
info high=priority projects through the use of indirect (monetary and fiscal)
confrols." Griffin, K.B,, "Financing Development Plans in Pakistan, "
op. cit., (also reprinted in AR, Khan (ed.}), The Strategy und Technique
of Development Planning, Pakistan Institute of Development Economics,
Readings in Development Economics No. 1, p.27).




industry and lack of similar incentives for commercial, agricultural invest
ment." 16 It is frue that some of the policies have been changed since 1959
and incentives have also been given to agriculture, but it is also true that the
large~scale indusirial sector still continues to enjoy the privilege of becoming

the leading sector of the economy,

Since foreign assistance is exogenously determined we prefer to mani-

E'Fi in equation .4, This should not,

pulate 25., keeping aside
izt i=1

however, underestimate the role which has been played by foreign aid in the
development process of Pakistan (Background Tﬁble 19). Of the fotal %nvesf—-
ment, .%Fi held a share of about 50 per cent in the First Plan (1955-60),
The corrlez;onding figures for the Second (1960~65) and Third (1965-70) Plans
are 40 per cent and 34 percent, respectively. 18 In fact, a large inflow of

foreign assistance enabled the economy to maintain a high rate of investment

during the Second Plan. During the period of the Third Plan, the availability

of foreign aid has been much lower than expected. The shortfall seems to appear

GOP, PC, The Third Five-Year Plan, Karachi, June 1965, p.7.

The strategy follows from the Lewis~model of growth which aims at

altering the distribution of income in favour of the saving class. Cf.
Lewis, W.A., "Economic Development with Unlimited Supplies of Labour.'
Manchester School, May 1954, Reprinted in A .N. Agarwala and S.P,
Singh (eds.), The Economics of Underdevelopment, Oxford University
Press, 1958, pp.406-20.

GOP, PC, The Fourth Five Year Plan p.40. In absolute figures Pakistan
received foreign assistance totalling $372 million in the Pre~First Plan
period (1950-55); $990 million in the First Plan; $2,365 million during the
Second Plan; and $2,306 million for the Third Plan (July 1965 to December
1969). Cf. GOP, MF, Pakistan Economic Survey 1969-70, p.185.




as a major cause of the failure of the Third Pldn.l? This is also the reason
why the planners have considered self-reliance as the guiding principle for

the Fourth Plan (1970-75). It is proposed that by the end of the Fourth Plan
about 80 per cent of the development effort of the economy will have to be
made by the country ii‘self.zo I+ will also pave the way for complete elim-~
ination from dependence on foreign assistance by 1985 - an objective of the
Perspective Plan .2[ This would undoubtedly necessitate a fremendous effort
notf only to raise 251 Si in terms of equation .4, but also to strengthen the
balance of pcymenfizposii'ion by increasing exports and reducing imports. In
the face of the balance of payments deficit, it will also mean that the domestic

production of the manufactured goods, especially intermediate products ond

capital goods, will have to be considerably increased.

It should be mentioned however, that the strategy as outlined above

is based on several implicit assumptions which make it liable to criticism.

It assumes implicitly that despite a higher a5 than the average

AY

19 "Decline in the flow of aid after 1964-65 had an adverse effect on savings
and investmeni. The impact was compounded by the unavoidable increase
in defence expenditures. The average rate of saving fell below |0 per
cent in 1969~70 and the marginal rate of saving was halved from about
[5 per cent in the first fifteen years to 7.5 per cent in the next five years,"
Cf. The Fourth Five Year Plan, ibid, p.9.

20 GOP, PC, Socio-Economic Objectives of the Fourth Five Year Plan, p.l6.

2l Rasul G., "The Long-Term Perspective for the Economy of Pakistan,"
p.40. See also Chapter Il in the Third Five Year Plan, op. cit.




rate of savings, a large portion of increase in income (say, 75 per cent) will

remain for consumption and the standard of living of the people will increase.

Regression of consumption on GNP iried in Background Table 7 shows that

consumption is an increasing funciion’ of GNP . But in practice, as may be

seen from Table 1.3, while the GNP per capita has steadily increased this

v ,;,\W

is not the case for rurqlt\per capita and foodgrains per capifa. In a country

where about 90 per cent of the total population live in the rural areas, it

means that the cost of development is being borne by the poor rural masses while

the comparatively prosperous urban dwellers enjoy the benefit.

The assumption of a higher marginal rate of savings assumes that the

present benefit of future cash flows would be higher than the present cosis.

It is frue that a quantification of the benefits and costs is difficult and o

political decision is necessary, But it leaves the problem under attack if the

strategy of development allows a widening of the consumption gap between

rich and poor. This is probably the main reason why Ayub Khan was considering

Table 1.3

Per Capita Income and Consumption

GNP per capita Rural per capita Foodgrains per
(Rupees) (Rupees) capita (Ounces
per day)
(1) (2) (3)
1948-49 - - 16
194950 31 207 15(15)
{95455 316 20l 13(13.3)
1959-60 318 194 14(14)
1964-65 360 207 ~

Source and Note: G-riffin, K.B., "Financing Development Plons in Pakistan"
in A.R. Khan (ed). The Sirategy and Technique of Development Planning,
op cit., p.3l. Figures in parenthesis are three~year moving averages.




to extend the Third Plan from five to six years because his own feeling was

22

that the burden of the people was enormous,

The sirategy supporting the iransfer of income from the agriculiural fo the
non-agricultural sector is also questionable. With the rapid rise of the share
of income in the non~agricultural sector one might have expected a higher margin-
al saving and reinvestment mechanism fo emerge. Such an expectation follows
naturally from the Lewis-model of development as practised. Unfortunately,
however, while the transfer of income has been substantial the propensity to

23

save has not risen noticeably.

Finally, the strategy of raising the investment rafio to achieve the target
rate of growth assumes that the absorptive capacity of the economy is elastic.
However, this may not always be true. For example, there may lie ahead
serious foreign exchqnge earning and expenditure gap which may make the
ufilization of domestic savings difficulh24 How far the export expansion and

import-substitution drive can succeed ultimately in eliminating dependence

22 The Financial Times, London, 28th January 1969.

23 The observation was made by J.H. Power in [963. Cf. "Industrialization
in Pakistan: A case of Frustrated Take Off?" Pakistan Development Review,
1963, p.199. Similar views have been expressed by K.B. Griffin and A . H.
M.N. Chowdhury. Griffin estimated that at least 63 to 85 per cent of the
savings transferred from agriculture are dissipated in higher consumpiion in
urban areas, Cf. "Financing Developmeni Plans in Pakistan,” in A.R. Khan (ed)
op. cit., pp.36-37. The study made by Chowdhury shows that income redistri-
butive method is not a powerful device to contribute to aggregate savings. Cf.-
"Some Reflections on Income Redistributive Intermediation in Pakistan, "
Pakistan Development Review, Summer 1969, pp.96-101.

24  For a good theoretical discussion on this topic see Chenery, H.B. and Strout
A .M., "Foreign Assistance and Economic Development," American Economic
Review, September 1966, pp.481-691.  In the context of Pakistan it has been
found that as percentage of GNP, gross domestic savings have declined from
[1.7 per cent in [964-65 to 9.7 per cent in 196970, The decline in the flow
of foreign aid is considered to be the most important factor. Cf, GOP, PC,
The Fourth Five Year Plan, pp.8-9.




on foreign assistance and in removing. the foreign exchange constraint will

be a source of future interest,

I Regional Growth Strategy

A primary objective of the economic development in Pakistan is that
inter-regional disparity in per capita incomes between East Pakistan and West
Pakistan must be removed over the Perspective Plan period, that is by I985.25
The Constitution of 1962 made it obligatory for the country to allocate resources
in such o way that disparity is removed in the shortest possible ﬁme.26 In
order to achieve the objective, different target rates of growth for East Pakistan
and West Pakistan were put forward in the Third Five Year Plan of Pakistan =
40 per cent in East Pakistan and 35 per cent in West quisfon.27 Since the
Third Plan marks the beginning of the Perspective Plan (1965~-85), separate
regional growth rates as conceived in the Plan is o reasonable approach if the

parity in per capifa incomes between East and West Pakistan is fo be achieved

in an economic system with a 'one=couniry~one~economy’ approach.
ys Y

25 GOP, PC, The Third Five Year Plan, p.35

26  Article 145, Clause 4 of the Constitution of the Republic of Pakistan 1962,
states that in formulating the economic plans it will be the responsibility
of the National Economic Council "fo ensure that disparities between the
Provinces, and between different areas within a Province in relation to
income per capita, are removed and that the resources of Pakistan (includ~-
ing resources in foreign exchange) are used and allocated in such a manner
as fo achieve that object in the shortest possible time, and it shall be the
duty of each Government to make the utmost endeavour to achieve that
object," Cf. The Constitution of the Islamic Republic of Pakistan, Govern-
ment of Pakistan, Karachi, 1964, p.82.

27 GOP, PC, The Third Five Year Plan, p.39.
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To an observer not fully acquainted with the economy of Pakistan the
regional growth strategy, os adopted by the country, may seem strange. The
fwo regions of Pakistan ~ East and West ~ are geographically separate. The
shortest sea-route is 3,000 miles. East Pakistan is more populous and poor.
West Pakistan is less populous and comparatively prosperous (Background Tables
I and 12). There is also a big difference in the rate of unemployment, Estimates
available indicate that unemployment as a percentage of the total labour force

would be much higher in East Pakistan than in West Pakistan (Background Table

4).28

It therefore seems that factors like geographical situation, lower income
and much higher unemployment in the region which has the majority of the

population might have influenced the couniry to adopt a rigid regional growth

objective,

Before one can begin to discuss reducing disparity, one first of all needs
some information concerning the extent of disparity. It should be mentioned
however that reliable data are not available. Although most estimates indicate

29
a high degree of disparity, there are marked divergences os to ifs exact magnitude..

28 A recent study by Robinson on the unemployment situation in East Pakistan
covering the period from (251 to 196l shows that in the period there was an
"incremental” surplus of about 20 per cent of the labour force, in addition
to whatever degree of surplus which was existing prior to 1951, Cf.
Robinson, W.C,, " 'Disguised Unemployment' Once Again: East Pakistan,
1951-61,"  American Journal of Agricultural Economics, August 1969,
pp. 601-602. Considering that in 1950 there was already unemployment to
the extent of about 25 per cent of the labour force the situation appears as
really desperate,

29  Rahman, M.A., East and West Pakistan: A Problem in the Political Economy
of Regional Planning, Harvard University, Occasional Papers in Inter~
national Affairs, No, 20, July 1968, p.3.




Table 1.4
Extent of Disparity at 1959-60 Factor Cost

Estimate 1 Estimate 11

Per Capifa in Rs. Disparity Per Capita in Rs, Disparity

£.P. W.P. E.P.=10 E.P. W.P, E.P. =100

{)) (2) (3) (4) (5) ()
1949-50 293 342 H7 287 338 18
1954-55 290 354 122 - - -
1959-60 278 366 132 278 366 132
1964-65 307 434 141 293 426 145
1968-69 328 492 150 3l 491 158
196970 - - - 34 507 16!

In Table [.4, an attempt has been made fo measure disparity in per copita income
as a percentage by which West Pakistan's figure of per capita exceeds that of

East Pakistan. Both the aliernative estimates of GRP @_c_cl;gjjy_lshown in Back-
ground Table 12 have been used for measuring disparity. It is found that according
to Estimate |, the extent of disparity has increased from 17 per cent in 194950 to |
50 per cent in [968~69; but according to Estimate I, it is from 18 per cent in

1949-50 1o 6] per cent in 1969-70.

The regional growth objective of Pakistan demands that measures be
undertaken fo remove disparity by 1985. Since East Pakistan has fower per capita
income it means that GRP per capita in East Pakistan should grow at o faster
rate than that in West Pakistan. This leads us directly fo an investigation of the
investment growth sirategy as found in Section Il, now of course on a regional

basis.




Equation [.| which forms the basis of causing  AY may imply three
alternative sizes of | depending on k.

(1): Given a higher k in East Pakistan than in West Pakistan,

a higher g will require a higher | in East than in West Pakistan,

(2): Given an equal k in both Provinces, a higher g will require a
higher | in East than in West Pakistan,

(3): Given a lower k in East Pakistan, a higher g in East Pakistan
may be achieved with equal or lower | than in West Pakistan.

The three alfernatives of k are inferpolated in Table 1.5 taking three

alternative growth rates to show the investment required in Eust Pakistan,

Table |.:_§_

Investment Required for East Pakistan under Alternative

Assumptions of Growth Rate (g) and Capital~Quiput Ratio (k)

k=2.0 k = 3.0 k=4.0
) 2 (3)
g = 7 per cent 14% 21% 28%
g = 8 per cent 16% 24% 32%
g = 9 per cent 18% 27%, 36%

The Perspective Plan growih objective was found as 7.2 per cent, This is
an annual average for the whole country. If East Pakistan should grow at a
higher rate than West Pakistan, a growth rate of 8 to 9 per cent does noi seem
an overestimate, So far as the value of k is concerned, data at regional level
are not available. National data for k estimated for the period from 1950~51
to 1969~70 shows a figure of 2,68, Period-wise it appears as follows.*

* Background Table 25.




Pre~First Plan period (1950-55) 2.22

First Plon period (1955~60) 3.27
Second Plan period (1960-65) 2,58
Third Plan period (1965-70) 2.71

How far the national data can be used for East Pakistan is subject to confroversy.
Traditionally in the past the Planning Commission supported the higher allocation
of investment fo West Pakistan on the ground of maximizing the national growth
rcn‘e.SO This implies that the capital-output ratio was lower in West Pakistan
than in East Pakistan. On the other hand, when different growth rates for

East Pakistan and West Pakistan were determined.in the Third Plan, the invest~
ment allocations for the regions implied a lower capital-output ratio for East

Pakistan and a higher capital-output ratio for West Pakistan, as may be seen

from Ioelow:3I
Capital~coefficient for the East 3.28
Capital -coefficient for the West 3.58

Instead of entering into the controversy of the size of k in East Pakistan
and West Pakistan, it may be argued that an assumption of k = 3.0 to 4.0 for
East Pakistan implies that in order to achieve a growth rate of 8 to 9 per cent,

an investment in the range of 24 per cent fo 36 per cent of GRP will be necessary.

30 GOP, PC, The Second Five Year Plan, June 1960, The Chapter on
Regional Development.

3l The estimates are shown by A R, Khan, "The Framework of Planning in
Pakistan with special reference to the Third Five Year Plan (1965-70)",
Oxford. Oxford Economic Papers, March 1966, p.125.
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But the estimates as shown in Background Table 23 are not found to be as near
fHe'rqnge as would be required. It is true that the total investment as a per=
centage of GRP has increased over fhe period, but it should not conceal the
fact that evenlin the late 1960's the figure has not reached 15 per cent. The

corresponding Tigure for West Pakistan during the sume period is around 18 per

cent (Background Table 24) .32

Chart 1,2 shows the growth of investment us a percentage of GRP in
East Pakistan and West Pakistan. There are |9 observations for the period from
1950-51 to 1968-69 as found from Background Tables 23 and 24, The trend
linear equation for East Pakis‘mn is

Ef = 0.8194 + 0.604%+
where E,r is investment as a percentage of GRP in year t; the correlation
coefficient (R)is 0.9718 (R2 =0.9444), The corrésponding equation for West
Pakistan is

Wf = 5,838 + 0.7526¢
where, Wf stands for investment as a percénfcge of GRl; in year t: R = 0,925|

®R? = 0.8558).

32 The Estimates of investment as percentage of GRP as shown in Buckground
Tables 23 and 24 may be compared with those in S.R. Lewis, Pakistan:
Industrialization and Trade Policies, Oxford University Press, 1970 p.146.
The comparison is shown in the following Table; our estimates are mentioned
under 'Hug.'

195556 [960-6] 196263 1964-65 [968~69
Lewis Hugq Lewis Hug Lewis Hugq Lewis Hug Lewis Hug

East Pak. -~ 4.2 7.8 7.0 9.4 8. 2.7 104 - 14.0
West Pak, - 9.7 17,0 15.4 21,1 7.2 21,5 19.5 - 17.8
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Given the irends, it is obvious that East Pakistan will never be able io

have an equal growth rate to West Pakistan under &lternatives (1) and (2).

This is because the rate of growth of the investment ratio is faster in West

Pakistan than in East Pakistan. Calculation shows that if the trends continue,

invesiment as a perceniage of GRP at the end of the Perspective Plan will be

32.9 per cent in West Pakistan, as against only 22.6 per cent in East Pakistan,

The conclusion is thai if alternative (3) does not hold good not only will the

Perspective Plan objective of removing disparity by [985 remain unFu]fil!éd,

but also the extent of disparity will widen.33

In Chart 1.3 the growth of investment in East Pakistan is shown by dividing

the total into public investment and private investment. The trends observed

are shown below:

R
N Y, = Invesiment as % of (R2)
GRP in yeor 1.
Public Invest- I3 1.4276 + 0.552lt 0.9759
ment ' (0.9524)
Private Invest- 13 1.9004 + 00,1428t 0.8387
ment (0,7034)
Total Invest- I3 3.3273+0.6950t 0.9807
ment (0.9618)

Source of data: Investment figures from 1956~57 to 1958=59 as estimated
by using East Pakistan's price index (Background Table 23).

33  The factor which can stop the extent of disparity in per capita income
widening is a much lower rate of population growth in East Pakistan than
in West Pakistan. But there is no reason to assume that population growth
rate will be significantly different between the two regions.
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It appears that in East Pakistan, while public investment has increased
at a comparatively fast rate, private investment has increased at a very slow
rate, [n Section |, it was found that the development model of the economy is
one of assisting and inducing private enterprise. Given the regional growth
objective, the problem therefore is not only one of raising the investment ratio
of East Pakistan to a level higher than that of West Pakistan, but also of raising

the private investment in East Pakistan to a significantly higher level.

Prior to concluding an important question may be touched upon: Does
the higher farget rate of growth for East Pakistan mean a fransfer of savings
from West Pakistan? The question may be examined by rewriting equation

| .4, os follows:

%I.z %S._" fR.+ EF. .".'-....“'.-(|05)

R . T, P
i=1 i=1 e i=1

Here, |, S, and F are are to be interpreted in the regional sense and the new

factor R refers to the fransfer of savings from the other region. If % li

through ?,: Si and f Fi is not adequate to achieve the target rate t?growfh,
Y Ri mlcs:jhelp folzcjver the gap in the required investment. Such a transfer

ft»::he poorer region (in the present case to East Pakistan) may seem probable

in the context of the regional growth objective of Pakistan. But the studies
made so far indicate that there has been a significant amount of resource fransfer
. . . - . . . 34

in the opposite direction, that is from Easi Pakistan to West Pakistan,”  and the
signs are that "the poorer province was quite possibly financing the development

. . w39 2 -
of the richer province. In other words, ¥ R, has not been positive for
R

’ i=t
East Pakistan,

34  See below in Appendix to Chapter I{p.

35  Lewis, S.R., (Jr.) Pakistan: Industrialization and Trade Policies op, cit.
p. 147,




Another important question in the confext of the regional growth is
whether the objective is a serious constraint towards maximizing national growth
and, if so, how far can we suggest the pursuit of this policy. The point involves
some theorefical considerations and it would be preferable to delay such dis~
cussion until Section Il (Regional Allocation Criterion) of Chapter 2, due to

the infer~relationship of these topics.



Appendix to Chapter |

THE REGIONAL MULTIPLIER IN EAST PAKISTAN

Pakistan has adopted a clear-cut regional growih strategy which puts 1985
as the deadline by which the present disparity in per capita income between
East Pakistan and West Pakistan should be removed. In Secﬁoﬁ I of Chapter |,
discussion cenired mainly around finding ways for higher growih rates in East
Pakistan through increasing the investment-ratio to GRP (Gross Regional Product.)
It appeared that in order to achieve the regional growth objective, East Pakistan's
investment as a percentage of its GRP will have to be raised much higher. In the
context of a mixed economy this means that merely raising the public sector invest-

ment is not enough; the private sector must also play a significant role.

In this Appendix, the development problem of East Pakistan will be viewed
from the point of an expenditure model based on a regional multiplier estimate.
In the United Kingdom, with Government emphasis on regional development, a

number of economists I'hmve already shown an interest in the regional multiplier with

I Acchibald, G.C,, "Regional Multiplier Effects in the United Kingdom," Oxford
Economic Papers, March 1967, pp. 22-45; Allen, . J., "The Regional Multi-
plier Some Problems in Estimation,” in J.B. Cullingworth and S.C, Orr (eds.)
Regional and Urban Studies: A Social Science Approach, George Allen & Unwin
Ltd., London 1969, pp. 80-96; Stecle D.B., "Regional Multipliers in Great
Britain, " Oxford Economic Papers, July 1969, pp. 268-92. Wilson, T. "The
Regional Multiplier = A Critique,"” Oxford Economic Papers, November 1968,
pp. 374~393. Greig, M.A,, "The Regional Income and Employmeni Multiplier
Effects of a Pulp Mill and Paper Mill," Scottish Journal of Political Economy,
Feb. 1971, pp. 3l-4l. Brownrigg, M. "The Regional Income Multiplier: An
Attempt to Complete the Model, " mimeo (Univ. of Stirling Discussion Paper
No. 3).




reference to the 'Development Areas' of the country. Qur estimate of the regional
P Y

multiplier may be considered as the result of recent interest in this topic.

Two important conditions for a meaningful. regional multiplier are that the
region concerned should not be very small and that it should not be completely
disintegrated from the rest of the counh'y.2 With these two conditions, East
Pakistan provides an ideal region for estimating the multiplier. On the basis of
population, East Pakistan forms the larger part of the country. The region: also
provides a good case if the total income is taken into consideraﬁon. Af the time
of Independence in 1947, East Pakistan's GRP was higher than the rest of the
country (Background Teble II). Although the GRP of West Pakistan has surpassed
that of Ecas.t Pakistan since 1954-55, the latter is still large enough to make the

regional multiplier a significant estimate.

The growth model of Pakistan provides the cose of a centrally~controlled
pattern. It is true that geographically the lfwo regions (East Pakistan and West
Pakistan) are separated by more than one thousand miles of foreign territory, but
they form paris of the same country with q/sh‘ong central administration. Thus,
if the large size of the region and an integrated economic system can assist in
improving the significance of the regional multiplier, East Pakistan undoubtedly

provides a good case.

2  In a disintegrated system, the question of the regional multiplier does not
arise since it can act as an independent country.
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The significance of an expenditure model is that it helps one to see the
quantitative implication of an initial injection of money = say in the form of
investment for road-building, factories etc., ~ into an economic system. An
initial injection of Rs. 100 into the system may lead to an increase of Rs. 100,
more or less. The regional multiplier (Kr) quantifies the value of the multiple
by which change in income (AY) will take place. The regional multiplier helps
in estimating AY by discovering the leaks. The lower the leakage the higher
will be the multiplier. In other words, the extent to which Y will change will

depend on the value of the leakage.

It, therefore, follows that in estimating Kr, we must calculate the leakage.
Following Allen's estimate we shall take the following three co-efficients of
3
leaks:

. . _AS _ Change .in Saving
(i) s =marginal propensity fo save = Ry = Change T Tneome

(ii)  t= marginal propensity to pay taxes (both direct and indirect)
_ AT _ Change in Tax Proceeds

AY Change in Income

(ifi) m = marginal propensity to import from the rest of the country and abroad =

AM _  Change in Import
AY Change in [ncome
Kr = S
s+ t+m

Before proceeding to estimate Kr it should be mentioned that our estimate of

the regional multiplier will be based on the implicit assumption that expenditure

3 Allen, K.J., "The Regional Multiplier: Some Problems in Estimation," p.84.
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is not o function of s, t, or m. The basis of the assumption is that Kr deals with
the short-term income and employment effecis of the initial injection of money.
It is true that there may be (or will be) long-term effects involving secondary
responses through further investments. Such long-term effects are, however,
handled by the accelerator - another economic tool. Thus, any feedback is
ignored on the basis of the implicit assumption involving our use of the concept

of the regional multiplier.

I

An aftempt will now be made to determine values for each of the co-efficients
s, t, and m. For a correct estimate we need data based on marginal terms and
for the région in which we are interested (in the present cose, East Pokistan).
However, this is a field where one can easily enter into a debate. While we
would try, as far as possible, to find out the representative estimate for each
co-efficient, caution will have to be exercised before taking them as being one
hundred per cent accurate. At the outset, three points need to be mentioned.
Firstly, while it is possible to find an estimate of m directly from regional data,

that does not hold for s and t, and the help of national data is necessary. Secondly,

instead of taking a single year, we have preferred to base our estimate on a period

4 |t should be admitted that the restrictive assumptions may not allow the tool
to be of great use for policy formulation. This is why Professor Wilson emphas-
ised the need for some form of 'super~multiplier' which can handle secondary
changes in investment. Cf. Wilson, T., "The Regional Multiplier - A Critique, "
p.376.
In an unpublished article, Brownrigg, has extended the simplified regional
multiplier model by incorporating the multiplier-accelerator relationship of a
feed~back effect from induced investment. Cf. Brownrigg, M., "The Regional
Income Multiplier: An Attempt to Complete the Model, " op.cit.
It may, however, be mentioned that if the first-round effects are dominant,
no substantial change of Kr can be expected by introducing super-multiplier
effects.




of years (for example, the Second Plan period 196065 has been taken for estimating
i)' Thirdly, instead of asingle estimate of Kr, three alternative estimates will

be put forward.

i) Marginal Propensity to Save (s). Data for s at the regional level are

lacking in Pakistan. Even at the national level, the data available fail to give
adequate information. According to the Third Five~Year Plan, Zl%ﬂs\lﬁP asa
percentage was 22.7 in the pre~Plan period (1950-51 to 1954-55). The corresp-
onding figure for the First Plan period (1954-55 to 1959-60) is shown as - 1.4 per
cen’r.5 The divergence is very wide. Further in the absence of annual data

of AS it is difficult to view the fluctuation carefully.
AGNP

In the Evaluation of the Second Five Year Plan (!960-—65)6,GNP and gross

savings have been shown annually from [959-60 to [964-65. The figures given

in this document are used to compuie s, as shown in Table [A.].

Table 1A.1

Marginal Propensity to Save

(Rs. in Million)

GNP Cross AS
Savings = § TAGNP °®
AGNP As gl;es)ercenf-

Q) (2) (3) (4) (8)
1959-60 31,439 - 2,130 - -
1960-6l 34,786 3,347 3,087 957 28.59
196162 36,485 [, 699 4,232 1,145 67.39
1962-63 38, 642 2,157 4,295 63 2.92
1963-64 41,515 2,873 4,487 192 6.68
1964--65 45, 680 4,165 5,077 590 14.17

Total 14, 241 2,947 27.05

GOQP, PC, The Third Five Year Plan, p.7.

GOP, PC, Evaluation of the Second Five Year Plan, May 1966, p.li.




| ;fhe Table helps to show the value of s for a reasonably long period.
Unfortunately, the divergence is so wide that it becomes difficult to select a
single estimate of s even at the national level. Moreover, there is also the
‘question of whether or not the national data for s can be taken without criticism
for East Pakistan. As mentioned earlier, data for s af the regional level are not
available .WOf course, a few studies have been made to show the rate of savings
in East and West Pakistan. Although they are not adequate for present purposes,
they do help us fo see the variation in the regionadl ratfes of savings. Haq estimated
that in 1959-60 the gross domestic savings rate was 8 per cent for Easi Pakistan
and 5 per cent for West quis’ran.7 The same view of a higher savings rate in
East Pakistan has been held by Bergan, according to whose estimate in 1263-64
gross private savings as a percentage of gross private income was 12.2 in East
Pokistan and 10.5 in West Pctkis‘i'mn.8 Considering the fact that the rate of growth
of GRP has been lower in East Pakistan than in West Pakistan, the above estimates
indicate that a figure of s taken for East Pakistan from national data may be
criticised on the ground%[rhm‘ we have taken o lower estimate, and not the other

way round.

Once we have decided to take national figure for s for East Pakistan, we again

enter into the problem of having to select a single estimate in the face of the wide

7  The Strategy of Economic Planning: A Case Study of Pokistan, Oxford Univ.
Press 1963, p.112. Higher inflow of external resources to West Pakistan and
the sanctioning of the scarce foreign exchange earned by East Pakistan to West
Pakistan have been considered by the source as important reasons for lower
savings rate in West Paokistan.

8 Bergan, A., "Personal Income Distribution and Personal Saving in Pakistan
1963/64," Pokistan Development Review, Summer {967, Table XIV p.186.
Quoted in Lewis, S.R., Pdkistan: Industrialization and Trade Policies, OECD
1970, p.147.
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divergence which exists between different years, and even periods. The best
approach here, éccording to our view, is fo take o range of estimates.. Leaving
aside fhe exireme figures we find values of s in the region mostly around 20 per
cent, and considering the divergence, a rangs from 15 per cent to 25 per cent
may be a good estimate. Thus, it would seem safe fo take the following three

estimates for s

First Estimate = 0.15
Second Estimate = 0,20

Third Estimate = 0.25.

ii) Marginal Propensity to Pay Taxes (1). In an attempt to find the value of

t we can iry the tax receipts shown for East quisfqn.9 An estimate of the change
in tax receipts for the five-year period 1960-6l to 1964-65 gives a fotal of Rs. 386
million. Converting the figure into 1959-60 prices by using the General Price
Index in East Pakistan (Background Table 10) we get o fotal of Rs. 368 million.
The figure of the change in GRP for the corresponding period is Rs. 3,848 million
(Background Table ).

AT _ 368

t=AGRP = 3848 = 0.10 (approx.)

How far the above estimate of 1 is an exact representation of East Pakistan is
questionable because of the overwhelming importance of the Central Government
in the tax receipt of the country. It is frue that the Provincial Governmenis get

some share of the Centrally collected taxes, but even after including this the total

9  Government of East Pakis fan, Finance Department, Civil Budget Estimates
1967-68 . Quoted in CSO, 20 years of Pakistan in Statistics, Karachi,
1968, p.286.




tax-receipt of the Provinces is much lower in comparison to that of the Centre. 10
Table 1A.2 gives some idea of the national data of 1. For the period 1961-62
to 1964-65, the value of t is 14,53 per cent. This figure is much higher than the

estimate of t found above for East Pakistan.

The divergence of 1 between the national level and East Pakistan may be
“due largely to the greater amount of taxes collected in West Pakistan. However,

our earlier approach of taking a range for the co-efficient may be helpful .

Table 1A.2

Marginal Propensity to Pay Taxes

LGNP Total AT . AT
Taxes AGNP
=T (In percentage)
() (2) (3) (4)

1960-6l - 2,425 - i
1926162 1,699 2,749 324 19.07
1962-63 2,157 2,950 201 2.3l
1963-64 2,873 3,44l 491 17.09
1964~65 4,165 4,008 567 (3.6l
Total 10, 894 - 1,583 14.53

Source: Col. (I} Table IA.l Col. (2) - GOP, Evaluation of the Second Five
Year Plan, p.182. Rest - Computed.

10 A distribution of tax receipts for the period from 1949-50 to 1966-67 shows that
the central government alone has taken a share around 60 per cent of the total

and at times, particularly in the early years, the shore of the central government

was even higher than 75 per cent. Cf. GOP, CSO, Twenty Years of Pakistan in

Statistics, pp. 278-79, 286~87, 294~95. The figures in the source have been
shown in absolute figures as quoted from the Ministry of Finance.




Thus, as in the case of s, we take the three estimates of t for East Pakistan:
First Estimate = 0,08
Second Estimate = 0,10

Third Estimate = 0.12.

The second estimate represents t as found for East Pakistan, while the other
two estimates are taken to safeguard any over-estimation and under~estimation

of the value of t in the region.

iii) Marginal Propensity to Import (m). So far as data of imports by East

Pakistan are concerned, the position is much better. Figures for imporis from both

West Pakistan and abroad are available (Background Tables 14 and 18).

A discrepancy arises however, concerning the exact estimate of A GRP.
As may be seen from Background Table Il, two estimates of GRP are shown. In
order to avoid criticism both these estimates may be used in calculating the value

of m. Table IA.3 has been prepared accordingly.

Table [A.3

Imports and GRP: East Pakistan

(Rs. in Crore)

H+(2) Prices

Imports of East Pakistan CRP of E.Pak. (1959-60 prices)
From From Total Total = M AM Estimate | Estimate [I
W.P. Abroad = 1959-60 GRP &GRP  GRP AGRF

(h (2) (3) (4) (5 (6 (1) (8
1959-60 57 66 123 123 1,497 |,495
1966-67 132 157 289 409 2,024 {,876
Total 286 527

Sources: Col. (I) Background Table 18; Col. (2) Background Table 14; Col. (4) -
Comluted from Col. (3) by using general wholesale price index shown in Background
Table [0; Cols. (6) and (8) Background Table Il. Rest -~ Computed.




- AM 286
By using GRP Estimate | we get ~AGRP YA 54,27 per cent.

286

By using GRP Estimate || we get %%ﬂ’ = a7 =75. 07 per cent.

Since we have decided fo iry a range of estimates, each of the above values
AM -
found for ~AGRP " be taken as the lower and upper limites and o value between
the two can be taken as another esimate. Thus, we toke the following three estimates

for m.

First Estimate = 0.54
Second Estimate = 0.6

Third Estimate = 0, 75
v

The estimates of s, t, and m found for East Pakistan can now be used to calculate

Kr. This is shown in Table |A.4.

Table 1A.4

Alternative Estimates of the Regional Multiplier in East Pakistan

Estimate | Estimate |l Estimate |11
s 0.15 0.20 0.25
t 0.08 0.10 0.12
m 0.54 0.65 075
s+ f+m 0.77 0.95 1. 12
| _
m '“KI’. l.30 1005 0.89

From Table 1A.4 we get three alternative estimates of the regional multiplier
for East Pakistan. Such an approach of finding alternative estimates allows us to

show a range of Kr. One may expect that given the data, the regional mul’ripliei:




in East Pakistan should lie between 0. 89 and 1.30.

It may be interesting to compare Kr for East qui’sfqn with those found for
Zongulddk (Turkey) and Scotland. Like East Pakistan, Zonguldak and Scotland
are considered as less-developed regions in their respective couni‘ries.” The
comparison is shown in Table IA.5. An obvious imf)licaﬁan of the comparison is
that of the three regions, East Pokistan appears as the area with the highest leak-
age, thereby giving rise to the lowest estimate of Kr. Even the highest estimate
of Kr in East Pakistan (1.30) turns out to be lower than the regional multiplier
found for Zonguldak and Scotlend.

Estimates of Regional Multiplier in East Pakistan, Zongulddk and Scotland

Kr
East Pakistan Estimate | 1.30
Estimate Il l.05
Estimate 1 0.89
Zonguldadk 1.47
Scotland Estimate | 1.80
Estimate 11 1.89
Estimate 1} |.70

Sources: (o) E.P. Table 4; (b) Zonguldak: C. Karatas, "A Study of Turkish
Planning with particular reference to project evaluation in technique, " Ph.D,
Thesis (unpublished) University of Glasgow 1970, p.292. (c) Scotland:
Estimatel, Allen, K.J., op.cit., p.92; and Estimates Il and [l Steele, D.B.
op.cit., p.28l.

Il 1f probably needs no mention that Scotland is much more developed than
Zonguldak or East Pckistan.




Estimate 11l shows that the regional multiplier is less than | in East Pakistan.
The implication of such a low Kr is that the region fails to increase its income even
to the amount of the initial injection of money. In other words, if Kr =0.89.
an injection of Rs. 100 will cause ~ AY =Rs..87 only. It is not difficult however,
to determine the reason for such a low Kr in East Pakistan. As may be seen from
Table 1A.4 Marginal Propensity to Import mokes a big difference in the total

12 o the

lecks and is mainly responsible for the regional multiplier being so low.
total leaks, m occupies70 per cent in Estimate 1,68 per cent in Estimate |l

and 67 per cent in Estimate Ill. By comparison, in the cose of Zonguldak, m

occupies only 44 per cent of the total.

A%

From the point of view of an expenditure modei, a low multiplier as found
for East: Pakiston is not very encouraging so far as . AY is due fo an initial
injection of money is concerned. If one considers seriously the regional growth
objective which mckes it binding for the economy to remove the regional disparity
by 1985, a very low Kr in East Pakistan may even tempt one to question the effect-
iveness of the regional policy as it has been carried out in Pakistan on the basis
of an integrated one-economy model. At the outset however, it should be mentioned

that such thinking is automatically ruled out once we have taken a model of centrally-

[2  For asimilar view see Brownrigg, M., "The Regional Income Multiplier:
An Attempt to Complete the Model," p.4. He observes that "if there is o
significant import leakage in the injection, then the final multiplied expansion
of income could be less than the original expenditure of invesiment that gave
rise fo it."




conirolled economy for our analysis. Moreover, it is also not our intention to
make any policy implication on the baosis of our estimate of the regional multiplier.
As shall be shown, it is necessary o observe such a restraint when one considers
the dangers involved in laying great stress on the concept of the regional multi~

plier.

However, it may be observed that the achievement of the regional growth
objective in Pakistan oppears as a very difficult job in the face of such a low
regional multiplier in East Pakistan. As already mentioned, “ZAS"(A;AEP is excepfion-
ally large. This leckage probably has been the most important factor in the fransfer
of income from East Pakistan to West Pakistan. What is surprising is the magnitude
of the transfer. Power has estimated that between 1948 and 1961 there has been «
transfer of resources to the value of about Rs. 2,500 million, or about Rs. 180
million per year. In terms of East Pakistan's GRP the fransfer has taken away 2
per cent of the annual income.l3 Recently, Islom has estimated the transfer of
resources covering the period from 1948 to 1965. By using accounting prices he

has found that the fransfer would be equal to Rs. 448.7 million per annum.l

The above observ?]ﬁon may help fo justify the existence of a multiplier that
than

is low or even a less/unity. By this, we do notimply however that one should put
heavy emphasis on the concept of the regional multiplier. How far the tool is
helpful as a guide for policy measures is still doubiful. Professor Wilson has already

drawn aftention to the danger. of depending heavily on this tool .l

13  Power, J.H., "Industrialization in Pakistan: A Case of Frusirated Take-off?"
Pakistan Development Review, Summer [963, p.205.

14 islam, A.9.A., "Regional Development in Pakistan with Special Reference
to the Effects of Import Licensing and Exchange Conirol," Unpublished Ph.D
Thesis submitted to London University 1969 pp.210-24,

I5 Wilson, T., "The Regional Multiplier ~ A Critique, " op.cit.




For example, one may infer that in order to raise Kr efforts should be made fo
raise the marginal propensity to consume and to reduce the marginal propensity

to save (MPS) and/or to reduce the marginal propensity to pay toxes (MPT).

Such a policy will, of course, be dangerous for a developing country like Pakistan
which has successfully used MPS and MPT to raise the investmeni-ratio. It may
also prove dangerous if attempts are made to infroduce labour-intensive fechniques
or to encourage investment in the labour-intensive sectors merely for the sake of
raising Kr. Thus, it follows that it will be unwise to rely heavily on the multi-
plier only, as has been remarked by Professor Wil son: "One of the less happy
consequences of devoting foo much time to the multiplier is that questions relating
to effective demand begin to acquire excessive importance. Development policy
in a region, as in an underdeveloped couniry, is much concerned with changes

in products and in production-functions. This is not, of course, to say that

expenditure models are unimportant but their role in this field is subsidiary. " !

16 1Ibid, pp. 392-93.




Chapter 2

GOVERNMENT EXPENDITURE: SOME THEORETICAL ASPECTS

In Chapter | we tried to analyse briefly the development strategy which has
been followed in Pakistan. It appears that the public sector has played a substan-
tial role in the economic development of the country. There is, therefore, a good
case for looking at the role of government expenditure in the growth process.

We propose to analyse the growth and effectiveness of government expenditure in
Chapters 3 and 4 respectively. In the present Chapter we would like to discuss
some theoretical aspecis of ‘government expenditure dealing with the size and

allocation of such expenditure.

1t should be mentioned at the outset that in our discussion we shall concenirate

mainly on government or public development expenditure. Such concentrated
attention has a disadvantage in that it [imits the area of discussion which hos «
wider applicability. For example, much of the discussion of this Chapter can be
significantly applied to the study of non-development expenditures as well.

The main reason for conceniriting attention on government development expenditure
is that it is in line with the scope of our intended study. It has some advantages.
Firstly, it will provide us with a theoretical background. Secondly, it can help

fo analyse systematically the public development expenditure of an underdeveloped
couniry. Thirdly, it will help to test our hypothesis and provide a strong basis for

our conclusions.

The Chapter consists of three Sections and an Appendix. In Section |, an
attempt is made to find an optimum mix between public investment and private
investment. The main intention is to see how far the growth of government develop-

ment expenditure can be economically justified. Section Il deals with the criteria




for determining an efficient allocation of government development expenditure.
The discussion is based on a sectoral viewpoint. The Allocation criterion from a
regional point of view is dealt with in Section lI; this Sécﬂon is advanced mainly
because in our country-study the regional issue is so apparent that regional balance
forms one of the important objectives of government development expenditure.

Section 11l can give some theoretical idea in this connection.

How investment criteria can be a guide to project selection is explained in
an Appendix to the Chaopter. The Appendix deals briefly with the components
of investment, two approaches of the Dislcounted Cash Flows Method , and the

selection of discount rate.

| Size of Public Development Expenditure

Data availoble for the United Kingdom show that os o percentage of GNP,
government expenditure declined very slowly from Il per cent in 1841 o 9 per cent
in 1890. But since the furn of the century, things started moving differently. As
a percentage of GNP, government expenditure increased from 12 per cent in 1205
to 24 per cent in 1923, and further to 37 per cent in I955.I In the USA, the
corresponding increase was from 8 per cent in 1890 to 20 per cent in E942.2
Recent statistics available for some underdeveloped countries indicate a fast growth

of government expenditure. As will be shown in the next Chapter, as a percentage

| Peacock, A.T., and Wiseman, J., The Growth of Public Expenditure in the
United Kingdom, George Allen & Unwin Lid., (96l (Revised Edition 1967)
p.38.

2  Musgrave, R.A., and Culberison, J.M., "The Growth of Public Expenditure
in the USA," National Tax Journal, June 1953, p.98. Quoted in Ahmad, K. U.

"Expenditure Classification and Invesiment Planning” Unpublished Ph.D.
Thesis, University of London, 1964 (19667).




of GNP, government expenditure in Pakistan increased from I1.36 per cent
in 195051 to 20.24 per cent in 1968-62. The corresponding increase in India

3
was from 8.59 per cent in 195051 to 23.92 per cent in 1966-67.

There is, however, a difference in the composition of expenditure in the
developed and underdeveloped countries. In the developed countries, defence
absorbs o higher percentage; social welfare expenditure in the form of unemploy-
ment insurance, old age insurance, health services, etc., are also higher.

On the other hand, the share of development expenditure in the total budget is
much higher in the underdeveloped (developing) couniries. In these economies,
increased government development expenditure in the absence of sufficient private

capital formation is considered as an important cause of economic development.

From the theorefical confext, iwo exireme views on State participation in
economic activities can be observed. Af one exireme there is the view of free
enterprise suggesting least State intervention and at the other extreme there is

the view of State participation in economic activities.

The main arguments put forward by the advocates of free enterprise may be

mentioned briefly as i’ollows.6 Firstly, in o free enterprise system each and every

3 Reddy, K.N., "Growth of Government Expendifure and National Income in
India: 18721966, " Public Finance, No. I/ 1970, pp. 92-93.

4 Martin, A, and Lewis, W.A., "Patterns of Public Revenue and Expenditure, "
The Manchester School, 1956, pp.211-13.

5 Horowitz, D., "Government Expenditure in Countries of Accelerated Growth, "
in A.T. Peacock and G. Hauser (eds.) Government Finance and Economic
Development, OECD 1963, pp. 59-74.

6  For a good discussion see Johnson, H.G., Money, Trade and Economic Growth,
George Allen & Unwin Ltd., London 1962. Chapter VII.




one fries to maximize his own advantage and thereby social production will be
m'c:xi.mized. Secﬁ’tdly, through market mechanism the equilibrium price for each
fcxctofund commodity will be determined at a point where demand and supply are
equal . Investment decisions based on prices equal to marginal costs will lead to

an optimum allocation of resources. Thirdly, in this sysiem only efficient units

of production can survive. Inefficient firms will incur losses and will have to

quit. Finally, market forces will determine the pattern and location of production.
It is the force of demand and supply which will determine what, how, and where

to produce. This can assure efficiency of production.

The arguments put forward by the advocates of State participaiion are briefly
these: firstly, it is argued that in the real world in most cases there is o divergence
beh&een private and'sociql costs and benefits. As aresult, the market gives wrong
signals and any decision based on market forces cannot be efﬁcienf.7 Secondly,
there are goods and services where "the exclusion principle" cannot be applied.
The Market mechanism cannot be expected to reveal irue individual preferences,
because the nature of these commodities is such that it is difficult to exclude
potential consumers from consuming the commodity if they refuse to pay. Thirdly,

the nature of the invesiment may be such that competition will create duplication

7 There is good literature on this topic centring round external economics. For
example, see Rosenstein - Rodan, P, N.,"Problems of Indusirialization of Eastern
and South Eastern Europe, " Economic Journal, June - Sept. 1943. Reprinted
in A.N. Agarwala and S, P. Singh (eds.) The Economics of Underdevelopment.
Oxford Univ. Press pp.245-255 Skitovsky, Tibor, "Two Concepts of External
Economics," Journal of Political Economy, April 1954, Reprinted in The
Economics of Underdevelopment, op.cit. pp.295-308.

8  Samuelson, P.A., "The Pure Theory of Public Expendifure, Review of Economics
and Statistics, Nov. 1954, pp. 387-89; also "Aspects of Public Economic Theory, "
Same Review, Nov. 1958, pp. 332-38. See also Musgrave, R.A. The Theory
of Public Finance: A Study of Political Economy, McGraw-Hill, Book Co. Ltd.
1959, pp. 9-10, 73-83.




and inefficiency. Gos, electricity, water-supply, eic., are examples. Finally,
the socially desirable paitern of investment may differ from that indicated by the
market forces. For example, the society may put much importance on the develop-
ment of the backward regions and/or the production of goods af low cost for the
poor. Market forces need not necessarily determine investment in these fields

i

and State participation may become necessary.

Instead of entering into the coniroversy between free enterprise and State
intervention, it is probably sufficient for our purpose to mention that in the redl
world what we mostly find is some form of mixed economies. Here the main task
is fo find out an optimum mix between private and public invesiment. Theoretically,
given the total size of inves’rrﬁenf, such an efficient allocation will be determined
by marginal productivity considerations. Investment in both private and public
sectors should be expanded in such a way that marginal productivity of investment
becomes equal in each sector. In other words, af equilibrium

R =R

P 9
where Rp and Rg represent productivity of the marginal unit of investment in the
private and government sectors, respectively. If Rp> Rg’ investment funds

should'be transferred from the government sector to the private sector and vice versa.

A note on the rate of return assumed in Rp or Rg is necessary. It is the social
and not the private rate of return that is important. [f market prices are in equi-
librium there will not be any deviation between social and private rates of return.
But if market prices are different from social prices, necessary corrections will
have to be made in order o estimate the social rate of return. A correct estimate
will need an exact idea of the deviation between market prices and social or

accounting prices. Once the accounting prices are known, the following formula

used in a UN study may help to give an idea of the calculafion of the social
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rate of refurn.

Social return on (XP - LP, = MP )} + (X AP_-L AP, - MAP )
- X | m X | m
Investmeni{l) = E

Where X = output, L: =labour, and M = purchased materials plus

maintenonce and depreciation, Px ; P and P represent market prices in each.
m

The difference between accounting and market prices in each are represented

by Al;, API and APm.

In considering R =R , it was assumed that the one competes with the other.
That is, an increase in government iﬁvesi'men’r takes place at the expense of an
equal decrease in private investment. But in practice this need not be so. An
increase in the amount of public investment may also take pldce due fo a decrease
in government non-developmeni expendifure, or due fo a decrease in privaie
consumption or due fo financing from abroad. 10 In these cases the assumption
of the given investment size no longer exists and we are faced with the problem of
moximizing total investment. This is the objective now being advanced by the
underdeveloped economies with inadequate investment-ratio. In these economies,
private savings and investment are hardly sufficient to provide for the increasing

population, not to mention raising the real per capita income. In the confext of

9 UN, Report by a Group of Experts. Formulating Industrial Development
Programmes (with special reference to Asia and the Far East). Economic
Commission for Asia and the Far East, Bangkok (961, p.22.

10 How far the increase in total investment is justified would, of course, need
a thorough calculation of the social time preference rate, particularly if
the level of consumption is curiailed. If the society’s discount rate is very
high, an additional income say in the tenth year, may show a negative net
present value (net of costs). However, in practice, what a planner aims is
not the reduction of the level of consumption but the reduction of the increase
in additional consumption. If income increases by say, Rs. 100, assuming
25 per cent marginal rate of saving, the society will be allowed to increcse
consumption by Rs. 75 only and not by Rs. 100.




Pakistan it is found (Chapter 4) that public investment has a distinctive role to

play not only in encouraging private savings and investment but also in directing

them in the fields and regions which are considered socially desirable.

Thus, one may view the growth of public investment as supplementary,

complementary and directive fo private invesfmeni'.“ As long as the government

development expenditure fulfils this criterion ifs expansion is desirable. This is

the consideration upon which many economists strongly advocate the growth of

. . ‘ .|
government expenditure in the underdeveloped countries.

12

It should not, however, imply that there will not be any competition whaiso-
ever. Even when the public sector works as complementary with the private
sector there may be competition, e.g., in the demand for resources like
technical knowhow, managerial skill, etc. public enterprise may also compete
with private enterprise in selling the goods and services produced.

According to Professor Lewis, in the underdeveloped couniries Government
Expenditure (faking central and local governments together) should comprise

20 per cent of gross domestic product in order o provide the services demand ed.
This is excluding defence and debt charges. The sectoral breakdown is shown

as follows: General and Economic Adminisiration 6 per cent, Education 3 per
cent, Health 2 per cent, Welfare services 2 per cent, Capital expenditure on
Public Works (including roads, schools and hospitals) 3 per cent, and at least

4 per cent for capital expenditure by enterprise in the public sector or by the
Government's financial Corporations which lend to the private sector through
agricultural and indusirial banks etc. Cf. Lewis, W.A., Development Planning,
The Essentials of Economic Policy, George Allen & Unwin Lid., l.ondon, 1966,
pp. [15-16. A similar view is held by Adler who would like to argue that
"government expenditure is inadequate in couniries in which the ratio of govern-
ment revenue and expenditure is less than 10 per cent of GNP, and the optimum
ratio of revenue to GNP for the low income couniries may be substantially
above that figure, notwithstanding, the limitations on the organizational and
administrative ability of the governments of low income countries o make
effective use of fiscal measures." Cf. Adler, J.H., "Fiscal Policy in Develop=
ing Countries," in K. Berill, London, 1964, p.290.




Il Sectoral Allocation Criterion

The preceding Section considered the theoretical justification of public
;levelopmeni' expenditure. Now éiven the size of the fund, what should be
the criterion of allocation? Theoretically, the ideal principle is to push
expenditure fo each sector in such a way that the marginal benefit of the last
rupee spent is equal everywhere. In other words, the principle of equi-
marginal benefits should form the basis of allocation. If the benefit of the
marginal unit of investment is higher in education than in industry, the
society will benefit if funds are transferred from indusiry to education. In

this way total benéfits from the marginal rupee of investment will be equal in

all sectors.

The above allocation criterion is based on the assumptions that there exists
unlimited productive opportunities of inw&zsi'me;mL and that there is capital
consiraint. If we con remove the capital=~constraint assumption, the criterion
needs to be interpreted in terms of equality between marginal costs and benefits.
Under such circumistances, the ideal allocation principle is to push investment
to each sector os long as the marginal benefit of the last rupee is higher than

the cost. This principle may be explained with the aid of the following figure.
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Figure 2.1: Equating Marginal Costs and Benefits.

The MC ~ curve represents marginal cost. The curve is drawn parallel |
to x~axis because each point on the curve represents MC due to an exira rupee
of invesiment. The MB - curve shows marginal benefit. The curve is drawn in
such o way that at the start marginal benefit due to an exira-rupee of investment
is rising. Marginal benefit is highest at point B. As investment continues c:fter
point B, the marginal benefit continues fo decline. Af point C, MC = MB:
Any invesiment beyond C will bring a benefit lower than cost and will not be
economically justified. Similarly, any investment less than C would mean less
total benefit for the society, say from education. Only if investment is pushed up
to point C will benefits be maximized. The same investment criterion can be

applied for other sectors of the economy.

Considered theoretically we thus have an ideal allocation criterion. But
difficulty arises when we come fo apply it in practice. Application of the criterion
needs proper measurement of all costs and benefits. Unfortunately, the technique

is not yet known for quantifying everything. For example, what price tag can be




put to the life saved by constructing a dam which controls flooding? Evaluation of
benefits demands that it should properly represent the social welfare function of the
society. In practice, however, not only is it difficult to quantify things properly
but it is also impossible, as observed by Professor Tinbergen "to construct a social
welfare function obeying all criteria that would seem palusible to a democratic
sociefy." 13 A cursory glance at any of the Development Plans of the under-
developed countries will show that the country has a multiplicity of objectives
which af fimes may conflict with each other. 14 Further as mentioned in Section [.,
if the market prices differ from social prices any calculation based on the former
will not be correct. For o proper evaluation of benefits and costs we will then have

to apply accounting prices.

. U [ I .
Instead of enumerating the difficulties = it may be concluded that invesiment
allocation based on marginal costs and benefits cannot be expected to be of much
. [6 : . . .
help to broad choices. It does not, however, mean that in broad choices, policy

decisions should not toke account of any comparison of alternatives. It

13 Tinbergen, Jan. "The Reievance of Theoretical Criteria in the Selection

of Investment Plans, " In MIT, Invesiment Criteria and Economic Growth,
Asia Publishing House, 1961, p.7.

14 For example, ouiput growth objective may come into conflict with the employ-
ment creation objective; the objective to maximize investment may conflict
with the equity of income objective. It is true that an econometrician may
help to solve the problem with more than one objective (constraint) through
linear programming technique. But it should be remembered that it is possible
for an innocent looking problem to contain mutually contradictory conditions
which will make it insolvable in practice.

15 For a discussion on the difficulties, see Prest, A.R, and Turrey, R., " Cost
Benefit Analysis: A Survey," Economic Journal, Dec. 1965, pp.687-702,728-31.

16 The criterion can be significantly applied in narrow choices where the alter-
natives are close substitutes. If the benefits to be received are same from
different projects one can easily apply the cost-effectiveness criterion.
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should always be remembered that resources are scarce and difficult choices will
have to be made among competing programmes. If the decisions are based on the
pursuit of blind requirements regardless of costs, they cannot be expected to be
ecénomit:. As has been remarked by McKean, "to think systematically about the
costs and gains from alternative policies is surely more sensible than to rely on

haphazard thought or intuition." 17

As a practical guideline, public sector allocation for higher level choices may

be conveniently conceived in terms of broad sectoral classification as

Gd = SOC + DPA
where Gd is public or government developrﬁenl‘ expenditure, SOC is social over~
head capital and DPA is directly productive activities. Once we accept such a
twofold classification, the allocation decision can be viewed as an optimum-mix
between SOC and DPA. Here one encounters the debated issue of balanced versus

unbalanced growth. We do not, however, intend to enter into the coniroversy,

and we would like to pass over the issue by merely viewing the expansion path from

two angles.
4 McKean, R.N., Public Spending, McCraw-Hill Book Co., 1968, p.l145.
{8 A classification on this basis was advanced by Hirschman to develop his

hypothesis of unbalanced growth in the context of allocation of the total
investment fund. Cf. Hirschman, A.D., The Strategy of Economic Development,
Yalte University Press, 1958, pp. 83-89.

19 In fact, the coniroversy cuts very little ice. As has been observed by Professor
Youngson, "Although much has been written about the merits and demerits
of 'balanced growth' it is becoming more and more obvious that this is an
armchair argument, and that it does not focus upon an issue of first-rate
practical importance.” Cf. Youngson, A.J., Overhead Capital, op.cit. p.157
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Figure 2.2: Sectoral Allocation between SOC and DPA with and without room for
Substitution

The figures show a very simple case of two-secior, one-output production function
The expansion paths are drawn in such a manner that in figure 2.2A substitution
between SOC and DPA is possible, whereas in figure 2.2B no such substitution is
possible. The isoquants in 2.2A suggest that the same output can be produced by
varying combinations of SOC and DPA. Figure 2.2B, on the other hand, represents
a case of kinked expansion path and fixed-factor proportions. How far the real
world situation is analogous to 2.2A or 2.2B is an empirical point. [f the economy
concerned is representative of 2.2A, a sirict disci‘pline in investment allocation
between SOC and DPA is not essential, for any inbalance will be corrected in the
next period. But if the economy is representative of 2.2B higher growth can

be achieved only through an exact allocation of investment between SOC and




DPA. For example, up to poin’r- A more investment will be necessary for SO
here a higher allocation for DPA will be wastage since it will result in under-
uilization of capacity in DPA.  Similarly, ofter point A a higher allocation will
be necessary for DPA; here a higher allocation for SOC will result in wastage in

the form of surplus capacity.

If there is any lesson to be learnt from the above illustration it is that invest-
ment allocation decisions shouldlbe made according to the economic condition of
the country concerned. Government development expenditure can greatly assist
in achieving a higher growth rate by removing the bottlenecks in the expansion
path. If ex ante investment by the private sector, say during the next five years,
shows a shortage of SOC, public invesiment can be directed to meet the shortage.
Similarly, if ex ante investment by the private sector in DPA falls short of the
projected amount, public development expenditure can be directed to expand

20

investment in DPA.

We are thus now in a position fo lay down a guide~line for the allocation of
government development expenditure. 2 Conceived in terms of a planning frame-

work it is the duty of the planning authority to make an estimate of the ex ante

‘demand for SOC in the Plan period. Estimates in the form of an input-output

table covering the whole Plan period can help us to asceriain the required SOC, say x

20 Here it is assumed that other policies are also in operation to achieve the
objective.

2] For obvious reasons it is not assumed that the amount of fund is given.
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unit of electricity, y unit of transport and z unit of technical personnel. 22 Once
a decision is made as fo the size of Gd for SOC, the rest of the decision follows.
That is, the residue of the fund should be devoted to DFA. Wheiher the government
un&ertakes personally the productive investments or gives the money os loans to
private investors, or jointly underiakes the activities is a matter of political philo~

sophy, productivity and convenience.

So far as intra-sectoral allocation of investment is concerned, things become
easier. Within a sector, production alternatives are close substitutes and cost~benefit
calculations become comparatively easy. If the alternatives provide equal benefifs,
the problem is to select that alternative which provides the output with minimum
cost by applying the cost-effectiveness approach as mentioned edriier.23 [f the
benefits are different the problem can be handled by applying the Internal Rate of
Return or the Net Present Value criteria, as explained in an Appendix to this Chapter,

taking both cost and return streams into consideration.

22 In practice, however, the problem is a complicated one. For a further
discussion see Section Il of Chapter 5.

23. Alternatively, given equal cosis the projects providing higher benefits
may be selected by making a benefit-effectiveness analysis.
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{1l Regional Allocation Criterion

In any study of the regional allocation criterion, one must consider the optimum
allocation of economic activities based on location or 'optimal dispersion of economic
activities' as the regional economists would like to call it. Until recently, space
economics was not given seri‘ous consideration by economists because of their emphasis
on fime as the most critical factor in economic analysis. But the practical consider-
ations of market imperfections with almost immobility of factors of production even
within a single country have brought classical economic thinking, not based on any
considerations of space, under serious aftack. In fact, as has been observed by
Richardson, " Market forces do not lead inevitably to equality of regional per capita
incomes or fo the optimal spatial allocation of resources, and in some circumstances
may operate in a disequilibriating manner. " 24 Hence one ' faces the necessity of
making some regional allocation considerations. This is particularly important
if the economy concerned has a distinctive regional growth objective, s is found

in the case of Pakistan.

From the allocation criterion discussed in Section Il it follows that national
growth will be highest if investment is pushed to the sectors or projects which are
mos productive. Here it is assumed that the country has only one objective, that
is, fo maximize the return from investment. Investment decisions will reflect the
objective when marginal productivity of capital is equal in all sectors. But a

vconstraint may be imposed the moment the regional balance objective is put forward.
The society is now faced with two distinct objectives: it wants to maximize the

growth rate as well as to reduce[he disparity of income among the regions. The

24 Richardson, H.W., Regional Economics: Location Theory, Urban Structure
and Regional Change, Weidenfeld and Nicolson, London, 1969, pp.3-4.




allocation criterion is now asked to take account of both these objectives.

How far the regional balance objective appears as o constraint on the national
growth objective needs careful study. Let us suppose that there are fwo regions:
‘Al and 'B'. A represents an advanced region and 'B' represents a relatively
backward region. In region 'A!, infrastructures are already developed. All such
facilities as power, transporf, banking, insurance, supply of trained personnel
in fhis'region are available and it is more profitable to invest in 'A'. On the |
other hand, in region 'B' adequate infrasiructural facilities are not available;
entrepreneurs face difficulties in fransporting goods, or else power facilities are
not available, or there is the problem of getting frained workers. As a result,
marginal productivity of capital is lower in region 'B'. Under these circumstances,
it is not possible to say exactly whether region 'A', though giving a higher produci-
ivity in the short-term, is the fegion with higher development potential. As has
been remarked by Professor Lewis: "The richest areas are not necessarily those with
the best prospects. Some of the poorer areas may be poorer only because they have
been neglected,and it is possible that if now helped they will develop so rapidly
that they more than justify economicﬁally the diversion of resources to their needs. nZo
Thus, seen from a long-term point of view, it is difficult to say whether the regional
\/grow’rh objective conflicts with the national growth objective. For o definite
conclusion we must know the development potential of each region. But this is not

an easy task. [t is difficult to say with certainty which regions of the economy are

likely to succeed.

25 Lewis, W.A;, Development Planning: The Essentials of Economic Policy,
op. cit., pp. 69-70,
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With respect to regional growth it may be interesting to note the probable
effects on a backward region due to the development of an advanced region. Myrdal
has observed two types of effects: "Backwash " and "Spreqd".26 Backwash effects
refer to those forces which operate to cause a net transfer of resources from the back~
ward to the advanced region. In Chqpfel; [ we found that there was a net transfer
of reso'urces from East Pakistan to West Pakistan. This may provide an example of
the transfer of resources from the poorer to the richer region.27 Spread effects,
on ’rh_e other hand, refer to those market forces which will cause a higher develop-
ment of the backward region due to the expansion of the advanced region. [t
should be mentioned however, that the forces of spread effecis will be wedk in
poor countries. This implies that "as o rule the free play of the market forces in
a poor couniry will work more powerfully to create regional inequalities and to

widen those which already exist." 28

If the "Spread"” or "irickling down" effects can ultimately overcome the "Back-
wash" or "polarization" eﬂ’ec’rs,:29 the development process iiself will take care
of the backward regions, and policy measures will not be necessary. Not only is it
a lengthy process, but it is also entirely dependent on the effectiveness of market

forces. In the real world, what we find is that free market forces are not always

26 Myrdal, G., ¥Economic Theory and Underdeveloped Regions, Methuen & Co.
Ltd., London, 1957, pp.27-~32.

27 The statement, however, needs to be qualified. Since free play of market forces
has not been allowed the transfer need not entirely be due to backwash effects
only.

28 Myrdal, G., ibid, p.34.

29  "Trickling down" and "polarization" effects are the terminclogies used by
Hirschman, Cf. The Sirategy of Economic Development, op.cit., pp.187-190.
Hirschman seems to have changed his position which he originally took in
emphasising the ¥ trickling down" effects. In o Preface to the Paperback Edition
of his book'(p. i* ) he pleads for a correction because according to him the
questions like regional transmission of growth require much further investigation.




allowed a free hand. There is also the moral and political pressure of developing
\4
the backward regions which does not allow the planners to wait long. Further, in
a geographically non-integrated country like Pckistan with two regions separated by

a great distance, many of the arguments of "trickling down" effects do not apply,

and deliberate economic policy becomes necessary.

Rather than pursue the discussion, it may be worth mentioning that the question
of finding an allocation criterion on a regional basis is not as simple a task as in
the case of sectoral or project allocation. The problem is further complicated due
to the political and social pressure involving the regional growth objective. The
complexity of the problem has been well revealed in the following remark by
Professor Wilson: "The economist has no peculiar right to prescribe the ends that
public policy should serve; his particular concern is rather with the means. The
strengthening of national unity may be deemed to be at least as important as a
further raising of the standard of living and, for the scke of unity, a country may

be ready to accept a somewhat slower growth of output. w30

So far as the inter-regional allocation of government development expenditure
is concerned it is probably sufficient to mention that if the country concerned has
a distinctive regional growth objective, as we find in the case of Pakistan, the

allocation should reflect the regional growth obiecﬁve.SI If aseparate growth

30 Wilson, T., Policies for Regional Development, Oliver and Boyd Lid.,
Edinburgh and London, 1964, p.1l.

3l An argument for an inter-regional allocation of the total government expenditure
(and not merely G |} including both development and non-development expend-
iture seems a strong one. Cf. Huda, M.N., "Planning Exercise in Pakistan, "
Pakistan Development Review, Autumn, 1968, p.345. The speech-article was
delivered when Professor Huda was the Minister of Finance and Planning,
Government of East Pakistan. He observed that "it may be necessary in the
Fourth Plan to determine the intesving allocation in view of the total public
expenditure - Central and provincial, recurrent and capital - incurred in the
two provinces. "




rate is determined for each region, the regional allocation of government develop-
ment expenditure will be called upon to help in achieving the target. 32 Once
we have got a regional breakdown of the total government development expenditure
we can return fo the sectoral allocation aspect of the problem as discussed in
Section II. Now our fask is to allocate fund to those sectors or projects within a

region, that provide a higher return.

32 Here we assume that G | has an effective role to play. In its aggregative
role G, will help in raising the investment ratio in the region and in its
allocative role G, will help in achieving an efficient allocation of resources
in both the public’and private sectors.




Appendix to Chapter 2

A NOTE ON PUBLIC INVESTMENT CRITERIA

i

As mentioned in Section [(Chapter 2), the Internal Rate of Return (IRR)
or Net Present Value (NPV) methods may be applied to consider the costs and
returns of alternative projects. in this Appendix, on attempt is made o show
the application of IRR and NPV formulae. At the outset, it should be mentioned
that throughout this Note strict assumptions will help us to solve the problem of
the large amount of information required for selecting projects. By this, however,

we do not infend to ignore the complexities.

Viewed from a time-dimension, an invesiment project consists of two

sfreams: (i) Cost-stream and (ii) Return-stream,

n

T = %F + O .‘.I..'..C(‘)
¢ i=1€ i§1 c

where Tc is fotal costs,

Fc is fixed or capital costs inyeari (i=1,2, .....n),

Oc is operating costs in year i (i =1, 2, .......n).

where Tr is fotal return,
Rp is return from production in yeari {i =1, 2m .... n),

S is scrap price or value.

| In the course of the present research, a {9-page questionnaire was prepared
with the object of collecting information for making cost~benefit analysis
of public projects. Accordingly, copies of the questionnaire were sent fo
Pakistan. Unforfunately, we have failed to obtain enough information to
undertake studies at project level.




In the real world where market prices do not represent social prices for
“public investment decisions, costs and returns of @ project should be calculated
at accounting or shadow prices. For the sake of simplicity we shall however,

assume that there is no divergence befween market price and social price.

Further, there are difficuliies of measurement. Not only are the costs and
returns associated with an invesiment project unceriain, but also somefimes
measurement becomes impossible., However, in the following Section we shall

- ° 2
assume that costs and refurns are known with certainty.
i

Internal Rafe of Return and Net Present Value are two different approaches
of the discounted cash Flowgmei'hod. It is claimed that the discounted cash

flows method is superior to other fypes of decision methods ~ since it considers

2 The assumpiion does not mean that risks and unceriainties should be ignored.
On the contrary, emphasis is given to the careful handling of risks and
uncertainfies. Since no project is free from uncertainties it would be better
fo show a 'range of outcome.' While discussing the Green River Watershed,
McKean suggested such a ‘range,' as follows:

Present worth not likely fo fall outside this range:
$100 to $400 million.

Present worth extremely unlikely unlikely to fall outside this range:
~$100 to £600 million.

Such a presentation has the advantage of analysing benefits in a form which
can show the worst and best of the outcome. Cf. McKean, R.N.,
Efficiency in Government Through Systems Analysis, New York: John Wiley
& Sons, 1958, p.206.

3 Some of the other investment methods ore: Pay-off period; Proceeds per
rupee of outlay, Average rate of return, ete. Cf. Mishan, E.J., Cost=Benefit
Analysis, George Allen & Unwin Lid., 1971, pp.185~189. See also Bierman,
H.Jiand Smidt, S., The Capital Budgeting Decisions, Economic Analysis
and Financing of Investment Decisions, The Macmillan & Co,, New York,
(Second edition) 1966, pp.21-25.




the timing of cash flows associated with an investment. The main principle of
the discounted cash flows method is to make @ comparison between T, and Tr
(both of which may take place at different times) by bringing them to present
level,or at zero time=level. Money has a fime value. One rupee in year-|

and one rupee in year~2 are not of the same value, If the costs are incurred

in different years they should be brought back to the present at a chosen discount
rafe .4 Similarly, the returns occurring in different years should be brought back
to the ;.':rf.asvr-:m“.5 Only when we have been able to do so, will a proper compari-

son between Tc and Tr be possible.

Internal Rate of Return (IRR). The IRR of an investment~project is the rate

which will make the present worth & the cash proceeds equal to the present

worth of the cash outlays. Thus, it is the rate for which the present discounted

value of net refurns is zero.  Such a rate can be determined by a process of

trial ond error. This determined rate is the rafe of return, r, of the investment.
In order to determine r it is necessary to know: (i) the cost-stream and

(i) the return-stream. First, the cost-stream must be discounted at the chosen

interest rate in order fo determine the present worth of the tofal invesiment spread

6 .
over a number of years. The following formula may be used to discount the

cost siream.,

4 The question of selecting discount rate will be discussed in Section ill.

The calculation is conveniently done if one follows the conversion Tables
at various rates of interest shown in many text books dealing with investment
decisions.

6 If the cash outlays required for the investment take place only once in the
beginning, the present worth of the total cost will be equal to that sum,
that is j will be equal to O (equation 3) and there will be no necessity
of discounting.
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where Cb is the present worth of the total costs,

C o= C (3)

_c
"=

J

C is cost incurred at the end of the year | and

iis the rate of interest.

Once the value of Cp is known, the second step is to discount the return-
stream at a rate which will make the present worth of the returns just equal to

Rp' the present worth of the total returns. That is,

R= R e, e &)
p Z__L_____

3=t (L +r) |
where R is the cash flow at the end of the yeuf, ir

Tis the rate of refurn.

The above decision formula may be explained with the aid of a very simple
exercise. Let us consider a project with costs and refurns spread over three years.

Cost -stream: First year Rs. 800
Second year Rs. 200
Third year Rs. 200.

Expressing the . cost-stream in terms of equation 3 af an interest rate of 10 per

cent, we get

800 + 200 0 20 3 =Rs. |,043 approx.

(r+0.D (I'+0.1) T+0.1

Once Cp is known, we need to discount the return-stream at a rate of return,
r, which will make it equal fo Rs. 1,043. Suppose the returns, spread over three

years, are as follows.



First year Rs. 300
Second year  Rs. 710
Third yeor Rs. 400

The stream may be written in-the form of equation 4, as shown below.

Rs.1,043= 300 + 710, + 400 ,
T+ T+ T+

By process of trial and error r will be found approximately 0.16. Discounted

at this rate, Rp will be approximately Rs. 1,043 which is equal fo Cp.

If there is no capital~constraint, the best course is to undertake all projects
with r>i. In the presence of capifal-consiraint, it will be necessary to consider

a number of alternative projects and moke a ranking-list, as shown in the following

Table.
Investment i = rate of r = rate of Ranking
Interest refurn
A 0.10 0.08 4
B 0.0 0.22 |
C 0.10 0.16
D 0.10 0.10

Given a rate of interest 0.10, the correct course is fo undertake project B
first. If funds are greater, underiakings of C and D will follow in order of merit.
At the present rate of interest, project A is not accepiable as it gives a rate of

return lower than the interest rate.

Net Present Value (NPV). The NPV criterion makes a direct comparison between

costs and returns by bringing the streams o present worth. [t is not necessary fo




determine r, the rate of return, What is required is to compute the present values
of the cash proceeds and cash outfays at the given rate of interest, i, and compare

the cash flows. Expressed formally, the NPV criterion may be shown as follows.

NPV =R = C vevenesvnnnenns .. (5)
P P

where, as before, Rp is the present worth of the total refurns and Cp is the

present worth of the total costs.

In order to calculate Cp' the same formula as shown in the IRR criterion may
be .used. The calculation of Rp' however, is different in the NPV approach
since it is no longer necessary to find out 1, the rate of refurn. As in the calculation
of Cp' the return stream must be computed by using the rate of interest, i, as shown

in equation 6 below:

R,
sz i .._,,.,.Lq—-.--.— e et aas e (6)

The notations are the same as in (4) with the change of 1 in place of r.  Here |

indicates the rate at which the present value of the cash proceeds, Rp’ is computed,

The NPV criterion may be illustrated by taking an investment~project with a
7ia
cost~stream as shown .im page ¢2 with a present value of costs, Cp =Rs. 1,043,
Let us suppose that the return-stream is as follows:

First year Rs. 200
Secondyear Rs. 800
Third year Rs. 300

Applying equation 6 and assuming i = 0,10, we may write the cash proceeds

as

R = 200 + 800 + 300

(‘—-:-6-'”3 =Rs. 1,068.39.




Once Cp and Rp are known, NPV can bg cateulated.,
NPV=RP - Cp (5)

=Rs, |, 068 - Rs. 1,043

=Rs. 25.

Here the project shows: a positive NPV and is acceptable. In the absence
of capital~consiraint, the correct course would be to undertake all projects
with a positive NPV, As in the IRR=approach, in the presence of capital~-
constraint it would be necessary to determine the suitable alternative through

project-ranking.

Investment R_ = Present worth = Present worth NPV Ranking
of total refurns of total cosis in
in Rs, in Rs, Rs.
A 1,000 f,043 ~-43 4
B [,100 1,043 57 I
C 1,068 {,043 25
D 1,043 1,043 0 3

If there is capifal-consiraint, project B will be undertaken first. If more
funds are avail able, project C will be chosen. So far as project D is concerned,
RP = Cp and the undertaking of the project is neither beneficial nor harmful .
Project A cannot be Qnderiuken at the given rate of interest, 0.10, However,
if the rate of interest falls, project D will show a positive NPV and project A

may also appear acceptable. The opposite will occur if the rate of interest rises.

[+ may be observed that both [RR and NPV criteria will give the same

result in normal cases. But if the return-stream changes sign frequently from



negalive to positive and buck to negative, then more than one internal rate of
return will be Found.7 Further, as hos been observed by Turvey, if the IRR~
method fails o use a "discount rate representing our relative evaluation of
.currenf and postponed returns and costs, "t will be the wrong criterion .8 In
order to avoid this confusion, we have assumed that in using both the methods -~
Infernal Rate of Return and Net Present Value - a discount rate rep.resen’ring a
social rate should be used, and if it could be done the IRR-method may, in most
cases, give correct signals. Moreover, if both IRR and NPV are used it may be
a useful comparison to observe how far the project-ranking is justified, viewed

from both decisions formulae,
1

In the above discussion it was assumed that not only the cash~outlays and
the cash-proceeds are known but also that the rate of interest, i, is given,
In reality, however, selection of an interest rate is not a simple task. One often

. - - . . 9 .
comes across suggestions in the form of social time preference rate” and social

7 Cf. Henderson, P.D., "Notes on Public Investment Criteria in the United
Kingdom, " Bulletin of the Oxford University Instifute of Economics and
Statisiics, Vol. 27, 1965, p.6l. See also Mishan, E,J., "A Proposed
Normalization procedure for Public Investment Criteria," Economic Journal,
December, 1967, p.777.

8 Turvey, R., "Present Value versus Internal Rate of Return = An Essay in the
Theory of Third Best, " Economc Journal, March 1963, p.%6.

9  As hos been observed by Feldstein: "For public investment decisions we
may wish to reject the market-determined evaluation of future consumption
in favour of a politically determined.social timepreference function.”
"The Social Time Preference Discouni Rate in Cost Benefit Analysis.,"
Economic Journal, June 1964, p.364.
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opportunity cost rate  as measures of the social rate of interest, Buf the
information required for estimating social time preference or social opporiunity
cost rate relates to many aspecis of the economy, most of which may not be

‘avczilcnble.”

In the underdeveloped countries where the capital market is highly imperfect,
one can observe market rates of inferest ranging from less than 3 per cent fo
more than 50 per cent. Here, the problem of selecting an interest rate for
discounting is exiremely difficult.. It is true that exercises in the form of
Linear Programming can help to determine the intrinsic value of capital. But,
as will be shown in Appendix A, it has not yei been possible to apply an overall
programming approach in the context of economic planning in Pakistan. The
best that could be done is to select a range of alternative rates applying some

partial criteria.

10 Social opportunity cost rate of a public investment has been defined by
Henderson "as the value to society of the use of which the resources employed
in the project would otherwise have been put - in other words, the value to
society of whatever it is that the project precludes.” Cf."Notes on Public
[nvestment Criteria in the United Kingdom," op. cit., p.66.

Il See, for example, Prest, A ,R., and Turvey, R., Cost-Benefit Analysis:
A Survey," Economic Journal, December, 1965, pp. &7 -99 and 729.




Chapter 3

GROWTH OF GOVERNMENT EXPENDITURE

The main object of this Chapter is to give some idea of the growth of govern-
ment expenditure in Pakistan. In recent years, a number of country case-~studies
have been made in this Field.l But no study has yet been made to analyse the
growth of government expenditure in Pakistan, though several partial attempts
to measure government development expenditure are to be found. In this
Chapter, we shall try to analyse the growth of total government expenditure and
government development expenditure in Pakisian., An attempt will also be
made to show the regional growth of government development expenditure.

It probably needs no mention that in keeping in [ine with our study, the main

emphasis of this Chapter will be on governmeni development expenditure.

The chief source of information is the Minisiry of Finance of the Government

of Pakistan, which compiles data of government expenditure by the Central and

Provincial Governments of Pakistan. The data available have been used to estimate
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