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Fiscal Decentralisation and Economic
Growth in Pakistan
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. INTRODUCTION

Fiscal decentralisation is seen as a means to ealthe economic efficiency of
the government and also promote economic growtkcdaFidecentralisation is the
empowerment of fiscal responsibilities to the salianal governments, involving
devolution of powers to tax and spend along wittagements for correcting the
imbalances between resources and obligations. Tlffectigeness of fiscal
decentralisation depends upon: (a) appropriatereipge assignments—with division of
functions among different levels of government dejdeg upon their comparative
advantage (called the principle of subsidiarityjy) (appropriate tax or revenue
assignments; and (c) the efficient design of aesystof transfers and its proper
implementation [Kardar (2006)].

Many developing countries are turning to differefdrms of fiscal
decentralisation because it is a possible way tarigeof the traps of ineffective and
inefficient governance, macroeconomic instabilitydanadequate economic growth.
Economists and policy-makers are of the view that decentralisation of a nation’s
fiscal structure is an effective strategy to proenoeconomic growth and
development. However, it is surprising that somésting studies found negative
association between economic growth and fiscal wmieaksation in cross country
study as well as a country case study. In spitéhisf negative association between
economic growth and fiscal decentralisation, depetband developing countries are
reviving their debates on fiscal decentralisation.

The primary propose of this study is to analyseittiigact of fiscal decentralisation
on economic growth of Pakistan. The rest of theepap constructed as follows. Section
Il will take brief review of previous studies onethsubject. In Section IIl, we will
summarise the trends in fiscal allocation betweentral and provincial governments.
Section IV will describe the model and methodoldggtimation results will be presented
in Section V. Section VI will conclude the study.
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I1.LITERATURE REVIEW

There is extensive literature on the relationskipween fiscal decentralisation and
economic growth. Different studies found differessults for developing as well as
developed countries but no study found on the saghaionship in the context of
Pakistan. Phillips and Woller (1997) suggested thate exists a statistically significant
though trivial inverse relationship between theelewf revenue decentralisation and
economic growth in sample of developed countridgyTfailed to find any relationship
between fiscal decentralisation and economic grouwthsample of less developed
countries. Their data set consists of annual olbsiens on twenty-three less developed
and seventeen developed countries for the year the@ugh 1991.

Zhang and Zou (1998) using the provincial paneh dat the period 1978-1992 for
China, found that a higher degree of fiscal deedistition of government spending is
associated with lower provincial economic growtheiothe past fifteen years. This
consistently significant and robust result in theinpirical examinations is surprising in
light of the argument that fiscal decentralisatigually makes a positive contribution to
local economic growth.

Jin and Zou used the panel data set for China’prd@inces for the time period
from 1979 to 1993 and 1994 to 1999 separately.r€Balts suggested that in both time
periods, expenditure and revenue decentralisagioeld should further diverge to benefit
provincial growth.

Xie, Zou and Davoodi (1999) found for the high-ime® country United States
(covering the period since 1949) a highly insigaifit effect of fiscal decentralisation on
economic growth. They argue that the degree ddifidecentralisation in this country may be
at an optimal level so that benefits from a furtlies of fiscal decentralisation are unlikely.

Lin and Liu (2000) used the province-level panghdaf 28 provinces of China for
the period 1970-1993. They examined the effectistfaf decentralisation on economic
growth by using a production-function-based redogssanalysis framework. They
suggested that fiscal decentralisation has madesiéiye contribution to growth process.
They also concluded that rural reform, the nonestsgctor and capital accumulation
along with fiscal reform are the key deriving fasoaf China’s impressive growth over
the past 20 or so years.

Thieben (2001) reviewed the benefits and shortcgmiof fiscal decentralisation
for OECD countries for the period of 1975-1995. tked the pure cross-sectional
technique for analysis. He concluded that ther@dasrelationship between economic
performance of high-income OECD countries and mekaof sub-national governments
on own revenue sources to finance their expenditukhough it appears that increasing
self-reliance and capital formation are positivedyated, the associations between self-
reliance, on the one hand, and TFP growth and ewmngrowth, on the other, are
unclear.

Martinez-Vazquez and McNab (2001) concluded thag till an open question
for empirical search for a direct relationship betw fiscal decentralisation and
economic growth. Much less attention has been @evit the literature to the indirect
channels through which fiscal decentralisation reeigct economic growth, through the
impact of fiscal decentralisation on economic éficy, the regional distribution of
resources, and macroeconomic stability.



Fiscal Decentralisation and Economic Growth 847

Ebel and Yilmaz discussed the topic of measurenoéntlecentralisation and
different models on the relationship between fisdacentralisation and economic
growth. Discussing the fiscal designs of OECD cdast they concluded that
decentralisation is surprisingly difficult to estite and data, used by different authors, in
spite of many merits, falls short of providing fpikture of fiscal decentralisation.

Mello and Barenstein (2001) used the cross-couddty for up to 78 countries for
the period 1980-1992 and concluded that the higher share in total sub-national
revenues of non-tax revenues and grants and trarfsfen higher levels of government,
the stronger the association between decentralisatid governance.

Martinez-Vazquez and McNab (2003) using panel datafor 52 developing and
developed countries for the period 1972-1997, erachthe direct and indirect relationship
between fiscal decentralisation and economic graawith macroeconomic stability. They
found that decentralisation appears to reduceateeaf inflation in the sample countries,
does not appear to directly influence economic tlipand has an indirect, positive effect
on growth through its positive influence on macmemic stability.

Feltenstein and Iwata (2005) give an empirical eration of the impact of fiscal
and economic decentralisation in China on the agismeconomic growth and inflation,
using a vector autoregressive (VAR) model with datgariables. Their econometric
investigation offers strong evidence that thera isonnection between decentralisation
and macroeconomic performance in China. Economiemtealisation appears to be
positively related to growth in real output for thetire postwar period in China. Fiscal
decentralisation seems to have adverse implicafionshe rate of inflation, especially
after the late 1970s. Decentralisation would tremeteem to be good for growth and bad
for price stability.

[Il. TRENDSIN FISCAL ALLOCATION BETWEEN THE CENTRAL AND
PROVINCIAL GOVERNMENTSIN PAKISTAN

(a) Overall Fiscal Status

We analyse the fiscal stance of Pakistan which\wassides to balance the budget,
namely revenues and expenditures. Fig. 1 showstotait expenditures accounted for
25.7 percent of GDP in 1990-91 compared to 17.@gqerof GDP in 2005-06. Total
expenditure in the National Accounts is dividedointurrent and development
expenditures (as in Fig. 1). Throughout 1990s’ entrexpenditures have a lion’s share of
total expenditures i.e. 19.3 percent in 1990-91 a6d percent in 1999-00. Current
expenditures have decreasing trend now i.e. 16:8pein 2002-03 compared to 13.4
percent in 2005-06. Although the change is not maighificant but it is a positive start
which should be continued. Development expenditwlesreased consistently during
1992-2001 from 5.7 percent in 1992-93 to 1.7 pérae000-01 and then increased
during 2001-2006 from 1.7 percent in 2000-01 topkfcent in 2005-06. This shows the
overall Government expenditures as a share of GDP.

Total revenues are divided into two tax revenued aon-tax revenues. Total
revenues are 16.9 percent of GDP in 1990-91 ar@l dercent in 2005-06 (as shown in
Fig. 2). There is no significant increase or dexlim revenues. Tax and non-tax revenues
have also insignificant fluctuations.
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Fig. 1. Share of Expenditures Relativeto the GDP
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Fig. 2. Share of Revenues Relativeto the GDP
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(b) Relative Fiscal Status between the Central and Provincial Gover nments

Fiscal decentralisation can be measured by théiwelaizes of central spending
and revenue collection and provincial spending emnue collection. Pakistan has a
highly centralised structure, characterised byciestitutional assignment of powers and
the political, administration and fiscal systemsafddar (2006)]. The Constitution of
Pakistan gives the power to the Federal Governnmefdvy the most productive taxes
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under present conditions-taxes on non-agricultunedmes, taxes on import, production
or excise duties and sales taxes. Once colledtedettaxes are then shared between the
federal government and the provinces and betweepithvinces and local governments
while the expenditure responsibilities are assigiwethe sub-national governments. So,
the revenue side is not a good indicator of deaisation compared to expenditure side.
Revenues are allocated between Federal and Pravgmiernments with help of

National Finance Commission which is formed by Eresident of Pakistan after every
five years. Since 1997, the share of the Governiingtiie divisible pool has been fixed at
62.5 percent while the share of the provincial goreents has been fixed at 37.5 percent.
Beginning 2006-07, the share of the provincial goueents in the divisible pool will rise
annually to 41.5 percent, 42.5 percent, 43.75 mérets.0 percent and 46.25 percent
thereafter in coming yearE€onomic Survey, 2005-06

Fig. 3 shows some evidence about the relative Ifistatus of central and
provincial governments. In 1971-72, provincial gowaents had .29 percent of total
federal government expenditures as compared t@486ent in 2005-06. So, there is an
increasing trend of fiscal decentralisation on éxpenditure side. On the revenue side,
29 percent in 1971-72 as compared to 44.73 perocer2005-06. Although, it is
increasing trend on the revenue side but still tisfs&tory. There are no significant
changes in the ratio of expenditures and revenudéschwis poor picture of
decentralisation of fiscal status from last 8 yearspite of increasing interest of present
government towards fiscal decentralisation and higiom of powers.

Fig. 3. Ratio of Provincial and Federal Expendituresand Revenues
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IV.METHODOLOGY AND MODEL

The present study is based on secondary sourceat donsisting annual
observations on Pakistan and all four provincesttier period of 1971-2005. We have
taken the real Gross Domestic Product at curraibifacost as dependent proxy variable
to analyse the impact of fiscal decentralisatioreoanomic growth of Pakistan. Lin and
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Liu (2000) also used same dependent variable ®ratialysis in their study on China.
Data on GDP has been taken from Pakistan Econouariee$. Data for other variables
has been taken from various sources i.e. Hand Bé&tatistics on Pakistan economy,
2005, various issues of Pakistan Economic Survifty, Fears of Pakistan Statistics.

Fiscal decentralisation is measured with respediotth revenue and expenditure
assignments. In the literature on fiscal decersasihn, different decentralisation
measures have been used. These studies includipPaid Woller (1997); Lin and Liu
(2000); Mello and Barenstein (2001); Thieben (2004ig, Zou, and Davoodi (1999);
Zhang and Zou (1998); Jin and Zou, Feltenstein larada (2005). However, we have
used the best known indicator of fiscal decentatilis.

Our decentralisation variables are

RPEC: The ratio of sub-national government expenel$ to total government
expenditures;
RPECA: The ratio of sub-national government exjitenets to total government
expenditures less defence expenditures and payshererest on debt;
RPRC: The ratio of sub-national government revente total government
Revenues; and
RPRCA: The ratio of sub-national government reesnless grants-in-aid to Total
government revenues.

The variables RPEC and RPRC are straight forwardsores of expenditure and
revenue decentralisation. The use of these twamsratilone as measures of fiscal
decentralisation, however, can be misleading [Philhind Woller (1997)]. Confusion can
occur when all or most local taxes, tax bases,tardates are established by the central
government, when the central government exercisagat over provincial expenditures,
when grants-in-aid from the central to provinciavgrnments are earmarked for specific
purposes, or when defense and debt expenditurdsebgentral government are taken into
account as the case of Pakistan (presumably we twantlude only those expenditures
that could, in principle, be the responsibility @fher level of government). Though we
cannot account for all of the above difficultiegyot simple adjustments are possible
[Wasylenko (1987)]. The first adjustment in RPECA to subtract defense and debt
expenditures from total government expendituresrwdadculating the ratio of provincial
government expenditures to total government experedi. The second adjustment in
RPRCA is to subtract grants-in-aid from provingavernment revenues when calculating
the ratio of provincial government revenues toltgteernment revenues.

Now, we explain our other explanatory variables.

OPEN: Openness, measured by the total volumereidio trade (sum of exports and
imports divided by GDP).
INFL: The inflation rate.
GEXP: Total govt. expenditures.
GREV: Total govt. revenues.

We form our growth model as follows:

Log(Y)=0;+a,L 0g(GEXP +a5L 0g(GREVJ+a(OPEN +as(INFL) +a6(RPEQ
+07(RPRQ+03(RPECA+ ag(RPRCA+
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Where,Y is GDP at current factor cost. Explanatory vagaldre explained above.
Our explanatory variables (other than fiscal dedisation variables) of growth used in
many other studies on economic growth can be engdiaiThe argument for including the
degree of openness as a determinant of growthssthéd more exports lead to more
efficient resource allocation as a result of exaércompetition in the world market,
whereas imports are the means to import advancebinééogy from developed
economies [Zhang and Zou (1998)]. Inflation canegate a positive effect on growth
because higher inflation leads people to investeniophysical capital and cut their real-
balance holdings (the Tobin portfolio-shift effedBut at the same time, inflation raises
the transaction cost of economic activities (constion and investment) and may reduce
the rate of economic growth [Zhang and Zou (199B)|capture the impact of budgetary
expenditures and revenues of central and provigoakrnments on economic growth,
we have included the total govt. expenditures aenkemues. However, our primary
concern in this study is with fiscal decentralisatvariables.

In this study, first, we will check the stationargh-stationary of variables using
Augmented Dickey-Fuller (ADF) test with intercephdatrend and intercept. If all
variables will have the same integrating order, tweintegration analysis will be
undertaken. If long-run relation will exist then deb will be conducted by including the
difference of lagged random error term. This mod#él be estimated based on OLS
method. However, if variables are not going to mggrate, then we will apply only OLS
method with difference of the variables based enADF test. Moreover, the problem of
autocorrelation is handled by using Autoregressime moving averages methods of
different orders.

V.EMPIRICAL RESULTS

First of all, we have conducted the ADF test fatisharity or non-stationarity.
Results of the mentioned test are reported in Talaled Table 2. Our dependent variable
GDP time series is not stationary at 1st differemperator when we test it with intercept.
It is also not stationary when tested with trend amercept at 2nd difference operator as
reported in Table 2. We have found only Log (MRENd OPEN time seriestationary

Table 1
Augmented Dickey-Fuller Test with Intercept
Variables Level 1st Difference Conclusion
GDP -2.07 -4.12 (1)
Log (GEXP) -3.39 -5.32 (1)
Log (GREV) -4.07 - I (0)
RPEC -2.61 -8.95 (1)
RPECA -1.2 -5.56 (1)
RPRC -2.15 -5.96 (1)
RPRCA -1.28 -5.32 (1)
INFL -2.92 -4.93 (1)
OPEN -5.92 - I (0)

Source:Authors calculations based on E-views software.
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Table 2
Augmented Dickey-Fuller Test with Trend and Intptce
Variables Level 1st Difference Conclusion
GDP -3.78 -6.37 I (1)
Log (GEXP) -2.57 -6.85 I (1)
Log (GREV) -2.56 -8.36 I (1)
RPEC -3.43 -9.22 I (1)
RPECA -3.53 -5.46 I (1)
RPRC -3.12 -5.90 (1)
RPRCA -2.24 -5.22 (1)
INFL -3.44 -4.81 (1)
OPEN -5.43 - I (0)

Source:Authors calculations based on E-views software.

when tested with intercept. But when we test LOREY) with trend and intercept, this
time series found non-stationary. OPEN found statip time series when tested with
trend and intercept. So, the time series cannotdategrated due to unidentical
conclusions from ADF test with intercept and withrtd and intercept both.

Our regression results are based on differencatmpemnd we have used the first-order
moving average process. The regression resultepogted in Table 3. Results are not very
much different from our expectations because wadaqoositive association between fiscal
decentralisation and economic growth except thie @it provincial revenues to central
government. Some studies surprisingly found theatne®y association between fiscal
decentralisation and economic growth i.e. Zhangzmd(1998), Phillips and Woller (1997)
and Davoodi and Zou (1998). Our variables othen thecentralisation are found significant
except GEXP. In case of Government Expendituregeicu expenditures comprising of
expenditures for defence and debt payments, h&sns khare in total expenditures in
Pakistan. So, it has not significant effect omnetoic growth of the country. INFL is highly
significant and has positive impact on economiewtfidoecause higher inflation leads people
to invest more in physical capital and cut thedd tealance holdings. GREV has also positive
impact on economic growth and it is significant. EDPhas negative impact on economic
growth. But our central focus is on fiscal decdisiasion variables which are little surprising
in their results. Ratio of provincial revenues tenttal revenues (RPRC) has negative
association with economic growth of Pakistan in sample period but when this ratio is
adjusted (Provincial Revenues less Grants fromrdédgovernment divided by Total
Government Revenues), it has positive impact oma@oe growth and statistically
significant. It is strong evidence for fiscal detralisation on the revenue side. RPEC has also
positive impact on economic growth and statistjcsijnificant which is also strong evidence
for fiscal decentralisation in Pakistan. When wgistdhis ratio to reduce the confusion which
can occur when defence expenditures and debt paymentaken into account, the result is
found statistically insignificant but has positivepact on economic growth just supporting
the theory. Insignificant results are not surpgdiecause some previous studies also found
insignificant results especially for developing otigs. For example, Phillips and Woller
(1997) found statistically insignificant resultsr fdecentralisation variables, when they
regressed these variables especially for develomogtries. Our overall model is strongly
supporting the evidence that fiscal decentraliratidl lead to accelerate economic growth.
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Regression Results with Gross Domestic Productegsdsand

Variables Coefficient Standard Error t-statistic
Constant 0.1123 0.0589 1.9061
INFL 0.0066 0.0009 6.9543*
A LGEXP 0.0886 0.0954 0.9285
LGREV 0.0070 0.0031 2.2899**
OPEN —-0.4167 0.1793 —2.3241*
A RPEC 0.5395 0.3746 1.4399

A RPECA 0.1333 0.1119 1.1911

A RPRC -0.1747 0.2714 —0.6437
A RPRCA 0.6211 0.2690 2.3088**
MA (1) —0.9895 0.0008 —1246.430
R-squared 0.7448 Mean Dependent var. .1489
Adjusted R-squared 0.6449 S. D. dependent var. 6205
S. E. of Regression G®H3 Akaike info. Criterion 891
Sum Squared resid. 0.0258 Schwarz criterion 557
Log Likelihood 1 F-statistics 7.4571*
Durbin-Watson stat. 1.8054 Prob. (F-statistics) 0.0000

Source:Authors calculations based on E-views software.
Note: *, ** *** indicates that parameters are significt at 1 percent, 5 percent and 10 percent level
respectively.

R?and F-statistic values are also reported in Tabl8d3 overall impact of fiscal
decentralisation variables and our other regressorsconomic growth is near about 74
percent which is supporting overall goodness of fit

V1. CONCLUSIONS

The main focus of this paper was to provide theand evidence on the
relationship between fiscal decentralisation anshemic growth for Pakistan. We have
found mixed type of results i.e. some variablee IRPEC,RPRCA have positive
relationship and found significant but we have aleand a coefficient (1.191) for
variable RPECA which has positive impact on ecomomrowth but statistically
insignificant. We have also found a variable (RPR®@)ich has negative impact on
economic growth. Perhaps, it is understandablehatthis stage of development in
Pakistan, where the central government is constantistrained by the limited resources
for public investment in national priorities such highways, social services, poverty
reduction, telecommunications, energy, defence,t dsérvicing etc. Such key
infrastructure projects may have a far more sigaiit impact on growth. This finding
has some implications for Pakistan, pursuing fistsdentralisation. The merits of fiscal
decentralisation have to be measured relative g¢oettisting revenue and expenditure
assignments and the stage of economic developriéet.central government is in a
better position to undertake the fiscal responsibdl at the early stage of economic
development. However, if the shares of provinc@aleggnment revenues and expenditures
rise continuously then it can slow the pace of eoaic growth.
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