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INTRODUCTION

The purpose of this note is to discuss the nature of the problems created -
by the “impact of the capital expenditure on the subsequent liabilities of re-
curring expenditure”! of the government and to suggest certain remedies for
either eliminating or reducing such problems.

The problem, as stated below, basically relates to the financial planning
of development projects. The installation of a development project involves
capital costs. The running of the project, after its completion, involves the
costs of operation and maintenance, i.e., the recurring costs. The purpose of
financial planning is to maximize the surplus of returns over the costs of opera-
tion, including the maintenance and replacement costs.

Whether a project is undertaken by a private entrepreneur, or a govern-
ment department, or a public corporation, financial planning has to be done
and rigorously implemented. No private entrepreneur will undertake a pro- 4§
ject unless he expects to earn a reasonable rate of net profit. However, a private -
entrepreneur may undertake a project the returns from which might just break
even provided that the project is complementary to some other projects which
he has already installed or expects to instal.

In spite of its general character, the problem has special implications for
government projects and government budgeting. Because of the well-known 3
role of the public sector in the economic development of less-developed coun-
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'trie's, the development budgéts of the government must include different types

of projects in different sectors many of which, by their very nature, cannot be
financially self-liquidating. Most of these projects mainly relate to the in-
frastructure where the initial capital expenditure is high, the gestation period
long, and the returns are either nil or not commensurate with the recurring
costs involved. Generally speaking, the private sector does not undertake, or
is reluctant to undertake, such projects even though these are prerequisites to
the initiation of economic growth. This means that, unlike the private sector,
the public sector has to undertake projects which are not financially viable.
The development budgets in Pakistan are no exceptions in this respect.

A scrutiny of the project-mix in the development budgets of the central
and provincial governments of Pakistan would enable us to classify govern-
ment projects in different groups accordingly as whether they are income-earning
or non-income-earning.

First, some government projects are not directly income-earning. These
relate to the development of the socio-economic infrastructure, such as, roads,
flood and salinity control, education and research, health and other social
services. Second, certain projects are income-earning, but because of the well-
known socio-economic reasons, the incomes earned from them fail to offset
the recurring costs involved. These relate to irrigation, fertilizer and pest
control in the agriculture sector, and to ports and waterways’ development in
the transport sector. Projects for the development of communications may
also be included in this group. Operation and maintenance of such projects
necessitate heavy subsidy from the government. Lastly, there are projects
in transport, agriculture, and industries sectors which are not only directly
income-earning but also capable of ensuring a net profit.

An examination of Pakistan’s development budgets would reveal that
projects belonging to the first and second groups claim the largest share of the
development expenditure. Consequently, unless the directly income-earning
projects are so productive as to yield a net return at least equivalent to the re-
curring costs of the non-income-earning projects, the operation of the completed
projects of the government will necessitate proportional increase in the tax
revenues. Depending upon the magnitude of the amount of the recurring
costs involved, it has certain important implications for capital accumulation
as well as for the development strategy in the public sector. A proper solution
of the problem involves a clear understanding of such implications.

‘2. IMPLICATIONS OF RECURRING COSTS FOR CAPITAL ACCUMULATION

The implications of the recurring costs for capital accumulation in the
public sector can be analysed under simplifying assumptions without blurring
its significance in any way. Let us assume that the government has a balanced
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budget, i.e., government revenue, R, equals its expenditure, E. The govern-
ment revenue consists of tax revenue, R,, and non-tax revenue, i.e., income
from projects, R,. Likewise government expenditure includes those on the
general administration including defence, E,, the recurring costs of projects,
E,, and investment E;. Then

Ri+Ry=E;+E3 .covvviiiiiiiiiiin, €))

E3s=R;+R)—Ey+Ex)ennnnn.. )]
Assume further that
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Then by substituting the above relations in equation (2) we get
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It can be seen from equation (4) that E; will increase only if the sum of
revenue surplus and revenue from public investment is positive. The rate of
public investment will vary directly with (r — ¢) and the rate of investment will
be greater than, equal to, or less than, revenue surplus depending upon whether

r=c When r<c, the initial level of public investment can be maintained if

(t — b), the tax-revenue surplus, equals (r — c) in absolute value. If it is not,
t has to be increased or b reduced proportionately. In a developing economy
it is unlikely that b can be reduced. If b cannot be reduced t will have to be
increased proportionately, and more than proportionately if b also increases,
or budget deficits will have to be increased to maintain the level of investment.
If on the other hand r > c, the level of investment will be positive even if there
is no tax-revenue surplus and hence it will reinforce the contribution of revenue
surplus to investment.

Assuming that the strategy of development planning in Pakistan stipu-
lates increasing the rate of investment in the public sector over the perspective-

plan period, the attainment of the objective ceteris paribus will partly be facili-

tated by the appropriate financial planning of projects which would render r
greater than c. We say partly because planned investment rate may be higher
than the existing rate by an amount greater than the improvement in (r — c).
In this situation also in order to achieve the planned rate of investment, the
government have to increase t and more so if b increases, or incur budget
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deficits. It is clear that in order to increase rate of investment t will have to
be increased and/or budget deficit will have to be incurred if (r — ¢) cannot
be improved and more so if (r — c) deteriorates.

Because of the role of public sector in economic development and the
consequent nature of the project-mix in the development budget of the govern-
ment, it is unlikely that r will ever be greater than c. It is also doubtful if b can
be reduced overtime. Under the circumstances, the rate of public investment
can be increased only by increasing t or by incurring budget deficits. Since the
increase in the level of the national income is a precondition for increasing t,
the appropriate planning strategy would seem to be to maximize the growth of
Y and to minimize the difference between (r—c) which we feel will be a negative
quantity, on intuitive grounds. Other things being equal, the attainment of
these objectives, as will be clear from the following section, is largely a function
of the appropriate project planning, i.e., micro-economic programming.

3. PROJECT PLANNING

3.1 The Essence of Micro-Economic Programming

Macro-economic planning and micro-economic programming are, -by
and large, inseparable in the process of the formulation of realistic development
plans and of the specification of requisite policy measures in the successful im-
plementation of such plans2. It is, therefore, difficult to say which precedes
what. Let us assume that on the basis of the predetermined socio-economic
goals and other constraints and on the basis of various required exercises in-
volved, a total plan specifying the total and sectoral investment targets is for-
mulated and accepted. The next step, then, is to formulate and evaluate the
appropriate sectoral programmes which necessitate the selection of projects/
schemes to be implemented in each sector. Such exercises constitute the essence
of micro-economic programming.

The most important aspect of micro-economic programming is the
selection of projects/schemes to be included in the development programme
which, as stated before, will include different groups of projects/schemes of
different character. Each group of schemes is important. They may be
required for the balanced implementation of the sectoral programmes. The
problem is to select @) the appropriate schemes from among the alternative
types of similar schemes, b) the appropriate schemes from among the alterna-
tive schemes in the same sector or in different interrelated sectors, and ¢) the
appropriate points of time for the inclusion of the chosen projects/schemes in
the development programme for the purpose of implementation. This calls for
setting up of the requisite criteria for choice.

2For detailed discussion, see M. Akhlaqur Rahman and Arné Oién [3].



358 The Pakistan Development Review

Following the tenets of benefit-cost analysis, the one overriding criterion
should be the maximization of the present value of benefits minus costs. Benefit-
cost analysis is not an easy task. It involves enumeration and valuation of
benefits and costs which are in many cases intangible. Valuation involves the
difficult question of the appropriate pricing of the inputs and outputs. The
specification of a requisite framework of benefit-cost analysis is a part of the
planning strategy and cannot be done in this note3. Only the need for such a
framework for the selection of schemes is being stressed here. The argument
is that the proper use of benefit-cost analysis in the selection of schemes is a
precondition for attaining the objectives of maximizing the growth of the
national income and the financial viability of all schemes taken together.

Note the emphasis on the term ‘proper use’. It is necessary that rigorous
benefit-cost analysis of each scheme be carried out. But it may not be sufficient
for achieving the above-mentioned objectives. The selection of schemes, be-
cause of the interdependence between many of them, needs to be done indi-
vidually as well as in groups. An example will make its importance clear.
Suppose there is a choice between constructing two roads, A and B. Indivi-
dually evaluated, neither may satisfy the criterion of choice. However, evaluated
together A and B may pass the test. Or it may be that, individually evaluated,
the benefits from A are higher than those from B. Now suppose that B is
related to some other projet, C, belonging to waterways and port development.
When considered in conjunction with C the benefits from B may surpass those
from A. In this case B should be the appropriate choice. The selection of
income-earning schemes should be made in the similar way.

Such a process of scheme selection will not only ensure the maximum
growth of the national income it may also economise the use of capital resources.
And both are important in the context of the problem we are concerned with in
this note. Maximization of growth rate will create conditions for increasing
the tax rate and the tax revenue, while the economy in the use of capital will
provide additional funds for the recurring costs.

Furthermore, proper selection of schemes will contribute directly to the
solution of the problem of the recurring costs. In the first place, it will indicate
the net direct returns which can be expected from each scheme as well as from
groups of schemes. On the basis of this an attempt can be made at least to
reduce the gap between, if not equalize, the total operating costs and the total
returns through a) increasing the bundle of income-earning schemes in the pro-
gramme and/or b) through prior and quick implementation of income-earning
schemes without impairing the basic requirement of related intersectoral growth.
In the second place, it will bring out clearly the requisite policy measures for
realizing the estimated incomes from the income-earning projects.

3For a suggested framework of benefit-cost analysis for Pakistan, see [3, Pp. 65-71].
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Notice, however, that the adoption of the suggested method of scheme
selection involves certain practical problems. Evaluation of the benefits and
costs of alternative schemes, or groups of schemes together, implies that such
schemes are available. Unless alternative schemes are ready well ahead of time
and unless there is close coordination between related development agencies, the,

‘planning authorities will not have an opportunity for the evaluation of the

schemes in the manner discussed above.
3.2 Micro-Economic Programming in Pakistan

While formulating the total plan and determining the intersectoral
allocations at macro-economic planning level, the planning authorities in
Pakistan, excepting the carryover of certain on-going schemes from the pre-
vious plan, do not have available at their disposal completely prepared schemes
for proper evaluation and integration into the total plan. What they have is a
long list of schemes relating to different sectors most of which are not supported
by even specific outlines. This is mainly due to the fact that the preparation of
schemes requires time, money, and technical capabilities which are lacked by
most of the development departments and agencies responsible for preparing
the schemes for different sectors and subsectors. Consequently, schemes are
prepared and submitted for approval of the planning authorities in the process
of the implementation of the plan.

The process of selecting and sanctioning schemes in Pakistan has be-
come administratively quite complex and difficult.  All schemes relating to the
development budgets of the provincial governments have to be primarily
approved by the provincial development working parties. (In East Pakistan
this agency is known as the Provincial Planning Authority.) The approved
schemes have to be re-approved by the central development working party
and finally by the National Economic Council through its Executive Committee.
The primary authority for the approval of the schemes of the Central Govern-
ment is the central development working party.

Even at the primary level the scheme-sanctioning process is not less com-
plex. The schemes prepared by the development agencies have to be approved
and forwarded to the planning department by the related departments of the
government.  The planning department evaluates the schemes, prepares
working papers, and submits them to the provincial development working party
for consideration and approval. Lengthy discussion is held on schemes in the
meeting of the development working parties where certain schemes are approved
with or without alterations and certain schemes are referred back to the agen-
cies for revision and resubmission.

Development projects and schemes for different sectors and subsectors
are prepared by different development agencies who do not have adequate tech-
nical staff for the preparation and evaluation of schemes. Often the schemes
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are prepared by the foreign consultants. Among other things, the preparation
of a scheme involves considerations for @) technical feasibility, &) financial
feasibility, and ¢) economic feasibility. In preparing the schemes, the con-
sultants conform to the requirement of the Form P.C.1. which calls for benefit-
cost analysis without specifying the nature of such analysis. Consequently,
estimates of benefits and costs are done in different ways by different consultants.
Furthermore, the reports submitted by the consultants often overestimate
benefits4 and underestimate certain costs. = This is partly because of the
deficiency of data used by the foreign consultants and the lack of their under-
standing of the nature of our economy and partly because of the built-in power
politics involved in the process of development planning.

Different development agencies handle projects in different sectors/
subsectors. Plan allocations are made without prior consideration of well-
formulated schemes. The administrative costs of such agencies aré. partly
borne out of their development budgets. Parkinson’s law comes in; and the
structure of the agencies continues to grow. The utilization of plan allocations
becomes a condition of their existence. For this, schemes have to be prepared
and sanctioned. In such a situation development agencies fall under the pressure
for having their schemes sanctioned. The consultants are often influenced to
exaggerate benefits. Even the schemes which belong to aided projects are not
immune from such influences. Since the consultants’ fees are dependent on the
total cost of the scheme, they tend to blow up the capital cost often through the
specification of over-heavy techniques which are frequently accepted without
proper evaluation. Furthermore, sometimes schemes are also prepared because
of local political reasons.

While the development working parties carry out their functions quite
rigorously, they hardly make a serious appraisal of the benefit-cost aspect of the
schemes. A glance at the working papers on schemes prepared for the develop-
ment working parties would confirm our assertion. It will also be noticed that
the major scrutiny of a scheme is over-burdened with the checking up of minor
details. Not only that little is done in respect of analyzing the benefit-cost
aspect of a scheme also the examination of benefits and costs lack uniformity
of analysis in the case of different schemes. This is mainly due to @) the lack
of time at the disposal of the technicians of the planning authorities, &) the lack
of sufficient qualified technicians, ¢) the absence of a generalized framework for
benefit-cost analysis, and d) possibly the lack of the realization for the necessity
of rigorous project planning.

Since there is little coordination between different development agencies
in charge of different sectors and subsectors in respect of the formulation of

. 41 have also come across certain feasibility reports where the consultants have under-
estimated the expected benefits.  Such rare cases reflect the lack of the development perspec-
tives of the technicians who prepared such reports.
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projects{schemes and since schemes are submitted separately and at different
points of times, the development working parties are unable to evaluate schemes
in groups or to make a proper evaluation of the benefits and costs of all schemes
in a sector with reference to the planned targets. Furthermore, since the re-
curring costs of new schemes form the part of the capital costs during the pgriod
of implementation, the stress on the examination of this part of the scheme does
not become as rigorous as it should be. Often such costs are reduced on the
basis of the rule-of-the-thumb method - without serious examination of their
relation to the operational requirements.

Such a process and pattern of micro-economic programming has certain
far-reaching implications for economic growth. First, although it is possible,
under the existing circumstances, to keep capital expenditure within the limit of
the plan allocation for different sectors, it is not possible to have an ex-ante idea
of the contribution of such expenditure to the growth of the national income.
Therefore, it is also not possible to test the validity or otherwise of the inter-
sectoral allocations in the total plan. Consequently, it leaves scope for over-
or under-capitalization in different sectors/subsectors rendering the use of deve-
lopment resources less efficient and hence preventing the maximization of the
growth of the national income. -

Second, since there is no examination of the relation between the total
recurring costs of and the total incomes from the schemes sanctioned it is not
possible to have an ex-ante idea about the extent of the increased liability of the
government on account of the recurring costs of the implemented schemes.
The ex-post assessment of such liabilities are also often dubious since the existing
system of accounting and budgeting is not conducive to a proper evaluation of
the progress and performance in respect of a scheme in the formulation of the
annual budgets of the government [2, chapters 4 and 5].

Third, in the absence of rigorous benefit-cost analysis no economic
appraisal can be made for realizing the necessity or otherwise for setting appro-
priate prices of services to be provided by schemes which are income-earning
on the basis of quid pro quo.

Under the circumstances, the implementation of a plan may end up with
disproportionately increased liability of recurring costs and less than the ex-
pected increase in the national income. For reasons discussed in Section 2,
such a situation will make it difficult for the government either to maintain or
increase the existing rate of investment in the following plan period.

4. CONCLUDING OBSERVATIONS

4.1 The role of the public sector and the nature of the project-mix in
the development budgets of the government are such that the direct returns from
projects are not likely to offset the corresponding recurring cost liabilities.
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Under the circumstances, to run the implemented projects and to increase the
rate of investment in the public sector the government will have to increase its
tax revenue by increasing the tax rate and/or incur budget deficits.

The solution of the problem has to be sought in the process of the selec-
tion, implementation, and operation of projects/schemes as an integral part of
the strategy of planning. The argument is that proper financial planning of
projects will contribute g) to the efficient use of capital and, therefore, to the
faster growth of the national income and b) to increasing the direct returns
vis-a-vis the recurring costs of the implemented projects.

A lot can be done through the rigorous application of the criterion of
benefit-cost analysis in the selection and sanctioning of schemes. - This needs to
be done for individual schemes as well as for groups of schemes. Where the
latter is not possible, the selection and implementation of individual schemes
must be improved.

Since under the existing circumstances, the relation between the direct
returns and the recurring costs of schemes cannot be ascertained in the process
of their selection, proper periodic evaluation of such relationship should be made
for the completed schemes. The result of such exercises should be used as a
guideline in the selection of new schemes with a view to improving the ratio
between the direct returns and the recurring costs of development schemes. In
other words, efforts should be made to increase the share of directly income-
earning projects in public sector’s investment portfolio and/or to increase the
returns from the implemented projects through more efficient operation and/or
to ensure that the non-income-earning projects make quick and effective con-
tribution to the growth of the national income.

Such improvement in micro-economic programming will necessitate not
only strengthening and re-orienting the mechanism of planning, but also com-
plete integration of planning and budgeting and fundamental changes in the
technique of budgeting and the accounting system of the government.

4.2 Reference has been made in subsection 4.1 above to the need for
efficient implementation and operation of public sector’s development projects.
By efficient implementation is meant the completion of a project according to
approved schedule and specification. A delay in implementation increases
both capital and operating costs and creates budgeting problems over time.

The delay in scheme implementation is partly due to exogenous reasons,
-e.g., the delay in land acquisition and the like. Some of these can be reduced
to the minimum through proper policy measures. Sometimes it is due to tech-
nical defects in schemes. In many cases, it is found that certain technical speci-
fications of schemes are not feasible. In such cases technical feasibility has to be
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re-done, costs have to be revised (often upward), while the benefits remain un-
changed and do not accrue as scheduled.

Sometimes schemes are left unfinished in the process of implementation
because of financial and other administrative constraints, while some costs

continue to be incurred. These are cases where costs are incurred without any
benefit whatsoever.

Together with the increase in the efficiency of implementation, the effi-
ciency of operation of the implemented schemes must be improved. Efficient
operation of schemes is a precondition for reducing the recurring costs and for
increasing incomes from the directly income-earning schemes. This is of
special importance in the industries sector. The net returns from the industrial
concerns in the public sector in Pakistan vary between 2 to 3 per cent only.
One of the reasons for this is that many projects are, by nature, not so profit-
able. But the most important reason is the inefficient operation of most con-
cerns due to the inherited bureaucratic system of administration. Because of
this no effort is made to increase the profitability of such concerns.

Instead of making such concerns more profitable, the government tries to
reduce the burden on the budget, in the name of increased capital investment,
by selling such projects to the private sector. The usual arguments for such
actions are well-known. What is not being realized is that such actions solve
the present problems through creating similar problems in the future. Because
of the problem of the recurring costs, it would be better for the government to
increase its revenue from such projects by facilitating efficient operation.
Since the concerns which will be bought by the private sector are likely to be
relatively the more productive ones, by selling such concerns the government
loses the sources of its income. In terms of our equation (4) it tends to reduce r
and therefore, ceteris paribus E3 which is temporarily offset out of the sale
proceeds of the concerns involved. The best line of action would be to increase

r and to decrease ¢ by increasing the efficiericy of operation of projects and to
increase t with the rise in the national income.
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