- A Development Model and Foreign Aid
- Requirements in Pakistan

GHULAM ArLr*

In the transitional period of development, absorptive capacity is not a
binding constraint to development for long. As attempts to increase invest-
ment are made in a bid to achieve the desired growth rate, savings fall short of
funds required for the purpose. In the initial period of development, the under-
developed countries like Pakistan generally face the emergence of a gap [6a]
between investment and savings which we will refer to as the resources gap.
If domestic resources are sufficient to generate required savings, there may be
another limit to the investment of these resources due to lack of complementary
inputs, in which their own production capacity is limited, and their traditional
exports are not, in general, sufficient to finance the imports of capital goods
and other complementary inputs in accordance with the needs of the economy.
Therefore, there emerges another gap termed as the trade gap.

Most of the under-developed countries are severely dependent upon
foreign aid and Pakistan is no exception. Its development is highly sensitive
to change in external impetus. After the separation of East Pakistan, values
of parameters, and the economic and socio-cultural environments have changed.
This new situation calls for a study which can provide an up-to-date insight into
the economy and its* dependence on foreign aid. Therefore, an attempt has
been made to estimate the investment-savings and the import-export gaps, for
perspective planning and policy formulation.
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envisaged which is higher than the average experienced in the past. Moreover,
no attempt was made to estimate the foreign aid requirements at alternative
growth rates of gross domestic product. Chenery and MacEwan[5] developed
their model, estimating foreign aid requirements, under time and other sets of
binding constraints within the two gap theoretical framework. No attempt
was made to measure foreign aid requirements under the set of targets fixed in
the perspective plan. Rehman criticised both these estimates emphasizing that
they did not include debt servicing [23]. In another study he made merely projec-
tions of the investment-saving gap assuming a 7.2 percent compound growth
rate of the economy [24}. Simlarly Naqvi did not deal with the resource gap,
focusing his attention only on the import-export gap [16]. Both the invest-
ment-savings and import-export gaps were measured at alternative growth rates
of gross domestic product of the economy in a United Nations Study [27]. In
this marginal propensity to import MPM was used for projections of imports,
But as the sectoral composition of the economy changes, MPM also changes.
Therefore, the use of a constant MPM for projections is not realistic. Moreover,
all the above mentioned studies were at macro level and based upon data for
Pakistan as a whole. Kemal estimated only investmeni-savings gap, using
Pakistan (West Pakistan) data [11]. In the recent draft of a perspective
plan [21], a 9 percent growth rate of GDP was used in the projections of im-
ports and foreign aid requirements leaving other growth rates aside.

The present study consists of a set of projections of the import-export
and the investment-savings gaps at alternative growth rates, viz. 5, 6, 7, 8 and
9 percent for the gross domestic product at various incremental capital output
ratios. The detailed projections are given in the appendix.

THE MODEL

The model consists of 8 stochastic behavioural and 13 other equations.
In the estimation of functional relationships, time series data from 1960 to 1974
are used. The notational glossary used in the model is given in the following.

Symbols used in the two gap model:

Gross domestic output

Industrial output

Agricultural output of food grain
Consumption

Investment

Savings

Saving requirements
Exports
Imports

ZREN-O<OH
I

me

Net foreign inflow based on trade gap

¥
F=* = Net borrowing based on trade gap
FI1s = Net foreign inflow based on resource gap

*
FIS = Net borrowing based on resource gap
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G™ ==  Gross inflow

*
Gis
B
D

l

Gross foreign inflow based on resource gap
Debt outstanding of base year

Debt outstanding

Population

Imports of capital goods

Imports of raw material

Competitive food stuffs imports

Non competitive food stuff imports
Imports of consumer goods

Invyisible imports

Rate of growth of GDP

Rate of growth of industrial production
Rate of growth of food grain production
Incremental capital output ratio

Interest rate )

Rate of principal paid on outstanding debt
Principal paid on outstanding debt of base period
Grace period

Amortisation period

Relative prices of capital goods

Relative prices of raw material

Relative prices of food stuff imports

Time period

The standard identity used in the two gap model is:
Yt = Ct + It + Xt - Mg . . (l)

Income Path Equation

The rate of growth of the gross domestic product is visuali-
zed as:

Y, = Y, et .. .. - )

where g is fixed exogenously.

Production Function

We assume here simple production function with one year time lag as
basis for the estimates of the investment.

= K [Yoes t+) _ Y, est] .. .. .. 0

I
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Net Foreign Inflow

Net foreign inflow is by definition
F* = M, - X, .. . . )

To see the structural behaviour of the economy, we classify imports into
capital goods, raw materials, competitive food stuffs, non-competitive food
stuffs, other consumer goods and invisible imports. The details on the estimates
of import demand functions are given in Ali [3]. The equations used for
projections of the above mentioned categories of imports are expressed in the
following functions estimated using data for the period 1960-74.

Import Demand Functions
ME = 776.949 4 .2601 -— 632.532 R¥ .. )

(6.58) (3.90)
R = .88 F = 41.50 DWS. = 1.50
MR - —512.171 + 856.834 R} + .069 Q .. (6)

(6.080) (2.224)
R = .89 F = 42.52 DWS. = 1.92

where :
Q = Qert (ris fixed exogenously, in relation to g)
LyMF= 12.239 — 3.383 Ly V, — 2.926 Ly RF )
(3.776) (1.856)
RE = .69 F = 90 DWS = 1.87
where
V., = V, e (eis fixed exogenously, in relation to g)
*
MF = —2799.778 + 7.309 P, .. . ®)
R* = .81 F = 38.54 DWS. = 190
MS = M, - .0018 &Y, e . .0
where
M, = 214.65 )
Mi = -—208.898 4 .039 Y, . .. (10)
' (9.337)

Rt = .88 F = 87.19 DWS. = 1.8
Export Function

To facilitate our work, in estimating trade gap (M—X) we use a simple
export function which assumes a close correlation between the growth of ex-

ports and the gross domestic product. The export function used for projections
1s:
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X, = —616.799 + .1089 Y, .. .an
‘ (10.308)
R* = 93 F=106.25 DWS. = 1.62

Equations 5, 6, 7, 8, 9, 10, and 11 permit us to estimate trade gap
as defined in equation (4).

Saving Requirements

Saving requirements at alternative rates of growth of the economy are
-determined as: :

S = I, - F™ ' . . .. 12
Consumption

Consumption expenditure in the system is estimated as:

CG =Y - S .. .. . .. (13)

Estimation of savings generated by the economy are given in the next
pages.

Resource Gap
The resource gap is by definition:
F¢ - I, - S, .. B .. (14)

NET FOREIGN INFLOW, NET BORROWING AND GROSS
FOREIGN INFLOW

The net borrowing will be the current deficit in the balance of payment
Dlus interest payment on the debt outstanding of the base period and interest
on the newly accumulated debt.

T_1 '
F{m = Fo* £ iB,Hi[Dy; — B, + J bl . (15)

i=1
* . . T.1

or Ff = F® +iB, +i[D, - B, + {, b .. 16
. ™
Gross foreign inflow by definition is:

*
G = Fmx 4 Amx .. .. e an

* *
or G = F* 4 AD .. . .. (18)
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where Ta
1
Atﬂlx =bt+ a f G’in‘wj .o . (19)
-1
T1
1 p Is
or AP b, +m § G w; .o .. (20)
=1
bt = aBt
with
W; = lforj<t-n
W; = Oforj=t-n

FUNCTIONAL RELATIONSHIP OF SAVINGS

Some of the latest studies available use refined and complex functional
relationship in explaining the savings behaviour. The explanatory variable
often used in these studies is net foreign inflow which is repeatedly discussed in
development studies for its negative and positive effects. The economic literature
is full of contradictions in this regard. In some cases the foreign inflow is
shown to have been a substitute for domestic savings whilst, in some other cases,
it has been additive to domestic savings. We present here a summary table of
some of the studies.

Table 1
Effect of Aid on Savings
No. of observa- Time series or Effect of foreign
tion cross country inflow on savings
Griffin and Enos;

Griffin 32 C —0.73
Rehman 3 C —0.25
Weisskopf 38 T? —0.23
Chenery 90 Cb —0.49
Subrahmanyam 22 C —0.59

* Savings in all calculations is defined as investment minus foreign inflow.
aT = Stands for time series data.
®C = Stands for cross section data.

In these studies Professor Haavelmo’s hypothesis I, = a (Y.+H,): [26],
where H stands for external capital inflow, is discussed. The inference
drawn from his hypothesis is that savings could be negative if foreign inflow
is large enough. Rehman emphasised the importance of psychological
factors including the tendency of government to relax its savings efforts when
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The statistical testing shows that both the explanatory variables Y and
F are significant. Ex-ante foreign inflow is a function of investment and domes-
tic savings. Therefore, we cannot use the figures for foreign inflow based on
independent projections of imports and exports, ie, F* = M — X directly
for the projections of savings. This is inherent in the two gap model.

M — X % I' — S ex-ante
whereas
M — X = I — S ex-post

In order to use the saving function for projection purposes, we have to
replace F== by I,—S, which gives us, the following equation for the projections
of saving and which is consistent in the system too.

525.177 — .366 I, + .111Y,
S, = . .. 21)
1 — .366

THE DATA USED IN THE MODEL

For the projections of import requirement of the economy and the
estimation of trade and resource gaps a base period has to be chosen. As the
riod 1972-73 was subjected to the repurcussions of the East Pakistan crisis,
we take 1973-74 as base period . The base period datal are taken from the
Pakistan Economic Survey 1974-75 and 1975-76 [18 , 19], and are:

Y, = 36521
Qo = 5,829
Vo = 11321
F, = 3828.8%

For the estimation of net foreign inflow, net borrowing and gross foreign
inflow, the values of parameters used are given in Table 2.

Table 2
Values of Parameters

g r e
.05 .7330 .0464 K = 2.42,2.753.00
.06 .0880 .05559 i = .05
.07 .1023 .06486 a = .03
.08 L1173 .07412 m = 20 years
.09 .1320 .08339 n = 10 years

Walues of Yo, Vo are expressed in million rupees at constant 1959-60 prices. Qo is in
millions of tons. Debt outstanding of West Pakistan in the base period is not available, there-
fore, substracting disbursed aid in 1974-75 and Bangladesh share from debt outstanding in

1975 is taken as D,.
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ECONOMIC DEVELOPMENT, FOREIGN AID AND TRADE

In the development history of Pakistan, the Second Five Year Plan was the
most successful plan. In this plan period greater emphasis was laid on the
availability of substantial foreign funds to supplement domestic resources for
development. No considerable measures were taken to curtail the dependence
on aid and therefore, net foreign inflow was as high as 9.20, 8.34 and 14.10 per-
cent of GDP in 1960-61, 1962-63 and 1964-65 respectively,

Foreign Aid Trali

In the perspective plan 1965-85, it was considered that foreign inflow
would fall to zero in its terminal year. - Therefore, in the Third Five Year
Plan 1965-70, some measures were taken to reduce the increasing trade gap and
foreign inflow was indeed reduced to 3.36 percent of GDP in 1967-68 and 4.51
in 1969-70. The present development policies are also focused on reduction
of the foreign inflow. This is reflected in our estimates of net foreign inflow
needed to cover the trade gap at alternative rates of growth of gross domestic
product. '

Table 3

* The Estimated Net Foreign Inflow, (Equal the Trade Gap) ‘as Percentage
of Gross Domestic Product

(Incremental Capital Output Ratio = 3.0
Period g = .05 g = .06 g = .07 g= .08 - g=.09
1975-76% 3.0 3.9 4.6 4.9 - 6.1
1979-80 2.3 3.0 3.6 4.3 4.9
198485 .7 2.2 2.8 3.4 4.2

*Throughout this study figures for 1975-76 are not actuals, but derived from the models,

But inspite of a decreasing trend over time the magnitude of the trade
gap is projected to remaining very high, although the degree of its severity
varies with the assumed growth rates of the gross domestic product. The
projected net foreign inflow seems to be implying a severe constraint to
the development of the economy. If it is assumed that Pakistan for the time
being is capable enough to persue the nations with abundant foreign exchange
resources to bridge this gap, the problem of debt servicing in future years will
become another binding constraint directly affecting the rate of development.
The following table shows how the relationship between the estimated net
foreign inflow, the amount of net and gross borrowing consistent with the net
inflow will change over time,
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Table 4

Relationship Between Net Foreign Inflow, Net Borrowing and Gross Inflow?
. (Based on Estimated Trade Gaps)

(Incremental Capital Output Ratio = 3.0)

g = .05 \ g = .06
Period " " " "
FJF== G|F~* GJF ‘ F[F= G[F™ GJF
1975-76° 1.773 2.124 1.198 1.627 1.946 1.196
1979-80 2255 2.639 1.172 2.009 2.291 1.145
1984-85 3068 3.565 1.162 2.547 2.892 1.135
g = .07 g = .08 | g = .09

fpm G G[f |BF= G[F= GJF |F[F™ GJF™ Gk

1.52 1.780 1.728 1.451 1.673 1.153 1.393 1.584  1.369
1.846 2.072 1.223 1.703 1.883 1.106 1.608 1.753 1.091
2235 248 1.113 1.991 2.200 1.105 1.823 1.965 1.079

aNote that super scripts have not been used for G and F in this table.
bSee footnote, table 3.

From table 4, it can be seen that in using the model for 1975-76 and
1979-80, respectively, net borrowing is estimated to be in between 1.4 and 1.8
times net foreign inflow, and 1.6 to 2.25 times, at the different visualized growth
rates of gross domestic products, assuming that the incremental capital output
ratio equals 3.0. It would reach as much as 1.8 to 3.1 times the net foreign
inflow at the postulated growth rates of the economy in 1984-85. The gross
foreign inflow situation is even more disturbing. It would reach a peak of 2.0
to 3.6 times the net foreign inflow in 1984-85. The effect of this would be to
increase Pakistan’s foreign capital requirements to more than 3 times the
estimated 1975-76 requirements in the course of a decade. It is highly doubtful
that the country will receive such a high inflow; since it would assume that
Pakistan’s share of probable future world wide foreign assistance and loans
would have to increase considerably.

Pakistan has already been facing difficulties to finance the debt servicing
and has been looking for relief. In future the debt servicing problem would
become much more severe, if we as an example calculate the estimated future
debt servicing as a percentage of export earnings in 1973-74, we find in 1975-
76, that 27.6, 28.0, 28.5, 29.0 and 29.4 percent respectively, of the 1973-74 export
earnings would have to be retained merely to repay the interest on the accumu-
lated debt at 5, 6, 7, 8, or 9 percent growth rate of gross domestic product.
Similar calculations show that it would reach 41, 43.6, 47.4, 49.4, and 52.7
percent in 1979-80, and 60.1, 67.7, 76.5, 84.4 and 93.8 percent in 1984-85.
The situation as regards total debt servicing (interest payments, plus repayments
of principal) is naturally more acute. Total debt servicing would become 42 to
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44 percent of the 1973-74 export earnings in 1975-76, 54 to 65 percent in 1979-80
and it would reach to as much as 76 to 110 percent of these earnings in 1984-85
on the assumption of 5 to 9 percent growth rates of gross domestic. If exports
are assumed to grow according to the “export performance function”, the debt
servicing in relation to export will still remain high and increase over time
as shown in Table 5

Table 5
Debt Servicing as the Ratio of Projected Export Earnings
(Incremental Capital Output Ratio = 3.0)

L —— Interest Debt Interest Debt i
g . Servicing Servicing
£43 £ — S ik .

CMasTee . .261 396 259 .391

--1979-80 . .308 .403 .306 .395

198485 a7 .430 341 417

g = .07 g = .08 g = .09

Interest Debt Interest Debt Interest Debt
Servicing Servicing Servicing

.257 .386 .255 .381 .254 .376

31 .394 .304 .381 .303 .376

.342 .413 .336 .407 .332 .390

*See footnote, table 3.

It seems rather likely that the country would not be able to use such a
high proportion of its hard currency (foreign exchange) for debt servicing, and
still be able to finance imports needed for its future development. If the
economy is unable to service its foreign debt, the availability of new foreign
loans would perhaps fall or even cease over a sustained period; keeping in view
that availability of foreign loans is directly related to the capability of servicing
such loans. It implies that Pakistan would not be able to get that much a
amount of foreign funds over a sustained period. However, instead, we may
assume that additional foreign funds might be available also for the repayment
of debt servicing. This is a short term expediency solution that would lead
to an extremely grave situation. Every inflow of foreign aid to repay debt
servicing will add to the debt outstanding by its full amount leading to an
additional inflow of its debt servicing in the subsequent period. This cycle of
increasing foreign aid may continue for a long period and consequently, the
country will end in a foreign aid trap. Suspension of foreign aid may lead to
the collapse of the economy at any time. It is possible that the development
effect of foreign aid may be nullified by the negative effect of repayment of loans
later on. It is also likely that the net foreign inflow may disappear and even
become negative while the gross inflow would remain high in order to finance
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the servicing of old debt. Hence, it is not advisable to frame long term economic
policies heavily dependent on foreign aid. In this respect, we have bitter
experience (third five year plan).

Export Expansion

If Pakistan is to achieve economic independence, one solution would be
to increase its exports beyond the limit set by the assumed export function.

_ Table 6
Estimated Exports as a Percentage of Gross Domestic Product

Period g = .05 g = .06 g = .07 g = .08 g = .09
1975-76* 9.36 9.39 9.42 9.45 9.48
1979-80 9.64 9.71 9.78 9.84 -9.91
1984-85 9.91 10.01 10.11 10.19 10.26

*See footnote, table 3.

The bulk of our exports are comprised of some few commodities viz; rice,
raw cotton, cotton textiles etc. The demand for our rice product in the inter-
national markets appears to be inelastic. Therefore, we can count on selling
the desired quantity at the prevailing international market price. But there is
the problem of generating an exportable surplus. This can be overcome
marginally, by curtailing domestic consumption of rice. But to achieve this,
we will have to increase the output of alternative food stuffs. Since, per acre
yield is low, in order to generate an exportable surplus we may have to adopt,
mechanized farming. Raw cotton frequently is facing an adverse price situation.
Similarly, cotton textile exports are limited by the quota and tariff restrictions
in many importing countries. Live animals, chinaware, manufactured cotton
products by small-scale industries such as dhotis, embroidered ladies garments
(Kurtas) etc; non-vegetable oil products, spices and poultry products, potatoes,
tomatoes, garlic, onions were responsible for a 15 percent increase in export
after devaluation (1972). Therefore, a large-scale programme is needed to
stimulate additional exports of these long neglected products. Similarly,
Pakistan’s handicrafts are very popular in the developed countries, hence, resour-
ces should be diverted to these small-scale industries to earn foreign exchange.
While, much more of our labour force is unskilled, if training facilities are pro-
vided according to foreign demand, we can earn substantially by export of our
manpower. Moreover, such emigration will help to reduce the unemployment.
Pakistan may be able to earn a handsome amount of foreign exchange from
European and American tourists. Pakistan has many historical places worth
seeing as well as natural scenery. Therefore, the tourism industry should be
developed in order to attract a significant part of world tourism. But all these
promising items represent a minor share in the present exports of Pakistan,
which means that in the short run, they cannot be expected to bridge the trade
gap. To abridge the trade gap, it is needed to sustain a growth rate of exports
higher tban the one inherent in the export performance function based on past
experience. According to this export function the exports would be growing
by 10 percent annually if the growth rate of the gross domestic product would
reach 9 percent. The share of exports in the GDP would on this assumption
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increase from 9.5 to 10.2 percent in the course of ten years. In the present
situation it appears to be difficult to raise the exports beyond the limjt set by the
export performance function (see table 6). Rather, there are reasons to believe
that exports would fall in relation to GDP at higher growth rate of gross domes-
tic product. Thus it is not justified to expect too much from export expansion
during the next decade. To narrow the gap, we would also have to make an
attempt to reduce imports as a supplement to a policy of export promotion.

Import Reductions

Imports have shown greater fluctuations in relation to gross domestic
product than exports and corresponded to 15 and 13 percent of gross domestic
product in 1960-61, and 1969-70, respectively, while exports were 8.4 percent of
our domestic product in 1964-65 and 8.9 percent 1969-70.

Table 7

The Estimated Imports as a Percentage of Gross Domestic Product
(Incremental Capital Qutput Ratio = 3.0)

Period g = .05 g = .06 g= .07 g= .08 g = .09

-1975-76* 12.5 13.3 14.0 14.8 15.6
'1979-80. 12.0 12.7 13.4 14.1 14.8

198485 © - 116 12.2 12.9 13.6 14.4
- ¥See footnote, table 3.

"~ Table 7 shows that estimated import requirements in 1975-76 would be
. 12.5 percent ‘'of GDP at a 5 percent growth rate of gross domestic product but
as high as 15.6 percent at a 9 percent growth rate. Therefore, one way to
‘reduce the level of imports is simply to lower the planned growth rate of GDP
from 9 percent to'6 orS percent. But as shown in table 4 at 5 or 6 percent
.growth rate, there would be a still greater magnitude of gross foreign inflow,
hence, we have to consider other alternatives such as to plan for a lower incre-
mental capital output ratio. By lowering ICOR, for example from 3 to 2.75,
“we could reduce the level of imports which is shown in Table 8 and in turn,
also the trade gap.
Table 8

The Estimated Imports as a Percentage of Gross Domestic Product

(Incremental Capital Output Ratio = 2.75)

Period g = .05 g = .06 g = .07 g = .08 g = .09
1975-76* 12.2 12.9 13.6 14.3 15.0
1979-80 11.7 12.3 12.9 13.6 14.2
1984-85 11.2 11.8 12.4 13.1 13.9

*See footnote, table 3,
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In a recent study on industrial development in Pakistan [91, it is shown
that there is scope for import substitution in capital goods and if capital goods
industries could be developed successfully, they would contribute towards
reducing the growth of imports. Many of these industries are characterised
by low capital output ratios, although, unfortunately, they are very skill intensive
and cannot be developed very rapidly. However, skills can be developed in
a certain period, if proper planning is made to achieve this. This being said, it is
a fact that ICOR in the past has been greater than 2.75, therefore, the option

of lowering ICOR would probably be a very optimistic solution in the short run.

To reduce the growth of imports, structural changes are needed in the
economy. In the study mentioned earlier [9] it is shown that imports substitu-
tion in manufactured consumer goods has almost been exhausted, while there
still is a large scope for import substitution in capital goods. Consumer goods
are the hard core of the economy, hence, their imports will stay almost constant
with a minor scope for reduction. Capital goods represent a significant part
of our total imports. Thus to reduce the import bill, import substitution in
capital goods appears to be the strategic point. It is estimated that imports of
competitive food may be curtailed significantly after 1980 and self sufficiency in
food is expected to be achieved before 1985, if the specified targets for food prod-
uction are fulfilled. But non-competitive food stuff imports will go on increasing
with an increase in population. Imports of raw material and intermediate goods
are the dominant part of our total imports. Import substitution in intermediate
goods and raw materials is partly highly sophisticated and some times impos-
sible for lack of specific natural resources. Therefore, these imports will
increase much with the expansion of the industrial sector. In the attempts to
find the functional relationship of raw material import to domestic variable
it turned out that mineral production as on explanatory variable was insigni-
ficant. This shows that import substitution in minerals was insignificant
in the past. It also symbolizes the backwardness of the domestic mining
sector. Therefore, it is desirable that the mining sector of the economy should
be developed together with other remedial steps like better utilization of agri-
cultural raw materials, continued research for petroleum etc.

VICIOUS CIRCLE OF SAVINGS

Savings represented 8.9, 8.5 and 9.7 percent of gross domestic product in
1960-61, 1964-65 and 1969-70 respectively. The saving rate of the economy
has been considerably less than even the 10 percent of gross domestic product
which is lower than that of the most of the underdeveloped countries.

We will look at savings from two angles:

Firstly, on the basis of our estimates of imports, exports and net foreign
inflow equal to the trade gap (F=*) we use equation (12) to estimate savings
requirements. Absolute figures are shown in appendix table XIII while Table

9 shows the savings requirements in relation to the GDP under different growth
assumptions.

Secondly, we show estimated savings on the basis of equation (21),
which assumes that the net foreign inflow would have to correspond to the
difference between investment and saving (I-S=FIS).
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Table 9
Savings Requirements as the Percentage of Gross Domestic Product

(Incremental Capital Output Ratio = 3.0)

Period g = .05 g = .06 g = .07 g = .08 g= .09
1975-76* 11.4 13.5 17.5 19.7 2.1
1979-80 13.0 14.5 18.2 20.7 23.3
1984-85 13.7 16.3 19.0 21.5 24.1

*See footnote, table 3.

Table 9 shows that to raise the growth rate of the GDP from 5 to 9 per
«cent would entail raising the ratio of savings to GDP from 11.4 to 22.1 percent
in 1975-76. Savings requirements would be even higher in 1979-80 and in
1984-85, when they would reach from 13.7 to 24.1 percent of GDP depending
-on the growth rate. Even to sustain a rate of growth of 5 percent annually
would imply a significant increase of the savings performance of the economy
while the highest growth targets would require that savings in relation to GDP
had to be increased by two to two and a half times,

In Table 10 we show, on the other hand, what the actual savings perfor-
mance would be if savings reacted to changes in GDP and in net foreign inflow
:as in the past. The results stand in very sharp contrast to the estimated
savings requirements, and they clearly demonstrate the validity of the foreign
increases. At a 5 percent growth rate of GDP the two tables show that in
1984-85 savings requirements would reach 13.7 percent of GDP while savings
are projected to correspond to 9.0 percent. This may be considered as a mana-
geable gap which could be closed through policy measures. However, on the
-assumption of 9 percent annual growth of GDP we are faced with savings require-
ments of the order of 24.1 percent of GDP against projected savings of 2
percent only. This point is to a very serious policy dilemma.

Table 10
The Vicious Circle of Savings
(Incremental Capital Qutput Ratio = 3 .0

Period Y C S 1 Fis
g = .05

1975-76% 40362.0 89.3 10.7 15.4 4.7

1979-80 49298.2 89.7 10.3 15.4 5.1

1984-85 . 63300.2 90.1 9.9 15.4 5.4
, g = .06

1975-76% 91177.3 91.2 8.8 18.6 9.7

'1979-80 52346.6 91.6 8.4 18.6 10.2

1984-85 70660.5 92.2 7.8 18.6 10.6

Continved—
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. Table 10—Continued

g = .07
1975-76* 42009.1 93.1 6.9 21.8 - 14.8
1979-80- 55583.5 93.6 6.4 21.8 15.4
1984-85 78876.8 94.0 6.0 21.8 15.8
. g = .08
1975-76* 42857.8 95.0 5.0 25.0 20.0
1979-80 59020.7 95.5 4.5 25.0 20.5
1984-85 83048.4 96.0 4.0 25.0 21.0
g = .09
1975-76% 43723.6 96.9 3.1 28.3 25.2
1979-80 62670.3 97.5 2.5 28.3 25.7
1984-85 98286.3 98.0 2.0 28.3 26.2

Note: Valuesof C, S, 1, and FIS are in percentage of GDP.
*See footnote, table 3.

The table 10 indicate that private and public consumption will absorb
from 89.3 percent in 1975-76 to 90.1 percent of GDP in 1984-85 at the lowest
postulated growth rate. On the assumption of a 9 percent growth rate consump-
tion will reach as much as 97 to 98 percent of GDP. The planning agency of
Pakistan is very optimistic about the saving behaviour, on the assumption that
an improving level of income, will result in higher savings. But in order: to
maintain a high rate of growth of income, both large investments and foreign
‘funds in abundance are needed. The table 10 shows that when the foreign
inflow is high the encouragement to saving of growing income may be nullified
by the negative effect of the foreign inflow. This implies that economy is
under a vicious circle of falling savings rate and growing net foreign inflow and

higher income will not lead to higher savings under these circumstances.

Table 11

The Two Gaps (Trade and Resource)
(Incremental Captial Output Ratio = 3.0)

(Values in millions of rupees
constant at 1960-61 Prices)

Net foreign inflow
Period Investment Savings Imports Exports
F1s Fmx
g = .05
1975-76% 6208.2  4311.0 5053.2  3778.6 1897.4 1274.6
1979-80 7582.8 5082.0 5920.2  4751.8 2500.7 1168.8
1984-85 9736.4  6290.2  7329.2 6276.5 3446.2 1056.4

Continued—
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Table 11—Continued

‘ g = .06
1975-76%* 7638.8  3627.8  5463.9  3867.4  4011.0  1596.5
1979-80 9710.8  4387.2  6638.9  5083.7  5323.6 1555.1
1984-85 13108.2  5632.3  8639.5  7078.1 7475.9 1561.4

g = .07
1975-76* 9138.0  2908.0  5893.3  3958.0  6230.0  1935.3
1979-80 12090.8  3580.5  7435.1 5436.3  8510.3 1998.9
1984-85 17157.8 © 4733.1 10182.9  7772.9 12424.0 2210.0

g = .08

1975-76* 10708.5  2150.0  6343.5  4050.4  8558.5 2293.1
'1979-80 14748.8  2648.4  8321.1 5810.6 12098.6  2510.5

1984-85 22000.0 - 3543.5 11140.1 8971.7 18458.4  3040.8
7 g = .09

1975-76% 12352.9  1352.3  6818.7  4144.7 11000.6 3673.6

1979-80 17705.8  1579.3  9304.8  6208.8 16126.5  3096.8

1984-85 27768.2  2006.2 14163.1 10086.7 25762.2  4080.4

*See footnote, table 3.

In Table 11 we show the two “gaps” in absolute figures; the trade gap
F™ resulting from independent projections of exports and imports, based on
past performance; and the resources gap FIS from independent projections of
investment and savings, also based on functional relationships in the recent
past. The two gaps are widely different, and the difference between the two is
‘much larger at higher growth rates, and is seen to be increasing over time. It
was to be expected that independent projections of the two gaps would show
“different results, because, Ex-ante I-S is not necessarily equal to M-X. But
the difference is large already under the assumption of an annual growth rate of
5 percent, and becomes truely enormous at the highest growth rate. How can
the two estimates lead to such large differences?

To find the answer it is necessary to return to the basic equations:

Y = C+I4X-M; and Y = C+S
from these follows § = I4+X-M

Using the percentage presented in table 6, 7 and 10, on the assumption
of 9 percent annual rate of growth and an incremental capital output ratio of 3
following percentages for 1984-85 to enter at the right hand side of the equation
we find, S = 28.3410.3—14.4 (in percent of GDP) or S = 24.2. Thisis the
“Savings requirement” figure presented in table 9, This figure is the rate of
savings which is consistent with the projections of imports and exports.
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We can also turn the equation around in the following way:
M - X =1 - 8§

and insert the figures for I and S for 1984-85 from table 10 (9 percent rate of
growth): -

M - X = 283 — 2.0 = 26.3

If we assume our export projection to hold, we can estimate M: M=I+X — S, or
28.34+10.3 — 2.0 = 36.6. Thus an import figure that is consistent with our
estimates of investment, exports and savings would represent 36.6 percent of
GDP in 1984-85 under the highest growth alternative, against the figure of 14.4
which we arrive at under an independent estimate.

It should be added that a trade gap of 26.3 percent of GDP could, of
course, occur with lower exports than 10.3 percent of GDP, and correspond-
ingly lower imports.

The use of the two gap method on Pakistan shows that with consistently
higher growth rates than during the reference period 1960-74 the past functional
relationships between exports, imports and savings on the one hand, and
explanatory variables like GDP and investment on the other will be altered in
one direction or other. If the foreign trade functions shall behave as in the past,
the savings behaviour must be changed very considerably. Or inversely, if the
savings behaviour continues as in the past, the propensity to import would
become very much higher than in the recent past, and the ability to export may
also be reduced.

The main conclusion is that of the two gaps, the investment-savings gap
(the “resource gap™) appear to be the crucial one. The availability of foreign
funds to fill the import-export gap and meet debt servicing is discussed briefly
in the preceding pages and the conclusion was drawn that it seems unlikely
that Pakistan might get that much of foreign funds. Hence the possibility of
bridging the investment-savings gap which reaches very extreme figure at higher
growth rates must be ruled out. There is very little possibility to achieve 9,8
or even 7 percent growth rates when we considered the extremely gloomy out-
look for the saving behaviour of the economy. To reduce the I-S to a manage-
able size gap, we would have to reduce the magnitude of investment, but this
would, of course, automatically result in a lower growth rate.

The alternative way of reducing the investment-savings gap imply that the
consumption must grow much slower and bears the brunt of necessary adjust-
ment to release sufficient domestic funds to narrow the widening “‘resource
gap”. To sustain a higher rate of growth, under-developed countries have to
break their traditional savings pattern otherwise Pakistan’s case will be suffi-
cient to teach a lesson. To raise the funds saved in accordance with the needs
of the economy, the consumption liberalization policy which has been under
practice for long in most of the underdeveloped countries may have to be re-
moved. This cannot be done unless fiscal tools are used accompanied by
appropriate monetary policies. Therefore, we have to revise the tax structure
of the economy. By imposing more taxes, forced savings can be raised to a
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significant level. But the crux of the problem is whether or not a significant
portion of funds can be converted into development. When inflow of foreign
funds are abundant: a government will tend to feel relaxed in her saving efforts,
and liberalizes its non-developmental expenditure. Therefore, we have to
take into account the non-development expenditure which has shown an
increasing trend. There is need for a study which could act as a guide to the
various possible sources of savings in other sectors of the economy. However,
efforts should in any case be combined with fiscal and financial tools to encourage
and increase savings.

CONCLUSION

To sustain a high growth rate of the economy a substantial net inflow of
foreign funds is needed to supplement the domestic foreign exchange earnings
to pay for the import requirements of the economy. The “trade gap” will be
much wider, both in absolute terms and in relation to the GDP, if the growth
rate would increase to as high level as 8 or 9 percent annually. Net inflow to
cover the trade gap represents merely a part of the need for foreign funds. The
debt servicing must also be covered. Taking these into account we find that
the need for gross borrowing as percent of GDP will increase over time under
all growth assumptions, and under a high growth rate it will increase three times
in the course of a decade. In this case Pakistan’s share of available foreign
assistance and foreign loans would have to increase, and it is not very likely
that the need for ever increasing foreign funds can be met in this manner.
Should the foreign inflow decline, Pakistan would be left with an accumulated
debt, the servicing of which would require a . substantial proportion of her
export earnings. Payments difficulties would weaken other countries’ confidence
in Pakistan and lead to further contraction of foreign capital inflow. There-
fore, policies depending on an excessive net foreign inflow would either lead to
a “foreign aid trap” which means that the inflow has to increase each year or if
enough foreign aid was not forthcoming some time in the future to cover pay-
ment difficulties, it would curtail natjonal development efforts. To ease the
intense need for foreign assistance and loans, structural changes in the economy
are needed.

It is visualized that projected import requirements are very high at high
GDP growth rates, such as 9 percent leading to a widening trade gap. To
reduce the trade gap and the required net foreign inflow a growth rate of 5 or 6
percent is recommended to be a more realistic target. Since exports cannot
increase sufficiently to relieve the country from the dependence on foreign
funds, therefore import substitution in capital goods is emphasised. To
generate export surplus though the sale of agricultural commodities such as
rice and to achieve import substitution in foods mechanised farming is probably
necessary.

Already the projected trade gap is so large that measures to reduce it
are called for. When we look at the results of our estimates of the “resources
gap” the findings are far more disturbing. Under a 5 percent growth rate
assumption, savings requirements in 1984-85 turn out to be about 40 percent
higher than the savings projected in that year. At a9 percent growth rate of the
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economy, however, savings requirements will become twelve time higher.
The difference between savings required and expected would have to be covered
by net inflow of foreign funds, if the targets should be reached and the savings
behaviour follow the path shown by the estimates in the present paper. At
all levels of growth of GDP from 5 to 9 percent, the resources gap and the need
for net foreign inflow would be higher than the estimate of the trade gap. From
this two possible conclusions can be drawn: (i) the investment-savings gap is the
most serious constraint for achieveing the national development goals; and
(ii) since the resource gap is substantially higher than the trade gap which is itself
in our judgement would lead to a higher net foreign inflow than can be sustained,
it is out of question to meet the projected resources gap through foreign assistance
and loans.

Even if less ambitious goals are set for growth in the perspective plan,
such as 5 to 6 percent, the savings performance of the economy must be improved,
to close the difference between the trade and the resources gap. Lavish
spending should be discouraged, both by the private citizens and by government.
In this case fiscal tools would have to be utilized, under the umbrella of an
honest and efficient administration.

Ambitious perspective plans, with growth rates as high as 9 percent may
be good but the factor that must be born in mind is the feasibility of such plans
and whether the economy can sustain such idealistic targets over a s ified
period of time, The rate of growth of the economy in the perspective planning
should be scientifically justified. In case of perspective planning for develop-
“ment, in under-developed countries like Pakistan, an intensive enquiry is needed
concerning the possibility of adequately mobilizing their domestic resources.
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Appendix Table I
Imports of Raw Material

(Values in millions of rupees
constant at 1960-61 prices)

Period g = .05 g=m 06 g= .07 g= .08 g = .09
1975-76* 1520.526  1534.391 1548.276  1563.273  1578.413
1976-77* 1555.868 1578.413 1601.319  1626.427  1652.153
1977-78 1593.897  1626.484  1660.077  1697.441 1736.299
1978-79 1634.819  1678.977  1725.163 1777.293 1832.318
1979-80 1678.852  1736.299  1797.260  1867.084  1941.886
1980-81 1726.235  1798.893 1877.124  1968.049  2066.916
1981-82 1777.221 1867.245  1965.589  2081.580  2209.588
1982-83 1832.085  1941.886  2063.584  2209.241  2372.392
1983-84 1891.121  2023.393  2172.135  2352.791  2558.169
1984-85 1954.647  2112.396  2292.378  2514.206  2770.161

*See footnote, appendix table I,

Appendix Table III
Imports of Food Stuff

(Values in millions of rupees
constant at 1960-61 prices)

MF MF" MF MF MF MF
Period g=.05 g=.06 g=.07 g=.08 g=.09

1975-76* 231.594  95.881 89.793 84.336  79.215  74.401
1976-77% 243.902  81.840 74.403  67.724  61.651 56.117

1977-78 256.503  70.002  61.651 54.385  47.981 42.326
1978-79 269.410  59.875  51.084  43.672  37.342  31.924
1979-80 282.624  51.214  42.329 35.070  29.062  24.079
1980-81 294.274  43.806  35.074  28.163  22.618 18.162
1981-82 306.165  37.469  29.062  22.615 17.603 13.698
1982-83 318.305  32.049  24.081 18.161 13.700 10.233
1983-84 330.693  27.413 19.954 14.584 10.662  07.793
1984-85 343.337  23.447 16.534  11.711 8.298  05.878

*See footnote, appendix table I.
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Appendix Table IV

Imports of Consumer Goods

(Values in millions of rupees
constant at 1960-61 prices)

Period g = .05 g = .06 g = .07 g = .08 g= .09

1975-76* 211.197 210.444 209.468 208.670 207.849
1976-77* 211.020 210.184 209.107 208.189 207.228
1977-78 210.834 209.907 208.720 207.668 206.548
1978-79 210.638 209.614 208.304 207.103 205.803
1979-80 210.433 209.303 207.859 206.491 204.989
1980-81 210.216 208.972 207.381 205.828 204.098
1981-82 209.989 208.621 206.868 205.110 203.123
1982-83 209.750 208.248 206.319 204.332 202.056
1983-84 209.499 207.852 205.729 203.489 200.889
1984-85 209.235 207.432 205.097 202.576 199.612

*See footnote, appendix table I,

Appendix Table V

Invisible Imports

(Values in millions of rupees
constant at 1960-61 prices)

Period g= .05 g=.06 g=.07 g=.08 g=.09
1975-76* 1351.898 1383.428 1415.595 1448.412 1481.892
1976-77* 1431.922  1481.892  1533.384  1586.445  1641.121
1977-78 1516.048 ~ 1586.445  1659.714  1735.975  1815.345
1978-79 1604.488  1697.463  1795.204  1897.956  2005.977
1979-80 1697.463 1815.345 1940.518 2073.430 2214.562
1980-81 - 1795.204 1940.518 2096.368 2263.519 2442.789
1981-82 1897.956  2073.430  2263.519  2469.439  2692.510
1982-83 2005.977 2214.562 2442.789 2692.510 2965.748
1983-84 2119.536  2364.420  2635.058 - 2934.160  3264.718
1984-85 2238.918  2523.545  2841.268  3195.936  3591.843

*See footnote, appendix table I,
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