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ABSTRACT

This study examines the effect of foreign aid oa fiscal behaviour of
the Government of Pakistan. It applies the Autagsgive Distributed Lag
model to analyse the relationship that prevailetivben grant aid, domestic
borrowing, domestic revenue and development expenedallocations during
the period 1960 to 2010. The results reveal thegigm grants have adversely
affected government’s fiscal responsibility. In tfat has reduced domestic
revenue collection while amassing foreign debt. ibyrperiods of fiscal
imbalances when cutting expenditures should haven bihe norm, both
development and non-development expenditures wkreel to increase. The
results also show that these effects vary condidiera relation to the mode aid
was delivered. There is much scope for efficiefitsation of foreign financial
resources while the foremost need is to improveemae collection and
discipline expenditures. It is up to the governmamd not the donor whether it
uses the grants for reducing domestic borrowingspending or increasing
aggregate availability of resources.



1. INTRODUCTION

Pakistan, a capital deficient country since itepton, has depended on
foreign assistance for financing its different seeconomic development
projects. The optimal use of these financial resesircould have helped in
raising the living standards of the nation but unfpately that did not happen
[Hasan (1998)]. The economic environment has reeshimolatile due to
excessive and wasteful government expenditures. gdwernment is facing
large fiscal deficits due to failure of its fisqadlicies and has accumulated huge
public debt through donor bailout packages [Had®98)].

As the amount of aid is generally limited, it mbstused judiciously. But
many developing countries fail in this respect.sTts due to various factors,
such as corruption, bureaucratic procedures andoduoptive consumption
[Qureshi (1968)]. Some authors also point out labsorptive capacity as
another factor which contributes to inefficient gsgHasan (1998)].

Pakistan received grant type aid only till 197 7teAthat aid mostly came
in the form of loans and credit [Hasan (1998)].c8irPakistan’s savings and
productivity rates are very low, its debt servicitepacity is also depressed. Its
large budget and balance of payment deficits dopeoinit it to pay back the
principal restricting it to the payment of only teervicing charge. Mohey-ud-
din (2005) is of the view that foreign aid has mé#de country irresponsible in
its expenditure behaviour and it has been spenthiege resources on less
signifant development projects as well as on noretbgment projects.

Economists disagree on the effectiveness of aithéndevelopment of
Pakistan. The proponents are of the view that ibris account of foreign
assistance that the growth level has remained degipite low savings [Qureshi
(1968)]. On the other hand, opponents think thakifm aid has had no
significant impact on economic performance [Bool@9g)].

It was generally believed that aid would be vergfukin filling the gap
between savings and investments in a capital-daceentry like Pakistan. But
research showed that foreign assistance inducedrgment to allocate larger
proportion of aid to consumption. Also, it affectéte domestic saving level
negatively which prolonged dependence on foreigipstt[Griffen (1970)].

The returns from aid are considered important fthenpolicy perspective
[Burnside and Dollar (2000) and Collier and Dollg2001, 2002)] since
ultimately it affects donors’ policy in distributio of aid among different
developing countries. It implies that in the longrthe productivity of aid is
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directly affected by the policies of the recipiattuntry. Carl-Johan’s (2004)
analysis showed that the productivity of aid is paned by poor economic
management of the receiving state. Another studyhkeyUganda Debt Relief
Network (2000) underscores the idea of aid funigibby exposing that only 35
percent of aid is utilised for its designated pwefGariyo (2000)].

In case of Pakistan it is quite obvious that desfiie big quantum of
foreign aid received since its inception its soaiatl economic performance has
been far from satisfactory. Many studies have eranhithe impact of foreign
assistance on Pakistan’s GDP growth, while somerstihave dwelled on
expenditure levels, but the issue of fiscal behavitas not been studied to any
great extent. Therefore in this study an attemgst een made to analyse the
effect of grants on government's domestic revenaisirg efforts, public
expenditure, debt accumulation and project and project aid. So in the main
this study is focussed on the fiscal behaviourhef Government of Pakistan in
relation to foreign assistance it has receivednétlyses the impact of foreign aid
on efforts to collect domestic revenues and hohag lead to accumulation of
debt and liberal expenditure. The study also suggéfferent reforms to lessen
the burden of foreign aid.

The study is organised as follows. After the intrciibn, the overview of
aid patterns is discussed in Section 2. The retelimmature for this issue is
presented in Section 3. Model, methodology and dataces are discussed in
Section 4. The discussion and analysis of the tesué given in Section 5. The
final section of the study includes conclusion anéicy implications.

2. OVERVIEW OF PAKISTAN’'S FOREIGN AID
PATTERNS DURING PAST SIX DECADES

In this section the different economic policiesati#lg to management,
planning and foreign aid followed by the governmetce the country’s
inception have been briefly discussed divided gikadistinct periods.

2.1. The Flat Fifties 1947-1958

The early years of Pakistan were marred by polititstability and slow
economic growth. The country started with a veryakvéndustrial and trade
base. The Indian government devaluated its currentyakistan did not. As a
result the imports of Pakistan became cheap andrexfpecame expensive
which benefitted the country but India blocked itsports by suspending
bilateral trade. The Korean War increased the demimn Pakistan's raw
materials increasing the country’s export earnisugd improving the balance of
payments. This gave a boost to the developmeffeoiidustrial sector.

During the decade of 1950-60 and 1960, governmamtl@yed foreign
aid to accelerate economic growth which could dtiely help in debt
repayment. But GDP growth in the earlier years asdow as 2.5 percent and
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agricultural growth was also stagnant. This couphath political instability
kept the national economy constrained by deficits.

2.2. The Golden Sixties 1958-1971

The sixties can be called the golden era of PaKistaconomic growth.
This was the period of Ayub Khan’s martial law whdear during which prices
under control and increased revenue collectionudtréhl and agricultural
sectors picked up together recording an impresaiveial growth of 20 percent.
In the first five years of this era, manufacturigrgw by 17 percent per annum
while in the second half, agriculture and indusgnew by 6 percent and 10
percent respectively.

The growth strategy of the 1960s was considerdaetsuccessful in the
sense that external borrowing generated enoughunes® to boost growth
levels. Had this situation persisted the trend etftcaccretion could have been
reversed at some stage. But the war with Indiaeipt@nber 1965 put resources
under great strain as foreign assistance had tiveeted to meet defence needs.
This halted the development momentum of the econdmger, the country
broke up with the secession of its Eastern wing.

During this period the overall GDP growth remainasl high as 6.2
percent and the tax policies were also not changed.

2.3. The Socialist Seventies 1972-1977

Zulfikar Ali Bhutto after assuming power heraldexdjor changes in the
direction of the economy. First the intermediatedpindustry was nationalised
but soon afteiin 1976 this process was extended to other indisssuch as
ginning factories, rice husking flour mills induss and then to banks and
insurance companies. Progressive labour policie® weroduced which gave
advantage to the organised labour and strengthabedr union power. In 1972
Pakistani rupee was devalued by 120 percent whislulted in increase in
exports but deterioration in its import bill as Wa$ in the balance of payments
following increase in OPEC prices in 1973. A sesiowrldwide stagflation also
hurt Pakistan’s export performance after 1973.

The balance of payments problem in the 1970s nesiadble external
resources to fill the gap. The rising debt sengqgiayments was another serious
constraint. Another issue was the payment of thetsdeelating to its former
Eastern wing. Will that burden also pass on toGleernment of Pakistan? At
that time, Pakistan arranged three protracted dgl#ements which provided
her the needed debt relief. An interim debt rediebngement was signed in May
1972 covering May 1971-June 1973 for US $ 233.5lionil A second
arrangement was signed in July 1973 for US $10Tiamiffor a year. In June
1974, Pakistan asked the consortium to reschettulerig-term debt. The relief
amounting to US $ 650 million was for four yearsnfr January 1974. During
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the years 1974-5 and 1977-8, the assistance froEQOfuntries reached the
highest level of US $ 1.2 billion annually. A majoause of fiscal imbalance
was the huge allocation to defence. As a result @@Rvth during this period
stagnated at 4.4 percent. No change was made atidax There was labour
unrest that affected output.

2.4. The Revivalist Eighties 1978-88

When General Zia ul Hag took over in 1977 the fitsange that he made
in the economic philosophy was that of denatioatili;i. He was helped in his
economic liberalisation by the Soviet invasion dfl#anistan in 1979 to counter
which the US needed Pakistan’s help. Zia plungddska into the fray for the
“peanuts” he received in exchange. The aid flovexhed the $ 2 billion level
by the mid 1980s which helped Pakistan in redudisgesource gap. As the
nature of these flows kept changing over time, difiicial capital inflows’
composition changed from grant type aid to loand aredits. In 1982-83
worker remittances were rising continuously analtetl nearly US $3 billion.
Also, the US $7 billion that were meant for Afghawjahedin were channelled
through Pakistan and helped in boosting the econdinig era became known
for its flourishing trade in narcotics and armssigles these external factors the
apparent good performance of the economy is at&tibto policy changes in the
realm of borrowing from banks, providing additiomatentives for exports and
better environment for investment in agricultured andustry. As a result the
share of public sector in total investment rosenfrd3 percent to 46 percent in
1989.

But in reality however the apparent economic growidisked a number
of factors such as long run structural problems, laidden low level of national
savings as well as rising fiscal deficits. The gtowm smuggling and in sale of
weapons as well as in drug business negativelytaffethe basic foundation of
the economy. lllegal imports by around the mid 8@se estimated at about
$1.5 billion. This caused the fiscal burden to tise8 percent of GDP [Hussain
(1999)].

Evaluation of economic policies of this era put GffBwth at 6.6 percent
with the share of agriculture, industrial and $leevices sector at 33 percent, 24
percent and 43 percent respectively.

2.5. The Muddled Nineties 1988-99

In 1988 the democratic government revived with eéfextion of Benazir
Bhutto as prime minister but this was a period r&fag) political instability. The
economy of Pakistan was dependent on the intemadtiending agencies such
as the World Bank and IMF. A “Structural adjustmemmogramme” was
introduced for four years (1988-1992) for shortrtedium term and for medium
to long run stabilisation. In all agreements, IMiivised Pakistan to reduce its
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fiscal deficit to 4 percent of its GDP and it wasspible only if high taxation
was imposed and development expenditures slashed.

2.6. The Reforming 1999-2008

In October 1999, General Musharraf assumed powea bioodless
military coup. The new government faced many chrgess among which the
four main were heavy external and domestic indetged; high fiscal deficit
and low revenue generation capacity; rising povartg unemployment; and
a weak balance of payments with stagnant exportssgih (2009)].Also
after May 1988, the important reserves of extetitplidity, also known as
foreign currency deposits, experienced a steep Takk workers’ remittances
which were received through official channels digp® as low as $ 1
billion.

The government formulated a comprehensive set fafrms for the
revival of the economy and to improve the govereaefficiency. The level of
foreign investments decreased to $ 400 million. iflp@orts bill doubled sharply
from $ 1.3 billion to $ 2.6 billion in just one yeaecause of increase in oil
prices from $14-$15 per barrel to $ 28-$30 perddgHusain (2009)].

Although the increase in textile exports was naablt in reality the unit
value of such exports had fallen considerably. Tiieduced a wide gap
between external receipts and external paymentshmdanged between $2.3
billion to $ 3 billion. Pakistan therefore signedstandby agreement with the
IMF in 2000 followed by a three year programme nigntee PRGF (poverty
reduction and growth facility [Husain (2009)].

The period from 2002-2007 showed a positive changgowth with the
help of improved economic governance and structigfrms. The economic
growth rate increased from 3.1 percent to 7 peroe2001-2002. The poverty
level fell to between 5 percent and 10 percentewlse the unemployment rate
also showed a great decrease as it fell from 8rdepéto 6.5 percent. In the
period 1999-2008, the government also created appabely 11.8 million new
jobs. Total enrolments at the primary school leteb showed a record increase
[Husain (2009)].

2.7. Pattern of Foreign Aid in Pakistan

Pakistan has been relying on foreign economic @s&ie since 1950s to
augment its scarce domestic resources. As a reallstan is laden with large
foreign loans and massive debt servicing which ot repaid without the
help of IMF, World Bank, ADB and rescheduling thHeeady taken debt from
the Paris club. The foreign aid inflows are continsly increasing as shown by
the following Figure 2.7.1.



Fig. 2.7.1. Aid Burden Situation in Pakistan
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Pakistan has received external aid in diverse fommssupport annual
budget deficit and as project specific aid, ands¢hkave further sub-categories
intermediate between the two main forms. Table12shows the plan wise
commitments and disbursements of foreign aid tagfak It shows that in the
First Plan, foreign aid was about US $ 842iaml which increased toUS $

Table 2.7.1
Different Forms of Foreign Aid (1951-2001) MillidsS $
Non- Non-
Project  Project  Project  Project

Aid Aid Aid Aid Commit- Disburse-
Plan Period (Commit) (Disburse) (Commit) (Disburse) ment ment
Non Plan (1951-53) 170 406 167 436 337 842
1(1955-60) 527 - 548 - 1057 -
11(1960-65) 1072 1209 1209 1185 2911 2394
111(1965-70) 1582 1811 1355 1234 2937 3043
Non Plan (1970-1978) 3762 2556 3205 3174 6967 5730
V(1978-83) 4659 3363 2574 2430 7233 5793
V1(1983-88) 9132 4882 2775 2301 11907 7183
V11(1988-93) 9961 7643 3952 4438 13913 12081
VI11(1993-98) 8882 9654 3270 3184 12152 12748
IX-plan(1998-2001) 3650 4447 - - 7928 7853
Grand Total (2001-02) 44027 35971 19055 18382 6734257667

Source: Government of Pakistan: (1988) Five Years' Plapgnning Commission of Pakistan.
Ministry of Planning and Development, Islamabad.
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12,081 million in the Seventh Plan reaching US %482, million in the Eighth.
Among issues related to aid fungibility, the vdlatiand unpredictability of aid
is important. Pakistan along with other developiayintries faces problem of
uncertainty in aid as commitments by donors arekept. This affects payment
schedule of development projects and results iraydel This fact can be
ascertained from the following Figure 2.7.2.

Fig. 2.7.2. Difference in Aid Commitments and Disbtsements
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Pakistan’s external debt and foreign aid issuesaége important in its
resultant macroeconomic policies and performaneavsi For example, in the
1980s, Pakistan public sector deficit was finantedugh a blend of external
borrowings, foreign assistance and domestic debt.fisal deficit can be
identified as one single factor on which the entguctural adjustment
programme of 1988-1993 was based. In fact buddetitdend its financing has
become a major problem for the government of Pahigiver the last three
decades. During periods of political instabilitydget deficits have increased
depressing GDP growth levels which have causedautie increase in money
supply, inflation and depreciation of the Pak ruf&eah (2002)].

In Pakistan, there are three options which can sed dor filling this
deficit gap. One of them is domestic bank borrowimigich means printing
money which results in high inflation. The othemtaptions are domestic non
bank borrowing and external borrowing. But bothimmps exacerbate the debt
burden and the debt servicing problem for the fifttag (2003)].

Pakistan’s budget deficit has been showing an @sing trend since
1960. During 1980-81 this deficit was recorded apescent of the GDP. It
increased to 9 percent in 1990-91. Then in 1994t3&as brought down to 5.5
percent. Overall during this period it stayed a@npercent. In 2005 however
it scaled down to 3.5 percent from 6 percent inLExronomic Survey of
Pakistan (2005). The prevalence of such a higlalffideficit ratio to GDP has
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compelled the government to borrow both from indéend external sources as
shown by the Figure 2.7.3.

Fig. 2.7.3. Average of External Aid for Financing Mt Budget Deficit
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2.8. Composition of Foreign Aid

The composition of foreign aid can be seen in tleecpart (2.8.1) which
shows that the donor community has assigned thategrgoortion of aid to
project development. From 1978-2009, 55 percefibrafign aid was received
under the head of project aid and 28.5 percentruthgecategory of non-project
aid.

Fig. 2.8.1. AIIocation of External Aid
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Source:Ministry of Economic Affairs
Division
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The donor community’s preference for project aid dee to its
amenability to supervision. It is generally belidvéhat such project aid
proves very costly to the recipient country in lonm since it entails the
purchase of capital goods and other raw materiaifthe donor country
[Malik (1994)].

2.9. Factors that Raise Debt Burden

For more than two decades, the primary reason &kisPan’s rising
debt burden and related economic problems has theecountry’s persistent
low level of national savings. Pakistan, like mamyher developing
countries, has been relying heavily on foreign veses since the 1950s but
has not been able to achieve self sufficiency DE€lmmittee Report
(2001).

The Figure 2.9.1 supports the view that aid has ttedrresponsible
expenditure behaviour and has contributed leset@ldpment [Mohey-ud-Din
(2005)].

Fig. 2.9.1. Pakistan Government’'s Expenditure’s Bedwiour
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Now it is hardly surprising that the fiscal defidias persisted at a
permanent high level whereas the increase in paeit has been progressive.
Despite frequent restrictions imposed by the IMig &verage fiscal deficit has
remained around 7 percent of GDP for the last yiears. This can be attributed
to two current problems: stagnant revenues anéasing interest payments on
debt. The Figures 2.9.2 and 2.9.3 show the inangatsend of the deficit with
the increase in public debt and in foreign aid.
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Fig. 2.9.2. Public Debt and Budget Deficit Situatio in Pakistan

10000000 -
8000000 -
6000000 -
B PublicDeht
4000000 - !
3udget Deficit
2000000 A H
-.-.llllllllllllll
0 |\|\|||\|\|||\|1111111111‘|T‘|]‘r
SR D Do %wa006a00 s o dfd souceMnisyo
o o000 000 0000 o0 00 0 0 0Y0 Economic Affair
_2000000 =~ =~ | =~ =~ | =~ =~ | =~ | kol o ™~ ™~ ] ™ ™~ Division

Fig. 2.9.3. Foreign Aid and Budget Deficit Situatia in Pakistan
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The interest rate costs due to excessive primagalfibalance i.e., the
balance before interest payments, has been dripifdic debt. The cost of
servicing on external debt is increasing becaugealfdepreciation of exchange
rate in the economy. As a result, government’safisesources are constantly
being eaten up by the rising interest payments.
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Fig. 2.9.4. Principal Repayments Along With InteresPayments
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3. LITERATURE REVIEW

The foreign aid and its impact on various macroecouin variables—
government revenues, expenditures, savings, inegginimports, exports and
growth—has been widely researched. In this sed@me relevant literature in
this area is reviewed briefly.

The story of foreign aid begins with the “Two Gadiél” of Chenery
and Strout (1966) which presents the rationale efetbping economies for
accepting foreign aid as their inability to achiguresperity targets due to their
low financial strength.. This is mainly due to thizgiadequate domestic savings
rate. Hence if these under-developed countries Wwamxpand their economy
they would need foreign support to fill their firaal gap. However McGillivray
(2000) has applied a three stage least square quedo estimate how aid
inflows affect revenue collection in Pakistan. iHegaduces domestic borrowing
to finance both capital and recurrent expenditlitee results reveal that aid has
no incremental effect on taxation and it is aldatea to the expenditure level,
not just consumption.

However Griffen (1970) and Heller's (1975) resute quite different in
this respect. They show different ways by whichefgn aid may negatively
affect domestic savings such as unconstructive wayspending aid that
influence government’s revenue generation methadg;reduction in domestic
borrowings together with increase in governmeneexiitures on consumption.

Gupta (1995) has used the ordinary least squargsthame-stage non-
linear-least-squares estimator to show that noneldpment expenditures
increase due to foreign aid. Swaroepal. (1999) have applied OLS procedure
to find the role of foreign aid in India at the &dl and states’ government level.
His results are quite different from those foundGuypta and show that foreign
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aid leads to increased development expenditureshasdnegligible effect on
non-development expenditure.

In Pakistan, some studies have explored the paeigio aid has played in
the economic development of the country. Igbal {)9%as tried to demonstrate
the impact of foreign assistance on the socialosg@thich comprises of both
development and non-development expenditures, plyiagy the iterative three
stage least square method. He finds that aid pekiti affects general
expenditure but on development its impact is smah. the contrary, Khan
(1993) finds that in Pakistan foreign aid plays ajon role in maintaining the
pace of development, especially in investment amgort areas where reliance
on aid amounts is heavy.

Mohey-ud-din (2005) uses the quadratic regressimael to find that
GDP in Pakistan has a positive relationship witreifgn aid but this trend has
been on the decline. Njeru (2003) concluded diffdyeusing the utility model
and observed that if external assistance increlgddpercent then it lead to an
88 percent increase in government’s general spgndihis shows budgetary
dependence on foreign aid. Chishti and Hasan (1882 prepared a theoretical
model for Pakistan and estimate it by using théciefit Iterative three-stage
least squares technique which finds that 28 peroénpublic sector non-
development expenditures are financed by domestimtvings. Foreign grants
show a modest impact on public investment but rareifin loans. But
Rodriguez and Morrissey (1988) have used the strakctand reduced form
equation and have discovered that aid affects tmast positively and has
negative effects on other indicators such as tamatnd consumption.

QOuattara (2006) has used panel data of 68 coumtniéginds that aid has
constructive effects on public investment level @nkas no part in increasing
government consumption or wasteful expenditure.i @28603) apply VAR
analysis to examine the effects of aid on the buddlecation of Ghanaian
government. The results of impulse response funatiepict that a sustained
level of aid leads to increase in the level of gameent consumption and
contributes very little to investment. They condutthat foreign aid in Ghana
has been used to assist fiscal adjustments raiharfor financing higher non-
development expenditure. Batten (2009) and Kardl94p have applied the
vector error correction model and found that aidtdbuted to government'’s
irresponsible behaviour in development expenditused led to decline in
domestic tax collection. The results from errorreotion model studies for
lower income nations suggest that external assistand government spending
have a positive relationship between them.

Different authors have worked on aid effectivenddsGillivray and
Feeny (2010) have applied the non-linear threeestagst square method on
fragile economies which show that the governmerPapua New Guinea was
not using aid in an effective manner. It was beiisgd for filling the budget
deficit. Dowling (1998) and Tendulkar (1971) reaghthe conclusion that
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foreign aid quite often had no or very bad effetttioe recipient country. It can
be said that not only the opponents but the propsnalso are in a difficult
position due to the widely-acknowledged theoretipaksiblity of aid being
fungible. Some authors are of the opinion that nabshe aid money is used on
increasing the investment ratio in the recipienirtoy which negatively affects
the already poor level of employment in the econoBunth sections of opinion
are agreed on the fact that aid worsens the tuddtir the poor and increases
income inequalities in the country [Naziger (1999daro (1991)].

The Millennium Development Goals mainly focus ordueing the
percentage of those people who live below the pgguare. In 1990-1999, the
percentage of people who were living on less thdolkar a day rose from 47 to
49 percent in Sub Saharan Africa (SSA). Addisatnal (2005) found that aid
contributed to growth in SSA and reduced povergleThe low growth rate in
Africa could not therefore be attributed to aidffeetiveness

In the recent past some studies have related flirdeacy to better
governance. A series of working papers by Britigp@rtment for International
Development (2000) and Canadian International Omorabnt Agency (2002)
have supported the investigation of Burnside antlab¢2000) concluding that
development assistance can contribute to povertuct®n in countries
pursuing sound policies, and good governance anddsgolicy environment
are the most important determinants of aid effectéss.

Likewise many other studies such as Burnside aniiaD@L 997, 2000,
2004) Collier and Dollar (2001, 2002) are of thewithat the positive impact of
aid depends on the fiscal strategy of the reciptenntries, because it facilitates
those states which have a favourable policy enwiemt. But there are also
some other studies such as Hansen and Tarp (20M@L) 2A.ensink and
Morrissey (2000) which suggest that the performasfcaid is not related to the
quality of economic policies.

Dollar and Levin (2006) have tried to study thisegtion in those
countries where governance is not sound. Theirltsesihow that earlier aid
donors preferred countries with poor economic cihmu$ but now their
preferences have changed. They like to help thosetdes which have sound
economic policies.

4, METHODOLOGY AND DATA
The methodological framework and data is discugsélis section

4.1. Model Specification

The theoretical model is structured orutllity-maximising approach,
where the recipient government is deriving bendfitough allocation of its
funds between development expenditure3F;, and non-development
expendituresNE; at time periodt. It is assumed that the preferences of
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government is represented by Cobb-Douglas utilityction. The domestic

resource collection and foreign aid can determireeldudget constraint faced
by the recipient government. The foreign aid isadigregated between project
aid and non-projected aid. The difference betweke é&xpenditure and
revenue can be adjusted through government’s dmlsld (borrowing) or

alternatively the deficit/surplud; The government utility maximisation
problem can be presented as relationship (Equ&lion

MAX U(DE NE) s.t. R+ S+ ¢Py) +D;- Ppg. DE+Pne. NE= 0 (3

WhereE is total expenditured)E is total development expenditure of government,
NE is non-development expenditure of government Grant revenue received by
governmentSis grant revenue budget suppétis grant revenue program support,
D is public debtR is domestic revenue collection aBds domestic financing of
budget deficit. The specific amount of aid thatrbeipient country perceives to use
for lowering taxes and changing the composition nain-development and
development expenditures is represented.by

The solution of Equation 3 gives a system of intpehdent fiscal
equations which relate foreign aid to development axon-development
expenditure levels, changes in public debt, andedtimrevenue as follow:

DE =f(R, S, P, D)

NE=f (R, S, P, D)

R=f(DE,NE, S, P,D

D =f(DENE,R, S, P

A =1 (DE, NE, R, D) @

The system of interdependent fiscal relationshigs be estimated by
using Vector Error Correction Model (VECM) framewoto analyse the
impact of grant inflows G on fiscal aggregates: éstit revenue collection,
total expenditure and levels of domestic borrowinghe external financing
of budget deficit is taken as the excluded varidlden the system to capture
the impact of aid grants rather than donor loartss Bvoids the estimation
of an identity which would cause the results to dmee meaningless
[Fagernas and Roberts (2004)]. The first model yg®sd the impact of grant
flows on domestic revenue collection, total expéwndi and levels of
domestic borrowing.

The current study examines the relationship betwéaneign aid,
domestic borrowing, domestic revenue, developmerd aon-development
expenditure by applying the Autoregressive DistigouLag model which is a

The system of interdependent fiscal relationshigsergin system (4) can be estimated by
using Vector Autoregressive (VAR) model, However RAanalysis requite stationarity of the
variables. In case variables are non-stationaryrivegrates of same order, then analysis can be don
by Vector Error Correction Model (VECM) frameworkdgmilton (1995)].
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more efficient techniqué. Therefore, with the help of this approach, the
divergent impact of grant revenues, specified foddet support, on the fiscal
behaviour of government is analysed for the peti®60-2010.

The first model analyses the impact of grant flammsdomestic revenue
collectionR, total expenditurd& and levels of domestic borrowiigjto finance
budget deficit given in error correction model (Btjan 5):

AINB =a,+Y a,AINB_ +> a,AING_ + > ayAR  + > a,AINE +
i=1 i=0 i=0 i=0
ViAInB +y,InG, + ;R +y,INE+é ... (5)

The second model considers the impact of grantnies® and domestic
revenues on the composition of fiscal expenditbetsveen the developmebE
and non-development expenditUd& categories in error correction model (6).
As such, the model estimates the following relaiops (Equation 6):

n n n n
AnB =a,+> a,AlnB_ +> a,AInG,_ +) a,AR_ +> a,DE _, +
i=0

i=1 i=0 i=1
Zn‘, AInNE_, +y,AIN B, +y, NG, + YR +y,INED_, + ¥, INEG, +¢,
=0 ... (6)
The third model separates the grant aid variabie fwo components:
budgetary suppor® and project or program aidl to determine whether these

components have differential impact on the contidyuof grant aid to each of
these fiscal relationships given in error corrattinodel (Equation 7):

n n n n
AnBy =ag+YayANB+Y ayAn S+ agAR i+ a,ln R
= i=0 i=0 i=0

n n
+2 A5 ADE 4 + > 0 AR +y,AINB 4 +Y,INS 5 +Y3R4 +Y4INR
i=0 i=0

+Y5In DE;_; + YgNE_; + ¢, . (M

4.2. Data and Sample

The data from 1960-2010 is used for analysing theact of foreign
assistance on the fiscal behaviour of the govertrob®akistan. The sources
from where the required statistical data of theialdes has been used in this
thesis includeEconomic Survey of Pakistéwarious issu€s Economic Affairs’

*There are a number of reasons on the basis of whishmodel is more desirable. Unlike
FRM, where the reduced form parameters are usel@tesmine structural coefficient parameter, the
VECM gives a highly tractable framework [Franco@j]. VECM will treat aid and fiscal behaviour
as interdependent variables which will follow tluerthat whenever there is an adverse shock on the
fiscal side of the economy, it will also have imgsaon aid side. Also this model will allow external
assistance and fiscal variables to relate with e#toér in a dynamic manner both contemporaneossly a
well as with a number of lags. Another featuréhi§ model is that it adds features of error cdioec
to a multi factor model such as vector autoregvessiodel [Hamulton (1995)].
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Division, Islamabad; Ministry of Finance, IslamabadHand book of Statistics
2010issued by the State bank of Pakistan.

5. EMPIRICAL RESULTS

The empirical results of the relationship betweereifjn aid, domestic
borrowing, domestic revenue and government experedii961 to 2010 are
presented in this section. The first model is agregate model which captures
the impact of grant flows on domestic revenue ctilbm, aggregate expenditure
and levels of domestic borrowing. The second madeisiders the impact of
grant revenues and domestic revenues on the cotigmosf fiscal expenditures
between development and general expenditures. fiitee rhodel separates the
grant aid variable into two components: budgetanppsrt and project or
program aid to determine whether these componemte Hifferential impacts
on the contribution of grant aid to fiscal behaviou

5.1.1.Stationarity Testing

In the estimation, the very initial step is to ckéfcthe desired variables
are stationary or not. The Augmented Dickey Fulst and the Phillips Perron
test are used for this reason. The results of thests are presented in Table
5.1.1. All the variables are non-stationary at lehewever these variables are
stationary at first difference.

Table 5.1

Unit Root Test
Phillips Perron Test Augmented Dicky Fuller Test

Level First Difference  Level First Difference
AC -0.39 -15.00* -0.33 -7.37%
-0.07 —-5.14* -0.02 -5.13*
S -0.94 —-19.99* -0.49 —7.81*
0.89 -5.76% 0.31 -5.60*
DE 0.19 —4.97* 0.52 —4.93*
NE 0.45 -5.30* 0.55 -5.27*
G -1-61 -8.43* -1.61 —8.49*
B 0.65 —4.78* 1.03 —4.84%
P -1.41 —-8.03* -1.41 —7.96*
E 0.37 —4.56% 0.71 —4.57*

Note: The null and the alternative hypotheses for bothtésts respectively areytseries is non-
stationary and H series is stationary. * implies significance atetcent.
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5.1.2.Cointegration Testing

To estimate the model, Log-Linear specification ised. The
cointegration technique known as AutoregressivetriDigtive Lag Model or
bound testing introduced by Pesaran (1997), PesardrShin (1999), Pesaran
and Smith (2000), and Pesarahal. (2001) has been applied.

5.2. Model of Fiscal Aggregates

The first model is the aggregate model given indfigu (5). It captures
the impact of grant flows on domestic revenue ctilbm, aggregate expenditure
and levels of domestic borrowing. In Equation (@,represents the short run
dynamic relationship whereas represents the long run relationship. In the first
step, cointegration is tested using the F-test wiitical values called bound
test> The F-test is sensitive to the number of lags isegoon each first
differenced variable [Pesaranet al (2001)]. Therefore, the Vector
Autoregressive Model (VAR) model is estimated fifst lag selection. The
VAR with one lag is selected based on Schwatz Bawy€iriteria and Table 2
results. Pesaran and Shin (1999) show that forAR®L model the SBC
method is superior to the AIC method; therefore 8®C criterion in lag
selection is adopted. The results of the F testclmintegration among the
variables of model one are given in Equation (%) egported in Table 5.2.1.
The result shows that F-statistic 6.75 is gredtan tthe critical values 1.99 and
2.94, which supports that a long-run relationshipsts between domestic
financing of budget deficit, grant revenue, donmesdvenue and government
expenditure level.

Table 5.2.1

F-statistics for Cointegration Relationship
Critical Value Bounds of F-Statistics with
Intercept and no Trend (k=4) at 1%

F-Value 1(2) 1(0)

6.50 1.99 2.94

Note: Critical value bounds are from Table F in PesarahResaran (1997).

3The null hypothesig;=y,=ys=y, =0 are tested against the alternatgy#ys#ys #0. The
ARDL test verifies the null hypothesis of no coimration against existence of cointegration. The
results off-statisticare compared with the critical value tabulated bgdfanet al (2001) Pesaran
and Pesaran (1997). The null hypothesis of no egiation can be rejected if the results of F-st@at a
greater than the upper critical value. Likewiserib# hypothesis will not be rejected if the resudf
F-stat are lesser than the lower critical valuet Bthe results of F-stat lie between the value of
upper and lower bound, then the decision will m®ntlusive.
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In the second stage, after establishing long-rutatiomship, the
estimation of the short-run and error adjustmemffacient of budget deficits,
grant revenue, domestic revenue and total expeeditand the results are
reported in Table 5.2.2. These VECM results shoat ih fiscal imbalance
situation which of the variable will adjust itsétf correct such imbalanc&he
short-run effect of variations in the explanatorgrigble on the dependent
variable is shown by variable coefficient. The exmltion of this short-run
coefficient is that domestic borrowings, grant mawes, domestic revenues and
government expenditures show dynamic adjustmantable 5.2.2 the columns
report the coefficient estimates of all lagged abiés in the ARDL model short-
run coefficient estimates. The factor of error atijuent carries anticipated
negative sign and is significant which indicateattti there is disequilibrium
then adjustment takes place automatically. All thehaviour shows that there
exists a long-run relationship among different disbehaviour such as grant
revenue, domestic revenue, budget deficit and tal ®xpenditures level. The
result of the diagnostic test indicates no heterdakticity, no autocorrelation
and no functional mis-specification in the modeld dhe residuals are normally
distributed.

Table 5.2.2
Short Run Relationship with Error Adjustment in Aeggate Model
Lag Order AB AG AR AE
0 0.03* -1.51* -0.07
(3.85) (-3.21) (—0.46)
1 -0.38* 0.02* -0.64 1.06*
(~2.04) (2.02) (-1.42) (4.94)
ECT2, —-0.44*
(-5.39)
Goodness of Fit Diagnostic Test
R? 0.98
X% LM Autocorrelation 1.07 (0.35) No autocorrelation
x> JB 13.08 (0.11) Normal
x?> Ramsay Reset 0.09 (0.75) No Mis-specification

White Heteroskedasticity 1.23 (0.30) No Heterosk&diy
Note: The * indicates significance at 1 percent, ** gidscent and *** at 10 percent respectively.

The normalised long-run cointegrating relationskgn be written in
equation format as below.

B, = 1.5%,-0.065,— 0.1DR + &,
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Many important results are found as the value ahelstic financing of
budget deficit is taken as unitary [Lutkepohl (199The Grant aid coefficient
is negative and significant which implies that otlee long run, grant revenue
has been used as a substitute for domestic borgswiithis means that
government has relied more on grant revenue. Ligewlomestic revenue also
has a negative and significant coefficient whichamethat as domestic revenue
increases, domestic borrowing decreases. The gmesit’s total expenditure
variable is positive and significant which impliehat as government
expenditure level increases, it results in incredsimestic borrowings.

The above short-run model can be written as follow;

AB, = 0.0\G; — 1.51AR,— 0.07AE,— 0.38\B,_; + 0.02AG, 4
— 0.64AR.; + 1.08\E,_,— 0.4£&CT, 4

The stability of selected ARDL model specificatisrevaluated using the
cumulative sum (CUSUM) of the recursive residuat ter structural stability
[Brown, et al. (1975)]. If the plot of the statistics remains hiiit the critical
bounds of the 5 percent significance level then nb# hypothesis, i.e. the
regression equation is correctly specified, cateotejected. It is clear in Figure
5.2.1 that plot of CUSUM lay within the boundarigbgerefore these results
show the stability of the long run coefficientsregressors.

Fig. 5.2.1. CUSUM Graph for Testing Structural Staility of Model |

20

15 e

10 s

T T T T T T
1980 1985 1990 1995 2000 2005 2010

— CUSUM -———- 596 Significance

5.3. Model of Fiscal Aggregates and Expenditure Copwsition

In this model, the effect of grant revenues and ektio revenues on the
composition of fiscal expenditures between the tgreent and non-
development expenditures categories is analysede Hchwarz Bayesian
criteria suggested estimating the model with omeléngth. The result shows
that F-statistic 6.74 is greater than the criticalues 2.08 and 3.00, which
supports that cointegration exists between budggficits, grant revenue,
domestic revenue, development and non-developmgeneitures.
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Table 5.3.1

F-statistics for Cointegration Relationship

Critical Value Bounds of F-Statistics
with Intercept and no Trend (k=4) at 1%

F-Value
6.74

(1) 1(0)
2.08 3.00

Note: Critical value bounds are from Table F in PesarahResaran (1997).

The results reported in Table 5.3.2 show the stuwrdynamics and error

adjustment in case of disequilibrium. The coeffitieof error correction is
negative and highly significant, which indicatestttcointegration exists. It
means that domestic borrowing, grant revenue, dtieneéevenue, general
expenditures and development expenditures are egyated. The results of
diagnostic test report that there is no serial eat@lation, no misspecification,

no heteroskedasticity and that error distribut®narmal.

Table 5.3.2
Short Run Relationship for Model 2
Lag Order AB AG AR ANE ADE
0 0.03*** 0.06* 0.37* -1.07*
(1.79) (2.88) (3.04) (—4.48)
1 0.46* 0.02 0.27** 0.21 0.26***
(4.42) (0.37) (1.80) (1.29) (1.76)
ETCZ, —-0.59*
(-4.33)
Goodness of Fit Diagnostic Test
R® 0.98
x> LM Autocorrelation ~ 0.66 (0.53) No autocorrelation
x?JB 0.75 (0.68) normal

x*> Ramsay Reset 0.003 (0.95) No mis-specification
White Heteroskedasticityl.23 (0.30) No Heteroskedasticity

Note: The * indicates significance at 1 percent, ** gidkcent and *** at 10 percent respectively.

The above short run model can be written as follow

AB; = 0.00G; + 1.06AR + 0.37ANE;,— 1.0ADE; + 0.46AB..; + 0.002

AGis+ 0.27AR; + 0.21ANE, ; +0.26ADE,; — 0.5ECT, ,
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Table 5.3.2 shows the short run results. The adefft of error correction
term is negative and highly significant, which icaties that cointegration exists.
It means that budget deficit, grant revenue, doimestvenue, general
expenditures and development expenditures are egpatied. The LM serial
correlation test results reports that there is edabk autocorrelation. Ramsey
Reset justified that there is no mis-specificatiorihe model. The Jarque-Bera
method is used to test for normality assumptions iés results revealed that
data is from normal distribution.

The normalised results of cointegration relatiopshimong different
fiscal variables of the model are presented belbhese results show that as
grant revenue and domestic revenue have highlyifieignt and positive
coefficients, it implies that both are negativelysaciated with the long-run
levels of domestic borrowing. It also shows thatedepment expenditures and
non-development expenditures have highly positisgoeiation with long-run
levels of budget deficit. Overall, these resultewhhat over the long term,
budget deficit is lower due to larger size of fiseesources i.e. both domestic
revenue and grant revenue whereas budget defigibban increasing with the
increase in government expenditures’ level.

Bi= 1.5DE—-0.1G;— 1.9R + 0.6NE; + &

The Figure 5.3.1 presents the test statistics 06§GM for model Il. It
shows that the model does not exceed the boundS pércent level of
significance so the model is stable as well asextiy specified.

Fig. 5.3.1. CUSUM Graph for Testing Structural Staility of Model ||
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5.4. Model of Fiscal Aggregates, Expenditure Compii®n
and Aid Modalities

In this model, the grant aid variable is dividetbitwo components: one
is grant revenue specified for budget support dra dther is grant revenue
specified for programme support. The intention bdhhis division is to analyse
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whether these components have had differential ¢inpa the contribution of
grant aid to each of respective fiscal relationshim Equation 7S is grant
revenue for budget support, aRds grant revenue for program support.

Table 5.4.1 shows the results of cointegrationtigahip among fiscal
aggregates. As the F-statistic 7.08 is greater thancritical values 2.66 and
3.35, it confirms that there is cointegration bedwebudget deficits, grant
revenue specified for supporting budget deficitddpet support, grant revenue
for programme support, domestic revenue and govenhndevelopment
expenditure.

Table 5.4.1

F-statistics for Cointegration Relationship
Critical Value Bounds of F-Statistics with
Intercept and no Trend (k=4) at 1%
F-Value 1(2) 1(0)
7.08 2.26 3.35

Note: Critical value bounds are from Table F in PesarahResaran (1997).

Table 5.4.2 shows the results of VECM coefficigntanalyse the short run
dynamics of the model. The short-run coefficiersisnaly domestic borrowing,
budget support aid, programme support aid, domestenue, development
expenditure and general expenditures show dynadjisstments. The negative
and significant value of error adjustment term aomé long-run relationship. The
results of diagnostic test report that there is gmwial autocorrelation, no
misspecification, no heteroskedasticity and eristridution is normal.

The long run cointegration relationship is given as

Bi=0.31P,— 0.8% - 1.3R+ 1.2DE + 0.7TNE + &

The results presented show normalised long-run &udeficit supported
by domestic borrowing relationship. This time gram@venue has been
disaggregated between budget support and prograsupport. The results
show that the budget support component of grargmae variable contributed to
decrease the level of domestic borrowings. Agagvegnment’'s development
and non-development expenditures levels have pesitioefficients which
support the outcome of earlier models that domdsticowing is increasing
aligned with the increase in expenditure level.cAtke results of this model
support the results of the last models that in@eéathe level of domestic
revenues and debt level has negative relationshiwden themThis clarifies
that the higher level of domestic resources noy @ointributed to increase in
government expenditure level, but also reduced mwment's domestic
borrowing levels.
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Table 5.4.2

Short Run Relationship
Lag Order ADB ABS APR ADR ADE AGE

0 0.46** 050 -0.19* -0.57* 0.61*
(1.94) (1.54) (-0.55) (-2.23) (5.78)
1 0.08* 0.67* 0.80* 2.51* -1.45  0.19*
(0.72) (3.000 (1.85) (6.20) (-3.91) (1.41)
ETC. -0.37*
(-3.05)
Goodness of Fit Diagnostic Tests
R? 0.98
X% LM Autocorrelation 3.62 (0.03) No Autocorrelation
x> JB 4.31 (0.68) normal
x?> Ramsay Reset 0.003 (0.95) No mis-specification

White Heteroskedasticity 1.23 (0.30) No Heterosktiday

The above short-run model can be written as follow:

AB; = 0.48AS + 0.5A\P;— 0.1AR,— 0.57ADE; +0.6IANE; +0.08

ABy 1+ 0.67AS_;.0.8P_; + 2.51AR,_;—1.45ADE; ; + 0.19

ANE_;— 0.37ECT,;

The Figure 5.4.1 presents the test statistics 05GM for model. It also
illustrates that as the model does not exceed thinds of 5 percent level of
significance so the model is stable as well asextiy specified.

Fig. 5.4.1. CUSUM Graph for Testing Structural Staility of Model III
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6. CONCLUSION

The effect of foreign aid on the fiscal behaviodr ®overnment of
Pakistan is analysed by employing the VECM approfrom 1960-2010.
Evidence shows that public debt and governmentradipge levels serve as a
key shock absorber in the government’s fiscal syst®n the other hand,
domestic revenue collection and grant aid turntolte independent irrespective
of the fiscal situation prevailing in the countiyo tackle fiscal imbalance the
Government is willing to regulate development expigme. In time of aid
constraint, government has accorded priority to egan expenditure and
squeezed development expenditures. Subsequerdlyelditionship between aid
and domestic debt has been unambiguously negdfiwee.positive shock is
administered to grant aid, it decreases the lefvpublic debt both in short and
long run. It means that government has preferredutsstitute grant aid for
domestic revenue and domestic borrowing.

On the other hand, these aid inflows have majeriroteducing the domestic
revenue mobilisation on a long term basis. Basethisrgovernment has preferred
to replace domestic collection of revenues andipwdbt with grant aid. That's
why the overall effect on total expenditure leves been nearly zero. These effects
were found to be different when the aggregate lef/grant aid was disaggregated
between programme support and budget support. &hkelts illustrate that a
significant positive relationship exists betweenjgeted aid and non project aid
(general expenditures). Also this type of aid hgmositive effect on the level of
revenue collection and on domestic debt. But bbtthese effects are found to be
small. Alternatively, development expenditures hbeen financed by programme
support category of foreign grants. The negativation between programme
support grants and domestic revenue collection grdhat the Government of
Pakistan has preferred to depend on foreign ressunstead of expanding their
own tax base. This is the reason due to whichdiheedtic revenue mobilisation has
shown a decreasing trend. This result is supptmetie findings of FRM literature
and also by the findings of Feeny and McGillivr&0@9) that also found that
usually aid inflows are used as an alternative arhektic tax collection. It is also
observed that due to grant aid, the governmentedses non development
expenditure in the country. In addition to it, thegrants are used to decrease
domestic borrowings. All this increases the delbtlén. It is shown by various debt
indicators that the debt burden of Pakistan has be@easing over time and has
assumed alarming proportion.. It may increase éarththe government does not
focus on implementation of favourable macroeconom@&nagement, domestic
saving and improvement in foreign trade policies these policies are also
important from the point of view of foreign aid eftiveness, these foreign resources
can be useful in the presence of sound fiscal amtktary policies.

The results suggest that the government of Pakiatach the donors
should manage the foreign grants effectively. Goremt should also focus on
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expanding its tax base. Along with it, non-develemiexpenditures should also
be minimised. These foreign resources should bd tseminimise spending,
instead of lowering the domestic resource mobibisatctivities. The donors
must focus on having a mutual consensus regarbdmgudgetary preferences of
the government. The suggestions by the donors hre importance than the
numbers of cheques being drawn by them, so thewldhexhort the
Government of Pakistan on the need to manage psitior expenditures more
efficiently. The Government of Pakistan badly neaddebt burden reduction
strategy which should have some defined goals sscinternal and external
debt reduction in the short and long term.
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