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ABSTRACT

The purpose of this study is to find out whether the fiscal policy measures — especially public expenditure — have
been able to fulfill the envisaged objective set by the Government. Although several other policy changes have
taken place in the economy — exchange rate devaluation, import liberalization, changes in minimum wages,
money supply and price reform , it is assumed that the pre-fiscal income distribution has captured these changes
and an estimation of the fiscal incidence should be able to indicate the extent to which the government has been
able to effect redistribution of income through the tax-expenditure apparatus alone and in what direction . it is
fully realized that taxes and public expenditure do alter the market prices of output and factors through inter-
relationships of various economic agents and markets in the long run which feed back into the pre-fiscal income
distribution pattern but if one is concerned with short-run first order gross effects of the fiscal policy then the
proposed study can be illuminating. These effects are spelled out in the section on theoretical and conceptual
issues.
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INTRODUCTION

Pakistan was characterized in the sixties by high rates of growth and it was widely believed that this exclusive
preoccupation with growth had resulted in concentration of income in a few rich families. It has been argued
that the manufacturing sector received favorable treatment at the hands of government policy thereby
redistributing income from agriculture to industrial sector through over-valued exchange rate for industrial
sector, provision of cheap credit, liberal import of capital goods at below equilibrium cost of capital. Since 70%-
80% of the country’s population depended on agriculture for its source of income and industrial sector was
relatively more capital intensive, the resulting size distribution of income became skewed in favor of the rich
families who had interlocking interests of ownership in industrial, banking and insurance assets.

THEORETICAL BACKGROUND

The new Government which came to power in 1971 was committed to correcting this situation and reducing
these inter-personal and inter-regional inequities in income. In this search for a strategy of improving the lot of
poor, it used the public sector as its main instrument of redistribution. Besides nationalizing 31 basic
manufacturing industries, banking, insurance, shipping and redistributing land for redistributive purposes, the
budgetary resources for public sector for both investment as well as social services also increased substantially.
These resources, in turn, was raised through liberal and generous foreign assistance and deficit financing and not
through increased public savings. An explicit statement of the objectives of the new Government can be found
in the Draft Fifth Five Year Plan (1976-81) of Pakistan, which states: “The impact of the improvement in private
consumption and public services on the welfare of the population will depend considerably on how these
benefits are distributed. Expansion of health and education facilities to the extent envisaged will undoubtedly
have a powerful impact. Further improvement in urban transport, programs of slum clearance, water supply,
drainage and rural electrification will reach the poor.”® The public sector’s planned investment was Rs. 112
billion out of the total planned investment of Rs. 153.7 billion
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METHODOLOGY

Who consider that there is an inherent conflict between growth and equity at least in the initial stages of
development. The pioneering work of Professor Kuznets' on size distribution of income and his inverted U
hypothesis have become a corner-stone of theoretical and empirical work. It was believed by many analysts that
growth-oriented strategies in the less developed countries were not having a “trickle-down” effect on the poor
and despite high rates of growth the reduction in the number of the absolute poor and also in the relative
proportion of poor in the total production was insignificant.

Griffin and Khan; Adelman and Morris; Owen and Shaw; ODC).> The second stream of thinking emphasized
that there was no trade-off involved between growth and equity and a set of carefully designed policies and
programs would result in both higher growth and lower inequalities. ( Chenery, Ahluwalia et al; Ranis and Fei;
Papanek).’ Cline* has empirically shown at least in the context of Latin American countries that the saving and
growth sacrificing cost of an income redistribution policy are small and more than offset by the benefits
accruing to the immediate and future income of the majority of the people.

In welfare-theoretic context both the average level and the distribution of income should be considered
simultaneously. An increase in the level of income with neutral distributional effects signifies a general increase
in total social welfare if welfare is considered a monotonically increasing function of income. But if such as
increase in aggregate income is accompanied by concentration of incremental income in hands of a small
proportion of the upper income groups, the total social welfare may in fact decline if it is assumed that social
welfare is simply the sum of identical and separate individual welfare functions. On the other hand a decrease in
the level of income even accompanied by reduction in total income inequalities may lead to decline of total
social welfare if the welfare loss from the general decrease in income is not offset by the positive effect of
welfare gains from a more egalitarian distribution

Why Study Government Expenditure?

Taxation has been traditionally considered to have the potential of reducing the income of wealthy but can do
little to raise the income of the poor. Even its impact on income of wealthy is being questioned on empirical
grounds. Bird and Dewulf (1975) in their survey of empirical studies on redistribution through taxation in Latin
America came to conclude that taxation could not effect distribution of income but only distribution of wealth
and through affecting factor prices , the mix of factors employed. They found that Latin American tax system
was proportional or even regressive due to its heavy reliance on indirect rather than direct taxes. In Pakistan the
share of indirect taxes in the total taxes is 66% in 1977-78 and may therefore have a more pronounced
regressive effect.

Due to apparent ‘Failure’ of taxation as an effective instrument , Government expenditure studies for various
developing countries suggest the specific , allocable expenditure are distributed to the poor. Tanzi (1972) ,
however , argues that Government expenditure amount to transfers from the richest to the upper middle class
because the characteristics of the ‘marginalized’ poor prevent their taking advantage of public expenditure. As
there has been no systematic study of expenditure incidence in Pakistan, The second reason for studying
Government expenditure is its connection with human Capital approach. If one believes that human Capital
constitutes an important asset and the distribution of assets, in turn, is one of the major determinants of size
distribution of income, then the importance of studying the impact of Government expenditure on education and
health services becomes obvious. It should be interesting to find out whether the share of poor class in this type
of expenditure is proportionately higher, equal or lower than the average expenditure on these services or is it
that the children of rich families get most of these benefits. Adelman and Morris (1971) found in their cross
section study of 44 less developed countries that the index of equality of access of Secondary and University
education was found to be one of the important determents of equality in income distribution.

Associated with the above point is the recent emphasis on basic minimum needs for the poor segments of the
population and physical quality of life. Pakistan is still characterized by widespread communicable diseases,
malnutrition and high fertility rates. Less than 60% of the population has access to potable water and only 15%
has access to basic sewerage facilities. Illiteracy rate is as high as 80% and more than one half of the primary
school age children are out of school. Drop out rates, especially in rural areas are quite high. The quality of
education is believed to be deteriorating over time.” One of the by-products of this study will be able to provide
some broad guidance about the direction in which public expenditure is in practice moving.

The green revolution technology is widely believed to be scale neutral as it consists of perfectly divisible —

inputs — seeds, fertilizers, and water --- yet it has argued® that the gains from this technology have accrued to big
landlords thereby accentuating intra-rural disparities in income. As these inputs are provided at below the
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market or subsidized prices by the Government it is quite likely that the access to this type of expenditure may
have been predominantly enjoyed by the rich land owners. The results of benefit incidence of expenditure on
agriculture should be able to throw some light on this proportion.

Objective of the study

The main objective of this study can be divided into three distinct parts:-

1. To make a quantitative estimate of this impact of the tax burden and of Government expenditure on rural and
urban income in the province of Sindh and within each sector among various income classes. The present
research also looks at the tax incidence afresh and compares its findings with an earlier study carried out by
Azfar (1972). The earlier study was limited to the Federal taxes only, but the present study also examines the
incidence of provincial taxes across income groups and rural-urban sectors.

2 . On the basis of the estimate derived in (1) to determine whether fiscal policy is in fact acting as an equalizer
of income distribution across the urban-rural sectors and among various income classes.

3. Although the exercise is net fiscal incidence is presented in this study, the policy focus is to trace the
distributional implications of four specific expenditure programs — education, health, agriculture, public utilities.
This is likely to enhance the policy value of this study by sharply focusing on the variables whose impact is
often cited’ to be desirable from distributional point of view.

Scope and limitations of the study

Unlike many aggregate studies on the national level, the present study focuses on Sub-national level and uses
highly disaggregated variables. The province of Sindh has the highest per capita income among all the provinces
of Pakistan with a share in population of 22.5% and contribution to GNP of 27.5% Karachi, the principal
metropolis of the country is located in the province. As the only seaport, the major international airport and the
center of financial and business activities of the country it plays a pivotal role in the national economy. This
peculiar position of Karachi has at the same time given rise to grave inequalities in intra-personal and intra-
regional distribution of income and wealth.'® the pubic policy response to this situation, in recent years, has been
an increased emphasis on fiscal instruments of taxation and public expenditure. It is argued by the planners the
progressive rates of taxation on urban rich regressive (pro-poor) expenditures on pubic services in rural areas
will be able to reduce the gap and minimize the differentials in income at personal and regional levels.

In attempt to qualify the impact of these fiscal measures for the year 1977-78, and suggest the implications of
this policy, this study disaggregates the Federal Government budget and combines it with the Provincial
Government budget of Sindh. The allocation of Federal budget among the province does not follow any
identifiable basis. Some of these allocations are clearly inter-provincial or national in nature and their benefits
cannot be easily subdivided or clearly appropriated within the confines of any geographical territory. The
disaggregation is therefore based on the simplifying assumptions. It is also possible that some of the benefits
arising from the expenditure incurred in Sindh by the Federal and Sindh Governments could have leaked out to
the residents of the other provinces. Equally likely is the possibility that some of the benefits from the
expenditures incurred in other provinces --- especially Punjab and Baluchistan (N.W.F.P) might have accrued to
the residents of Sindh. In absence of evidence of the magnitudes of these leakages in either direction it is simply
assumed that these leakages and accruals offset each other and the net effect if insignificant.

One of the major problems arises in the allocation of federal taxes. A sub-division of the federal taxes collected
from the residents of each province separately is not available. Furthermore, all international trade taxes and
corporate taxes are collected in Karachi because of its location as the only seaport and center of corporate
headquarters. These taxes could not possibly be conceived as being borne by the residents of Sindh province
along. Some allocation criteria must be used as the basis of the regional incidence of Federal taxes in the
province.'" similarly the benefits of the Federal expenditure are assigned to the residents of Sindh province on
some alternative assumptions. To the extent that this basis of allocation does not fall within the range of
‘realism’ the quantitative results presented in this study must be interpreted with the usual caveats of caution and
skepticism.

As noted in the introductory section, but it is worth repeating at this juncture also, a number of policies have
been instituted in Pakistan in the post 1971 years — exchange rate devaluation, liberalization of import policy;
socialization of 31 basic industries, banking and insurance; redistribution of agricultural land; minimum wages
and associated benefits of labor in formal sector; banking reforms; agriculture credit to small farmers and
increase in the cost of capital. These policies are likely to affect income distribution and the cross sectional
observations of our 1978 survey'> may have captured some of the effects of these policies. As the major focus of
this study is limited to the impact of the fiscal policies only, an analysis of these other instrument of public
intervention is outside its scope. Thus is making comparisons between the pattern of income distribution
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existing prior to 1971 and the present findings and drawing any inferences based on them one should be aware
of likely entanglement of the effects of other instruments.

As will be shown later, the literature on Government expenditure incidence is riddled with a number of
unsettled, controversial issues. These problems are even acute in the context of developed countries but if one is
looking at a region of a less developed country, they get further magnified. Dewulf (1975) in his excellent
survey of fiscal incidence studies in less developed countries has forcefully argued that “the present state of
incidence theory is such that no clear conclusions can be reached with respect to overall budget incidence. Their
use as a basis for policy formulation is thus rather dubious.”"® DeWulf feels that these studies presented in the
quantitative format conveyed an unwarranted impression of precision that could not possibly be removed by
customary introductory notes of caution. DeWulf, however, thinks that once the political determination exists to
influence income distribution, incidence studies covering different aspects of public policy would become more
relevant. As has been pointed out earlier, this study is being undertaken to verify whether the political
determination of influencing income distribution has, in fact, been realized or not. Unlike other studies where
economists analyze the impact of tax-expenditure apparatus on income distribution and then recommend
corrective policy measures this study starts from the other end. Once a political decision has been taken to use
this apparatus for alternating income distribution, it is interesting to find out whether the envisaged objective has
been achieved or not. The normative objective function is accepted as given.

DeWulf makes three important specific proposals to improve the usefulness of fiscal incidence studies. Two of
his proposals are incorporated in the present work, but there is some doubt about the efficacy of the third
proposal.

Firstly, the present study traces the distributional implications of four specific expenditure programs separately -
-- education, health, agriculture and public utilities. This approach will perhaps circumvent the objection that the
aggregation of results obtained from static partial analysis makes it a conceptually invalid exercise to estimate
total budget incidence. In carrying out the specific program impact exercise it is assumed that for most parts the
changes in income distribution arising from the benefits of each of these programs are marginal in nature and
hence do not affect the present income distribution in any significant manner. Their long term development
impact is, however, quite important.

Secondly , this study uses three alternative concepts of income; base-money income, broad income and adjusted
broad income and also providing several estimates for some of the taxes and expenditure whose allocation
presents some conceptual problems. Such effective tax or benefit rates provide a band within which the real
incidence is expected to fall. The width of this band may perhaps indicate how helpful incidence research can be
in providing assistance in forming the policy decisions about income distribution and budget policy.”"*

The third proposal of DeWulf for valuing benefits received from Government expenditure according to
‘behavioral’ approach rather than on cost of producing is impracticable to implement in a less developed country
like Pakistan. The application of this principle of benefits as perceived by the recipients in Detroit (Neenan
(1970) or other developed countries may not raise serious problems but in a politically backward, predominately
illiterate client-patron oriented, feudal bound society with centralized elitist decision making process the
“perceptions” of benefits even if they can be revealed in any possible manner would not lead very far and would
fail to generate any meaningful input for assigning ‘benefits weights’. In the rural areas of Pakistan, the
landlords or ‘Zamindars’ divide the area and population as their spheres of influence and control. All decisions,
pertaining to this sphere are taken by the concerned landlord who also acts as the informal channel of
communication with the Government functionaries. These views of these landlords as to which particular
Government programs should be carried out or what kind of Government services should be provided in that
particular area ultimately prevail. Given such as authoritarian and paternalistic power structure in the rural
society of Pakistan it is doubtful if the behavioral approach can have any meaningful impact at the present time.
Finally, despite its shortcomings, an incidence study like the present is still useful and it is worthwhile to quote
what Musgrave has to say on this subject.

“This state of affairs is far from perfect and subject to much improvement. Yet no apology is required. This kind
of analysis is needed for the simple reason that distributional considerations are and should be an important
factor in tax policy and that the economists informed guess, based on explicit and reasoned hypothesis is to be
preferred to the implicit and haphazard assumptions of the practical man.”"
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To sum up, the study presented in the following pages remains limited in its scope and deals with the first order,
short run, direct and partial impact of Government taxes and spending on the residents of the province of the
Sindh ignoring the leakages to and from other provinces.

Advancement on Existing Work

1. This is the first study for Pakistan to quantitatively estimate the benefits of Government expenditure and look
at its impact on income distribution.

2. This is also the first study to look at the impact of benefit incidence on income distribution at a disaggregated
level, i.e. income at provincial level for both rural and urban sectors separately. In this study three alternatives
estimates of income base-money income; adjusted income (including income-in-kind) and broad income (taking
into account the tax burdens and benefits of Government expenditures) — will be used."®

3. The present study will prepare new tax incidence estimates'’ and include, for the first time, the incidence of
the Provincial taxes.

4. Most of the previous studies on income distribution in Pakistan'® except the Bergan study for 1963/64 used
the tabulated group data. This study will be based on primary responding households which are likely to
improve the quality of data by taking into account the intra-group variations concealed by the tabulated data. To
illustrate this point, a hypothetical example can be given to show the different results emanating from these two
different approaches. In tabulated data, the income class of 20 households (Rs 100-300) may have an average
rate of 0.5 university students per household. Assume that the mean pre fiscal income of this group is Rs. 200
per month, and the unit subsidy per primary student is Rs.1000 per month. The mean post-fiscal income of this
group then rises to Rs. 700 per month. If on the other hand the primary data is used for the same group, and any
5 households out of these 20 have 10 students enrolled at the University the mean post-fiscal income of this sub-
group of 5 household rises to Rs. 2,200 per month which falls under a different income group while the other 15
households will continue to be classified under the previous income group of Rs. 200 per month.

1. Although comparisons with earlier studies will not be totally valid or accurate, some indirect inference will be
drawn about the extent of inequality in the richest and fastest growing province of Pakistan relative to the
national magnitudes and also the direction of changes that have taken place since 1971-72.

2. Most of the studies on Government expenditure impact in developing countries have been arbitrary
assumptions about how the various Government services are utilized by the households.'® considering the fact
that the methodological foundations of Government expenditure impact studies are themselves not yet very
strong, further introduction of a set of arbitrary assumptions reduces the usefulness of the end results. The level
of confidence in these results by both academic world and policy makers is usually quite low and the degree of
skepticism is high. To safeguard against this danger, the present study draws on actual survey data and uses the
information provided by different households across urban and rural sectors as to how they are utilizing the
various Government services. The later sections also show that unit public costs and unit public subsidies are
developed in this study for specific programs rather than sectors or sub sectors as is usually the case.

CONCLUSION

Most unlike of the fiscal incidence studies for the developing countries this study is based on highly
disaggregated data and wide coverage of taxes and expenditures. The distributional impact is analyses for
particular components of Government expenditure like primary, secondary, university educational programs
separately and particular taxes like import duties broken down by various commodities. Similarly, the coverage
extends to both the Federal as well as the Provincial levels of Government. The information has not been pieced
together from diverse sources covering different years and employing different concepts. In this study the
household consumption data for the attribution of indirect taxes to various income classes is derived from the
same survey as income distribution and pertains to the same households. Another distinguishing feature is that
the base income includes income in kind and consumption by subsistence farmers as well as housing, transport,
meals , telephone and other perks supplied by employees in the urban areas. The rural income is carefully
derived from the farm production data for the whole year and includes income from share cropping, wage, labor
and other non-farm activities — during the slack agriculture seasons. Finally, three alternative income concepts
are used in this study to avoid any systematic bias which may be introduced by relying on any single income
concept.
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