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ABSTRACT

This thesis analyzes the role of foreign aid in the economy of Pakistan in terms of its effects on
economic growth, income equality, poverty and the debt burden. It also evaluates Pakistan’s debt servicing
and debt retirement capacities and its debt management practices. The thesis finds that foreign aid has not
contributed favorably to GDP growth and income equality, though it has been effective, in a limited way, in
reducing the extent of poverty. The ineffectiveness of aid can be attributed to indirect diversion of aid funds
to non-productive activities and inefficiency in resource allocation especially in the public sector associated
with the easy availability of foreign aid. However, the study argues that foreign aid has been instrumental
in supporting the growth rate in consumption that otherwise would not have been possible. Furthermore
foreign aid and external borrowing made it easier to avoid hard policy choices such as heavy taxation of
income and consumption.

The thesis finds that Pakistan’s long-run debt-servicing capacity is extremely low, primarily due to
low savings and productivity. It is further observed that with the current state of savings and productivity,
Pakistan has to choose between sacrificing growth and prolonging the unsustainable position of
continuously growing debt burden.

The thesis concludes that the practice of reliance on foreign aid is unsustainable unless efforts are
made, on continuous basis, to overcome the basic weaknesses in the economy. Pakistan must improve its
saving rate by continuing and even further refining the ongoing process of tax reforms, downsizing of the
public sector and privatization of public sector enterprises. Pakistan needs to improve its overall
productivity in the economy, especially in the public sector. The privatization process needs to be
accelerated for the sake of minimizing the cost of losses in the public sector and improving productivity
rather than revenue generation. Pakistan also needs to manage its debt in a better way. There is utmost need
for enrichment of the intellectual capacity in the public sector institutions responsible for debt management.
These institutions also need to be reformed thoroughly and given sufficient autonomy.

Finally, the thesis concludes that Pakistan has to be selective in choosing among the alternative aid
and loan packages. External borrowing has to be target specific and the targets have to be specified in the
light of a social welfare function that assigns due weight to social as well as economic considerations such
as growth enhancement, promotion of equity and social justice and eradication of poverty. External
borrowing must be undertaken within the framework of economic plans rather than making the planning

exercise contingent on the availability of external resources.
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Chapter 1
INTRODUCTION

In capital-starved countries like Pakistan, foreign aid has variously been
considered as an important source of financing, implementing and completing different
socio-economic development programs. However, the accessible external aid has not
always been utilized in formulation and implementation of effective programs. While a
judicious use of external assistance has been instrumental in achieving accelerated
development of many less developed countries of the world, many nations have failed to
use it aptly and optimally. As a result, such countries have accumulated significant
amounts of debt with not many benefits in terms of economic growth and living standards
for the poor.

Although the inability of many countries to effectively use the available external
resource$ is attributed to various factors, the inadequate absorptive capacity in less
developed countries has often been pointed out as a major binding constraint on the
efficient utilization of aid flows.

The earlier research evidence reveals the existence of a distinct dichotomy of
views regarding the role and effectiveness of foreign aid in the development of the
recipient countries of the world. Certain economists hold that external assistance has
alleviated considerably the financial and technical Bottlenecks to development of many
developing countries, even if it has not served as an entirely unmitigated blessing for
them (e.é. Papanek 1972, Cassen 1994). The opponents argue that foreign aid has caused
adverse effect or, at least no worthwhile effect on the development of the recipient

countries (e.g. Lucas 1990, Pack and Pack 1990, Mosley and Hudson 1995, Boone 1994).



As such, how and to what extent has the foreign aid been beneficial or detrimental to the
recipient countries cannot be inferred conclusively in the presence of widely
contradictory evidences. The recent surge of literature on the macroeconomic analysis of
aid does not produce any better picture and the question of aid effectiveness remains an
issue to be analyzed on case-to-case basis for the specific countries and for specific
periods of time.

In this study, we analyze foreign aid in terms of its productive role and as an
engine of growth. The main objective is to evaluate the effectiveness of foreign aid in
Pakistan and we seek to discover whether the additional resources associated with aid
have actually resulted in faster GDP growth. We also consider the effectiveness of aid in
promoting equitable distribution of income and eradicating poverty. Thus our analytical
interest initially centers on one aspect i.e. aid effectiveness.

We also intend to study the position of external debt burden on Pakistan, with
special emphasis on Pakistan’s capacity in debt servicing and debt retirement. The thesis
also highlights the major issues in debt management practices in Pakistan.

ﬁwre are cogent reasons for making Pakistan a focal point of discussion. In the
first place, Pakistan has a virtually unbroken record of large-scale and varied economic
assistance from abroad. Secondly, Pakistan provides a vivid illustration of economic
growth in the face of serious economic, social and political obstacles, and with acute
problems still to be solved. In addition, it has shown a high degree of political instability
during the years associated with its most rapid economic development. Pakistan has a

long tradition of overall planning based on a mix of private enterprise and state initiative.
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Furthermore pertinent statisticai and other economic data are comparatively abundant and
reliable.

(5116 of the most remarkable features of Pakistani economic development has been
the significant GDP growth rate of the country, which at the time of independence in
1947 had practically no industry worth mentioning. Both the private and public sectors
played key positive role in the development of the country since its independence.
However, both the sectors, by the same token, bear a considerable responsibility for
shortfalls in Pakistan’s economic performance and achievements. It is worth noting that
the foreign resource inflows, whether in the form of pure aid, concessional loans or
commercial borrowing, have played significant roles in accelerating economic growth
and at fhe same time in putting the country in precarious positions at many critical
occasions. Thus, how and how far foreign aid has affected Pakistan’s growth
performance is the fundamental question for this study. The task is by no means simple as
there are difficult conceptual problems: defining foreign assistance, distinguishing it from
other kinds of international resource transfers, determining its effect on economic growth
and deriving meaningful criteria for appraising foreign aid results. And there are parallel
difficulties of measurement and statistical testing.

Subject to such constraints as mentioned above, the analysis proceeds in Chapter
2 in the form of the review of selected past studies on the aid definition, aid effectiveness
and debt repayment capacity. Chapter 3 then presents the overview of Pakistan economy
in terms of history of economic growth and aid flows, the interaction of foreign aid with

economic growth and the role of foreign aid in the balance of payments and budget
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In Chapter 4 an attempt is made to examine the effectiveness of external resources
received in Pakistan during the past three decades. The effectiveness of foreign aid is
analyzed by studying its impact on GDP growth rate, the extent of poverty and income
inequality in Pakistan. The analysis of aid effectiveness in acceleration of growth is based
on a the?retical model of public sector behaviour developed on the lines suggested in
Heller (1'975) and Mosley & Hudson (1995).

Since the practice of reliance on foreign aid can lead to growing burden of
external debt, the role of foreign aid cannot be completely understood without studying
the patterns of debt burden on the country under consideration. Thus, in Chapter 5 we
analyze the pattern of debt and the associated burden on the economy of Pakistan in
terms of various ratios. Various debt-burden and debt-service indicators are examined to
highlight features of Pakistan’s external debt obligations. Further we evaluate the debt-
servicing_ capacity of Pakistan by using the method of comparing benefits and costs of
external loans in the growth process. In this context we use the method of finding the
critical interest rate (CIR) to compare costs and benefits of external loans.

Keeping in view pattern of debt indicators and debt-servicing capacity of the
country using the CIR approach, it has in reality become increasingly difficult for the
country to negotiate any substantial debt and aid from its richer partners. Thus, the policy
of debt management and some recommendations regarding debt management are also
discussed at some length in Chapter 5.

Finally in Chapter 6, we use simple algebraic formulation of growth models to

analyze how the need for additional external borrowing may be eliminated from the



econom}; over the long run. This model is an alternative of the earlier models developed
in Chenry & Strout (1966), Chenry & Carter (1973) and Healey (1971).

To sum up, the thesis revolves around the following specific objectives.

e Overview of the economy of Pakistan with reference to growth performance and
trends and structure of aid inflows in Pakistan;
e Determination of the effectiveness of aid in promoting economic growth in

Pakistan on the basis of informal and formal (theory based) econometric analyses;

o Qetermination of aid effectiveness in promoting income equality;

e Examining the role of aid in poverty alleviation or poverty elevation;
e Understanding of the size and dimensions of external debt;

e Assessment of the debt servicing capacity of Pakistan;

e Analysis of the issues in debt management practices in Pakistan;

e Evaluation of the debt retirement capacity of Pakistan:

Various issues relating to aid and debt in Pakistan, as mentioned above, are
analyzed on the basis of annual time series data over the period 1972-73 to 1999-2000.
We have-chosen this period for most of our statistical analysis because during this period
many significant changes in the development of Pakistan’s economic policies with regard

to foreign aid have taken place.



Chapter 2
REVIEW OF SELECTED PAST STUDIES
2.1: AID DEFINITION

The fundamental idea of aid is transfer of resources on concessional terms i.e. on
terms more generous or “softer” than loans obtainable in the world’s capital markets
(Nafziger, 1990). For our analysis the word aid is used in the strict sense of official
development assistance (ODA). The money volume of official development assistance
includes bilateral grants, loans,_and technical assistance as well as the multilateral flows.
Foreign aid qualifies as ODA on three criteria; it has to be undertaken by official
agencies: it has to seek promotion of economic development and welfare as its main
objectivé; and it has to have a grant element of twenty five percent or more. The grant
element measures the degree of concessionality of an aid transfer compared with market
terms, which are normally taken to include a rate of interest on foreign aid.

Thus, an outright grant of aid has a 100 percent grant element; a loan at some
interest rate has a zero grant element; a soft loan will lie somewhere in between. The
maturity of a loan (the number of years over which it is repaid) and its grace period (the
interval before repayment starts) also affect the measured grant element. This definition
of aid excludes some concessional flows, namely those of the private voluntary agencies
(Meir, 1990).

In principle, the definition of foreign aid should include all government resource
transfers from one country to another. However this is not the case. Many resource
transfers can take a disguised form like granting of preferential tariffs by developed

countries to Third World exports of manufactured goods. This permits less developed



countries to sell their manufactured products in the markets of developed countries at
prices higher than would otherwise be possible. Consequently less developed countries
enjoy net gain which amounts to a real resource transfer to them. Such implicit capital
transfers, or disguised flows, should be counted in quantifying foreign aid flows.
Normally, however, they are not included in foreign aid. In any case, economists have
defined any flow of capital to LDCs that meets the above-mentioned three criteria as
foreign aid (Adelman and Chenry, 1966; Pack and Pack, 1990: Mosley et.al; 1995).

The above definition of aid, however, may not be appropriate as it could include
military aid, which is both non-commercial and concessional. In general, military aid is
not normally included in international economic measurement of foreign aid flows (Meir,
1990; Cassen, 1994). However, now widely used and accepted concept of foreign aid is
the one that includes all official grants and concessional loans that are broadly aimed at
transferring resources from developed to less developed nations on grounds of
development or income distribution. Just as there are conceptual problems associated
with the definition of foreign aid, so too there are problems of calculating actual
development assistance flows (White, 1992; Mosley et.al; 1995). In this study aid refers
conclusively to the long-term development assistance and not to emergency or relief aid,
although official contributions for such purposes are included in the overall figures of aid.
Thus official financial flows aré traditionally classified as concessional on the basis of the
Organisation of Economic Co-operation and Development (OECD's) Official
Development Assistance (ODA) classification, and aid flows are traditionally measured

by the corresponding net ODA statistics.



According to Chang, Arias and Serven (1999), the methodology underlying net
ODA aggregates suffers from a number of shortcomings. They argue that conventional
measures of aid are not designed to estimate the overall aid content of financial flows.
Furthermore, they typically overstate the grant elements of concessional loans, thus
understating relative aid flows to recipients getting mostly grants and from donors also
giving mostly grants (and loané in high-yield currencies). Chang, Fernandez-Arias, and
Servén analyze the methodological shortcomings of conventional measures of aid and
propose a new approach, which measures official aid flows as the sum of grants and the
grant-equivalents of official loans (in a new aggregate they call Effective Development
Assistance (EDA).

Consequently, the analysis of aid flows needs to be revisited in the light of more
satisfactory measures based on improved methodologies. Chang, Arias and Serven (1999)
analyzed the nature of the improvements in aid measurement and illustrated the new
approach with a comparative assessment of the overall trends in aid flows to 133
developing economies. However, as World Bank’s Global Development Finance uses
Net OD}; information to analyze trends in aid flows over time as well as across recipients
and donors, so we also use the traditional methodology to measure aid flows for our
analysis. Also the official data available on foreign aid is given using the traditional
counting, so we follow the traditional World Bank’s measures of aid flow.'

2.2: AID EFFECTIVENESS
The concept of effectiveness of foreign aid is concerned in essence with its

effectiveness in development and not with other motives of donors or recipients. There

" A new approach to measuring aid flows—Effective Development Assistance—focuses on the overall
grant equivalent of official financial flows and allows meaningful comparisons of recipients or donors.
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are two different, if overlapping reasons for wanting to know the effectiveness of aid.
One is for reaching the judgements as to how worthwhile is the given aid: governments,
masses énd aid agencies all need to know whether and how far aid succeeds in its
objectives and therefore deserves support. The other is to assist aid management.

Since its origin half a century ago, overseas aid has been subjected to numerous
reviews with often mutually contradictory results. A summary of the trend of this debate
leads us to explain the focus and methodology of our own inquiry with reference to
Pakistan’s economy.

A large body of literature on foreign aid (e.g. Griffin, 1970; Griffin and Enos,
1970; Tendulkar, 1971; Rana and Dowling, 1988; Synder. 1990; Richel, 1995; Mosley
and Hudson, 1995), often ideological in nature, exists, which claims that foreign aid has
no effects or largely harmful effects on recipient countries. This literature also reveals
that it is not only the opponents but also the proponents of aid who have been troubled by
the widely acknowledged theoretical possibility of aid being fungible. Although the
proponents of foreign aid give its raison d'etre on multiple grounds like two-gap model,
bottlenecks in the management and skill personnel, training of manpower and the
acquisition of new technology, they are now coming to the conclusion that it harms
recipient,countries by creating debt and widening income inequalities through promotion
of capital intensive and labour-conserving techniques of production in the presence of
unemployment and underemployment (Nafziger, 1990; Todaro, 1991). Critics of aid,
both from its proponents and opponents have emphasized the fact that aid has made the

poor worse off and has increased inequalities.



It is important to note that all the past important works published on aid (Cassen
et al.. 1990; Riddell, 1987; Mosley, 1987; Kruger, 1989; Browne, 1990) express
reservations about performance and ability of aid in alleviating poverty despite its being
otherwise pro-poor. Having oscillated between extremes of optimism and pessimism, the
debate over the effectiveness of foreign aid has now saddled on pragmatic views, in
which it is accepted that while aid can be effective at micro level, it may not be so at the
macro level. Most findings on aid effectiveness at micro-level are good whereas most of
them at macro level do not favour aid. Most of the literature has considered the issue of
the effectiveness of foreign aid from a project perspective.” The studies find that foreign
aid-based projects have either ignored the poor, or in some cases have actually
contributed to their poverty.

If the macro-economic benefits of foreign aid are less than the sum of its micro-
economit benefits, then people who are not project beneficiaries are probably made
worse off through aid because the macro-economic effects of aid, such as price increases,
will adversely affect the whole population. Unless it is maintained that aid projects yield
real aggregate benefits, the distributional implications of aid inflows may indicate an
insignificant relationship between aid and economic growth (Pack and Pack 1990).

The impact of foreign aid on macroeconomic variables like saving and GDP
growth rate are considered as -the main indicators of its effectiveness. Though donors
have become increasingly interested in macroeconomic environment in which their aid is
being used, yet they apprise and evaluate their aid mostly at the microeconomic level.

They do not ask how the aid will directly affect the recipient’s macro-economy.

* White (1992) and Mosely et.al; (1995) give explanations of Macro-Micro paradox in the effectiveness of
foreign aid.
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Thus, a large part of literature on aid effectiveness may be classified in various
ways. However, its most important classification is with reference to microeconomic
evaluation of projects and macroeconomic assessment of aid’s impact. On the whole,
micro-economic evaluations of aid have reported its economic rates of return well in
excess of market interest rates (Cassen, 1986). But these evaluations relate only to
individual projects and so they do not represent the overall picture of the effectiveness of
foreign aid. However, the macro-economic work on aid effectiveness, with the early
exceptioﬁ of Papanek (1973); Stoneman (1975); Dowling and Ulrich (1982); and Gupta
and Islam (1983), unanimously holds that the linkage between aid inflows and formation
of physical or material capital in the recipient country is complex, in particular because of
the possibility of aid inflows substituting for capital formation in the public or private
sector of the recipient country (Mosley, 1986; Riddle, 1987: Adams et al, 1990; Newlyn,
1990; White, 1992). The impact of foreign aid based on the typical values of partial
regression coefficient of aid on growth in some of the studies made over the past thirty
years may be ascertained from the Table 2.1.

TABLE 2.1
Estimated partial impact of aid on growth, various studies, 1960-1999.

Investigator Coefficient t-value Sample Other variables
in regression

Papanek, 1973 0.40 (1960s) 5.90 All LDCs P.s.x

Voivodas, 1973 -0.01 (1960s) 0.20 All LDCs None

Mosley , 1980 -0.01 (1970s) 1.85 All LDCs Sx.l

Mosley et al, 1987 -0.03(1970s) 0.32 All LDCs S.x,l

0.01 (1980s) 0.07

Boone, 1994 0.001(1970-90) 0.03 98 LDCs P.t,d,regional
dumimies

Khan, 1997 -0.37(1972-88) 1.28 Pakistan FDLInfl,TOT

Saleem, 1999 0.63 (1972-99) 1.72 Pakistan X.s,dummies

Source: White (1992), expanded and updated.
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Table 2.1 shows that the precise relationship between external debt and economic growth
is contentious, where s is savings as percentage of GDP, x growth rate of exports (dollar
value), | growth rate of literacy, p population growth, t terms of trade, d index of debt
crisis, FDI Foreign Direct Investment, Infl Inflation and TOT is Terms of trade.

Now there are two distinctive groups of economists with diametrically opposed
notions about the relationship between external debt and economic growth. These groups
also differ on the modus operandi of adoption of debt strategies and other international
facilities for debt relief.

Sachs (1990) and Kenen (1990) take a hard line view and explain with the help of
a neat ahalytical framework that external debt overhang is a major cause of stunted
economic growth experienced by heavily indebted countries of the world. Hence there is
an urgent need for debt reduction and debt relief facility to unshackle economic growth of
such countries. Bullow and Rogoff (1990) argue that the external debts of developing
countries are symptoms of poor economic management and performance rather than a
primary cause of stifled growth, represent the opposite view.’

As such, the subject of ﬂ1e effect of foreign aid on economic growth is important
but its theoretical and empirical positions can be quite diverse." Direct empirical
assessnﬁhts on the issue seem to give different results.

There is great divergence of opinion as to how foreign aid is theoretically helpful
to a nation. The basis for the economic theory behind aid and the relationship between

foreign assistance and economic development was laid out by Chenry and Strout (1966).

* Two more papers, one by Gang and Khan (1988), the other by Cashel-Cordo and Graig (1990) deal with
the isues of debt management empirically, at a very high level of aggregation.



They used a variation of Harrod-Domar growth model where growth is function of rate of
savings and the incremental capital- output ratio. They construct what became known as
“two-gap” model, which shows that growth can be limited by savings and foreign
exchange constraints. The theory suggests that foreign assistance i.e. the injection of
foreign '§avings can relieve some of the problems and increase growth and thus
development.

There has been much debate as to the validity of Chenry and Strout‘s basic
assumption that foreign assistance eases the savings constraint on growth by providing
resources for investment that can supplement domestic resources, and thus raise the
growth rate. Giffin (1971) maintains, “ it is possible that capital imports, rather than
accelerating development, have in some cases retarded it”. The results depend upon how
the transfer of resources is used. Giifin finds that foreign capital tends to be used to
increase consumption and not investment, and may actually “ reduce domestic savings by
stimulating the consumption of importable and exportable".

Griffin and Enos (1970) use econometric regressions to show that foreign savings
often supplant rather than supplement or increase domestic savings. Private domestic
savings may decline, if, for example, soft financing from aid pushes down the market
interest rate. They find “ no support for the view that aid encourages growth” (if growth
is related to the assistance received). They contend that  in general, foreign assistance is
not associated with progress, and in deed may deter it”, by lowering domestic savings,

117

distorting the composition of investment and thus raising the capital-output ratio,

* Review of empirical aid literature emphasize the need for time series analysis of individual countries
(Riddle, 1987 and Mosely, 1987)



frustrating the emergence of an indigenous entrepreneurial class, and by inhibiting
institutional reforms”.

In addition, other studies find that there is no particular or predictable effect on
domestic savings from an inflow of capital resources (Riddell 1987, pp.112-113). The
evidence of economic performance of most countries receiving aid in the 1980s is that aid
has not promoted significant economic growth (Cassen, et al. 1986).° Papanek (1972)
finds that quantitative analyses do not support a *“ negative causal relationship between
foreign inflows and savings,” but that causality is more complex than the studies have
assumed, that a more sophisticated saving function is needed, and that the relationship
should be explored for individual countries and not cross-sectional.

According to Riddell (1987), the debate about the theoretical assumption behind
foreign aid has led to several changes in the presentation of the theory. The possibility of
consumption-leakage has been added to the model, and there is at least recognition that
the assumptions about the role of recipient governments acting to maximize growth need
to be questioned if not revised. In response to the critiques, Chenry and Carter (1973), for
example',h find that when there are other constraints in addition to or instead of the savings
gap (in particular a trade constraint) a negative relationship between foreign capital
inflow and domestic savings can be expected. They suggest, however, that the
relationship is only indirect, and that even though consumption will be raised there will

still be investment and the “productivity of external capital™ will be * very high”. They

* In the 1960s and 1970s, however, the evidence was more ambiguous. There were some success stories
from aid. Chenry and Carter, for example, were able to say in 1973 that despite the problems or weaknesses
of aid, ** the overall performance of developing countries has generally lived up.to the expectations of the
early 1960s” i.e. aid can promote growth.
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conclude that majority of cases are those where saving rates increased because of aid-
supported growth.

The debate on foreign aid, savings and GDP growth basically revolves around
dual gap model based on Harrod-Domar Growth Model which has been central to the
analysis of macro-economic impact of foreign aid. The Harrod-Domar dual gap model, in
which the shortage of capital assumes the critical constraint on growth, is applied to show
how the lack of capital could make its impact felt in one of two ways: with the one
through the saving gap and the other through the foreign exchange gap. In the presence of
saving gap the macro impact of foreign aid is straightforward. Aid provides a one-for-one
increment to the capital stock which, by operating through the Harrod-Domar
mechanigm, leads directly to a higher growth rate. A foreign exchange constraint applies
where export earnings are insufficient to cover the bill for imports required
complementing domestic capital in production. Once again, the way the aid acts on
economic growth is clear. Aid will have a larger impact when a foreign exchange
constitutes a binding constraint as it not only brings additional capital but also allows
domestic capital that is otherwise redundant to be brought into production (White, 1992).

However, critics (e.g. Joshi, 1970; Findlay, 1973; Lele and Nabi, 1991; Barro,
1991; Fischer, 1991; Levine and Renellt, 1992) have pointed out a number of
inadequaicies in the model that help explain why aid does not autdmatically lead to higher
growth. It is unrealistic to assume that aid will provide a one-to-one increment to the
capital stock, as there are many mechanisms through which aid may displace domestic

capital accumulation.’

® For example, a negative relationship may exist between an aid inflow and private investment. There can
be possibility that public investment is sufficiently more productive than private investment.
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Indeed, a simple correlation between aid inflows and growth performance is
puzzling in itself. Critics have pointed to a number of inadequacies in Harrod-Domar
model that help explain why aid does not automatically lead to higher growth (Griffin,
1970: Mosley, 1980, 1987: Mosley and Hudson, 1984: White, 1992a). Three of these
criticisms are as follows: First, it is a sticky model, with no substitution in production
(either kietween factors to relieve capital shortage or to reallocate factors between
sectors). This point was made at the time (e.g. Joshi, 1970 and Findlay, 1970) but the
main body of aid effectiveness debate did not pick it up. Second, the Harrod-Domar
model is too simplistic a representation of the growth process. Many other factors like
human capital besides capital accumulation affect growth. Finally the two-gap model
does not incorporate any mechanism by which aid may be matched by one-for-one
increase in investment, government development expenditures or foreign exchange.

The views of the critics laid the foundation for subsequent work asserting that
Harrod-f)omar Growth model is excessively structuralist and there is no scope for
substitution in production, (Joshi, 1970: Findlay, 1973).

The saving-investment gap is the focus of saving debate in aid’s macro-economic
impact. The theoretical basis of radical position in the saving debate is usually associated
with Keith Griffin (1970) and Griffin and Enos (1970). They argued that an anticipated
aid inflow will be treated as an increase in income and so allocated between both saving
and consumption unless the marginal propensity to save is one. Therefore investment will
rise by less than the value of the aid inflow. By national accounting conventions, the aid
inflow constitutes foreign savings and as total savings have not risen by this whole

amount, domestic savings must have fallen. There is, therefore, a negative relationship
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between.aid and domestic savings, which has already been confirmed from regression
analysis of both cross-section and time-series data (Areskoug, 1969, 1973; Chenry and
Eckstein, 1970; Griffin, 1970; Stewart, 1971; Grinols and Bhagwati, 1976; Mosley, 1980;
Cassen, 1989; White, 1992).

Although major proportion of literature on the saving debate of aid’s impact is
empirical, the original argument has some theoretical problems (Papanek, 1972; El
Shibly, 1984; Rahman, 1984; Bowles, 1987; and Morriset. 1989). First, the relative
importance of aid in funding investment or development expenditures is not certain since
aid is simply not fungible in the way it is traditionally accounted for. Second, simple
macroeconomic theory would imply that there would be an aid multiplier of greater than
unity, so that the income will rise more than the value of the aid inflow. Under such
circumstances aid can increase cur‘rent consumption without decreasing domestic savings.
However, whether or not this is actually the case is an empirical matter.

The failure to explain adequately the mechanism through which aid will displace
savings has been partly remedied by models that explicitly show the behavior of recipient
government. The original work in this regard was put up by Heller (1975) and further
modified by Mosley (1987). In these models, government minimizes a loss function
comprising a range of target variables like government investment and consumption
(development and non-development expenditures), borrowing and taxes. The theoretical
expectation is that an aid inflow will be spread across this range of uses, thus confirming
the view that aid will not simply add to investment.

The existing empirical literature, which accounts for a recent surge of economist’s

interest in the macroeconomics of aid, is yet inconclusive (White, 1992). Much effort has
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been made by donors in an attempt to persuade recipients to reform their economic policy
on the presumption that this will have a favorable impact on saving, investment, exports
and othqr social indicators, and thus on aid effectiveness. However, we have little
information on whether or not this has in fact happened. And, in spite of the bleak
macroeconomic evidence on the performance of aid so far. all prescriptions for Pakistan
at least, recommend that its problem can be eased if there is an increase in aid flows. It
seems urgent to ascertain whether this presents a potentially meaningful strategy, or
simply the triumph of hope over experience.
2.3: ABSORPTIVE CAPACITY, DEBT CAPACITY AND DEBT MANAGEMENT
In general, absorptive capacity signifies ability of a country to use capital
productively regardless of its source. When considered in the context of foreign aid
including remittances and technical assistance, the absorptive capacity may be defined
differently. As aid is characterized by many alternative uses other than capital/technical
assistance, the term may, depending on donor restrictions, mean the recipient country’s
capacity to program and use foreign assistance in a manner acceptable to donors
irrespective of its being utilized for capital or technical-assistance projects, for financing
of current imports or for meeting the budget deficit and debt relief, etc. In fact, the
diversity of the concept of absorptive capacity has made it to mean different things to
different” agents. The agents also differ widely on ways in which the concept of
absorptive capacity for foreign aid may have precluded the efficient utilization of foreign

aid in the host countries.’

” For a detailed discussion of different concepts of absorptive capacity with reference to foreign aid, see
Feder, 1978; Feder et al, 1977, 1981; .

18



Further, the interpretations of absorptive capacity by donors and recipients are
poles apart. Thus the absorptive capacity and the relevance of its components as viewed
by donors and recipients become all the more important in analyzing the use and impact
of resources received from abroad. Although the term of absorptive capacity surfaces
frequently in literature, discussed in meetings and considered during negotiations of
foreign aid, it assumes different meanings in different contexts: It is related to specific
research objectives (Adler, 1965), to the administrative efficiency of the recipient
country, to the availability of technical manpower and technical skills in the host country
(Healey, 1971), to the limit on investment ability (Chenery and Srinivasan, 1989), etc.

Absorptive capacity of a country may also be expressed in absolute terms or in
relation to GNP. Chenery and Strout (1966) have used, in their two-gap model, the
compound growth of investment for any five-year period in the past decade as a measure
of absorptive capacity of the given country.

Similarly the amount of investment consistent with absorptive capacity is
distinguished from the amount of investment required to achieve an output growth target
for which domestic savings or foreign savings may be available. As such, the absorptive
capacity may not be equal to the required investment. However, if the amount of
investment consistent with the absorptive capacity is less than the required investment for
target output growth, an absorptive-capacity gap rather than a resource gap may occur in
the country that may constrain gl'ovwll.

There can be a limit on investment ability or on absorptive capacity for additional
investmént due to the limitations of the supply of inputs complementary to investment,

which can only be increased as a result of the development process (Adler, 1965). The
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limit on the supply of complementary inputs which, in turn, limits the ability to invest, is
referred to as the “skill limit — reflecting the limit on skill formation required from
managers, skilled labor, and civil servants in order to increase productive investment
(Chenry and Srinivasan, 1989).

It may be realized that saving is inevitable for investment. However, saving
depends on available incentives, which may, in turn, be affected by the ability to invest.
Rodan (1961) suggested the use of observed savings effort, indicated by the existence or
widening of the deviation between marginal and average rates of savings, as an index for
estimatinig absorptive capacity.

External capital, if its use is not restricted, may increase productive investment
opportunities or the rate of return on capital and thereby the absorptive capacity of a
country. The reason is that availability of foreign exchange associated with an inflow of
foreign capital enhances access to the locally unavailable or insufficient “co operant
factors” complementary to capital, such as technology, skills, critical production inputs,
etc. (Adler, 1965).

The amount of foreign aid consistent with the absorptive capacity of a country,
which can be used to finance investment at acceptable rate of return, is not to be confused
with the foreign aid required to close the resource-gap for achieving the desired economic
growth targets. Even if foreign aid supplements domestic savings, it may not be absorbed
because of limited investment opportunities. In such a situation, the absorptive capacity-
gap rather than the resource-gap limits economic growth. The difficulty does not lie as
much in creating foreign financing as in generating, recognizing, and demonstrating

investment opportunities. If a country’s ability to make productive investment is limited



by the shortage of skilled workers, managers, technical personnel and civil servants for
project identification and preparation and evaluation, part of aid may be used to
“discover” promising investment opportunities (Healey, 1971).

When aid is available not only for investment financing but also for other
purposes, then the other factors, not necessarily related to the country’s ability to
generate, recognize and demonstrate investment opportunities, come into play. When
there is a wide range of possibilities for using foreign aid, then the effectiveness of the
entire machinery of the government for aid administration and for development
administration becomes an important factor in determining a country’s ability to absorb
aid (Adler, 1965; Chenry and Strout, 1966; Feder, 1981).

A recipient country suffering from a heavy debt-service burden tends to be more
discriminating in the sourcing of foreign aid. The remaining considerations are the extent
to which aid is tied to end-use and procurement and the price of the commodity in the
donor country relative to the world price. As the terms of aid become harder, both the
ability and willingness of a recipient country to absorb it will decline. When a recipient
country is faced with a heavy debt-service and has reached the stage where the net flow
of resources from its creditors has been reversed (i.e. there is negative resource transfer),
absorption of aid in the form of loans becomes more a matter of willingness than ability.
Unless aid is provided entirely in the form of grants, the recipient country will reach a
stage of '}eversal in aid flows i.e. when inflows from new aid are less than outflows for
debt-service. The magnitude of transfer and speed with which the resource transfer is
reversed depends on the terms of past aid, availability of new aid, terms of new aid and

the ability and willingness of recipient country to generate a surplus ( Aliber, 1980; Sachs



and Cohen, 1982). While a surplus through increased exports and more savings can be
generated, but countries need to sacrifice growth for debt service (Selowsky and
Vandertak, 1986). This notion of “growth sacrifice for debt-service capacity leads to two
more approaches to interpret the meaning of the term debt capacity (Salop and Spitaller
1980). One is related to the question as to how much a country should borrow, i.e. what is
the optimal level of borrowing. The second approach is realted to the sustainability of
debt policies. In principle, what we require is the notion that the consumption plan of the
country should meet its intertemporal budget constraint.® We can add the requirement
that servicing the debt should not decrease the consumption below subsistence level.
According to simple Harrod-Domar model, foreign borrowing is required to fill
the gap between the required level of investment and the level of domestic savings, and
also to service outstanding debvt. So it is analytically possible to derive the time path of
debt and other relevant indicators. Models such as these have been widely used to
measure 'hdebt—servicing capacity (Avramovic 1964; Solomon 1977; Nowzad and Richard
1981). These models have mainly discussed the cases of countries going through various
stages from the position of immature debtors to finally becoming mature creditors.
Howvere, there are many cases in which this transition have not taken place and where
debt has grown indefinitely. In some cases, the debt situation becomes explosive.
Solomon (1977) shows that the debt/output ratio will reach a finite limit only if the target
rate of growth is greater than the real interest rate. So if there is no limit to the

debt/output ratio, the country's debt is not sustainable. Solomon (1977) further points out

% A Country’s debt plans are sustainable if the present value of its future consumption plan is less than or
equal to the present value of its future income stream.
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that even if the debt/output ratio has a finite limit, the policies may not be sustainable and
interest payments on debt could ultimately exhaust output.

However, the results provided in these models are based on rigid basic
assumptions. Also, the policies describesd do not highlight efficiency of investment.” If
the target growth rate of output is less than the real interest rate, then the debt situation is
not sustainable. However, policies may be sustainable if the output/capital ratio is greater
than real interest rate. The source of this conflict lies in the assumption that saving is
function of output rather than income. If propensity to consume out of output is higher
and domestic income to output ratio is lower, there are more chances that debt is not
sustainable.

Using Harrod-Domar production framework, Kharas (1981) focuses on a
situation in which governments borrow from abroad to finance domestic expeniture
plans. This is because the taxing power is constrained by institutional and technical
factors. The study asserts that for a debt situation to be sustainable, the tax base should be
broadened to service the debt. The expansion of tax base is determined by private savings
investmé.nt behaviour. Therefore, low savings behaviour is a source of debt problem in
situations in which government faces such fiscal constraints. Katz (1982) and Takagi
(1981) have used the models that follow the similar theme as used by Kharas (1981).
However they used more flexible neoclassical production structure.

Katz (1982) showed how fiscal constraints and “low™ savings behaviour can be a
source of debt problems and how they can exacerbate the impact of external shocks, such

as deteriorations in the terms of trade. Takagi (1981), without disggregating the

? In Solonton (1977) model, the marginal product of capital is constant and equal to the inverse of the
capital/output ratio.
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government and private sectors, specifies consumption as a function of total output plus
net capital inflow. The study suggests that the domestic saving rate is affected by the size
of capital inflows and that with a low saving rate, consumption exceeds income and thus
give rise to the possibility of debt problems independent of the efficiency of investment.

Katz (1982) and Fischer and Frankel (1972) presented a number of nonoptimizing
neoclassical growth models and analyzed debt dynamics in situations which do not give
rise to explosive debt situations. They argued that explosive debt situations do not arise
provided consumption is a function of income and there are no institutional rigidities
such as restrictions on government's ability to tax and there is no credit rationing in the
international financial markets.

In addaition to shortage of capital in borrowing countries, Dhonte (1975)
highlighted foreign exchange shortages as serious obstacle in the development programs.
The debt service ratio has long been a focus of attention in this respect. Dhonte (1975)
considers exports to be an appropriate base with which debt developments should be
compared. He defines a country's borrowing capacity as the ratio of borrowing to exports
that is consistent with some long-term limit on the debt-service ratio. He suggested that
debt growth should be kept in line with growth of exports. In this context , one needs to
analyze 'lcliebt ratios in relations to GNP, GDP, foreign exchange earnings etc. Loser
(1977) argued that if there are constraints on the borrowing from international fiinancial
markets, then these ratios become much more important in the context of liquidity
management in debt ridden countries.

Loser (1977) focused on the implications of current account limitations for

internal economic policy. He argued that exports growth may be serving as a proxy for



the quality of domestic economic management as successful development programs are
accompanied by rapidly growing exports sectors. Leimone (1979) showed that countries
having more external finance have had above average GDP and export growth rates. Thus
indicator approach to debt capacity remained a focus of attention in the literature
concerniﬁg debt capacity and debt management. Thus the debt capacity is discussed
typically in the context of growth model and these models point out the sources of debt

sustainability problems.

In the light of the findings of these studies, we are provoked to assess the
effectiveness of foreign aid in the economy of Pakistan. In this context aid effectiveness
is analyzed specifically in terms of aid imapct on GDP growth, on domestic savings, on
private investment and on poverty. Our study has analyzed external debt, debt service
liabilities and debt-repayment capacity of Pakistan. Succinctly. it has assessed whether its
debt is sustainable and what is its long-run debt-servicing capacity. The incidence of
external debt service liability is estimated on the basis of different debt-burden and debt-
service indicators of indebtedness. Applying the critical interest approach of analysis has

assessed the long-run debt repayment capacity.
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Chapter 3
FOREIGN AID AND ECONOMIC GROWTH IN PAKISTAN-AN OVERVIEW

3.1: INTRODUCTION

While there are a number of important issues that one needs to be aware of when
evaluating the record of Pakistan’s dependence on foreign aid in the last over fifty years,
the analysis remains incomplete unless one examines the consequences and results of
economie growth. Pakistan’s impressive economic record is always contrasted with its
dismal performance in the social sectors, in absolute terms and also relative to
comparable countries. In contrast countries like Cuba and Vietnam have economic
statistics that deem to be less impressive than those for Pakistan, but both countries have
eradicated illiteracy and have statistics in the health sector that are comparable to many
developed countries.

Probably the most striking factor that is manifested in view of Pakistan in the year
2000 compared to 1947 is that Pakistan today is less than half of the country it was in
1947. In" 1949-50, 55 percent of Pakistan’s population lived in what was then East
Pakistan, making it the majority province in terms of population. The contribution made
by East Pakistan to Pakistan’s economy and society was huge. No matter how significant
this loss, post-1971 Pakistan seems to have moved on from the history of its first twenty-
five years.

In 1947 Pakistan had every reason to be called an agricultural country. At the time
of independence, the major shgre of (West) Pakistan’s gross domestic product was from
agriculture, which contributed around 53 percent, compared to 7.8 percent from

manufacturing and 11.9 percent from retail trade. More than 65 percent of Pakistan’s



labor force worked in agriculture, and almost all of Pakistan's exports consisted of
primary “products, essentially agricultural commodities like jute and tea. which, not
surprisingly, originated from East Pakistan. However, the saying that Pakistan is basically
an agricultural country is no longer true. Now, agriculture contributes a mere 24 percent
towards GDP, while manufacturing is up to 26.4 percent. The services sector has replaced
agriculture as the dominant sector of the economy, contributing near half of total GDP.
The population employed in agriculture has also fallen, although at around 47 percent of
the total labor force; agriculture is the biggest sector in terms of the employed labor force.
More importantly, the nature of exports from Pakistan has also changed dramatically
from 99'.“2 percent of total exports in 1947; primary commodities now constitute only
around 16 percent. However, one must emphasize the fact that, although 62 percent of
Pakistan’s exports are now manufactured goods, with textiles. garments, and yarn making
up most of them, most of Pakistan’s exports still depend critically on the traditional raw
cotton.

Today almost 40 percent people of Pakistan live in urban areas. This shift has
major repercussions for the economy, society and the political process under way. In fact,
in the context of Pakistan, perhaps the most important political factor over the last few
decades '1.1as been the process and extent of urbanisation and the émergence. and perhaps
consolidation, of a middle class. With around 40 percent of the country’s population
living in cities and towns, the economic profile, in terms of consumption and production
patterns, has also changed quite drastically. The impact of urbanisation on social and

economic development is also very significant (GOP, 1951-1999).



3.2: FIFTY YEARS OF PAKISTAN ECONOMY

The fifty-years, since 1947, can be distinguished by five specific eras. These eras
represent different economic policies, planning and management choices. The first eleven
years, from 1947 to 1958, are the years when the country and economy were trying to
settle ddwn. This period was followed by what may still be called the golden era of
economic development (or at least economic growth) in the “Decade of Development™
under Ayub Khan. The economy and the political scene had indeed stabilized and settled
down, with the result that growth rates were unprecedented. and Pakistan was considered
to be one of the few countries at that time which would achieve the status of a developed
country. With the war of liberation in East Pakistan, the majority wing left Pakistan to
form Bangladesh in 1971.

Ppst-l97l Pakistan was a new country in every respect, compared to the one that
existed between 1947 and 1971. The third brief, albeit highly significant era in Pakistan’s
history was the five-and-a-half year period of Zulfiqar Ali Bhutto. His populism or
[slamic Socialism, or just plain articulation, made him the most popular, and at that time
the only elected leader to emerge in what was left of Pakistan. His rule ended with the
imposition of Pakistan’s second martial law under General Zia-ul-Haq in 1977. There
were some similarities between the first and the second martial law, but the world was
now a very different place compared with the 1960s. The opening up of the Middle East,
the Afgh_an War (with its consequences of drug and arms culture in Pakistan), attempts at
the Islamization of the economy and society, and praetorian sort of democracy between

1985 and 1988, were amongst the salient features of the Zia era.



The death of General Zia in many ways brought about the end of the old Pakistan
and the year 1988 signalled the third birth of the nation after 1947 and 1971. While
political and social changes were fast to emerge, the post 1988 economic changes and
programs also represented a departure from the past, with very significant impacts on
society, many of which were highly deleterious.

In 1947 Pakistan was, indeed, a predominantly agrarian, undeveloped, newly
independcnt nation_, with little industry, few services, and poor infrastructure. The first
decade of economic policy and planning witnessed the attempts of bureaucracy to keep
Pakistan on its feet. The Herculean task of building an economic base was left to the state
sector as the private sector was still in infancy and did not have the capacity to lead an
industrial revolution in the country. It was the windfall gain made by the mercantile class
during and after the Korean War in 1952 that paved the way for the foundation of
industry, an industry which the state sector helped develop and then handed over to the
private sector.

If one examines the record of economic growth in Pakistan, the best performance
period was 1960s as shown in Table 3.1.

TABLE 3.1

Annual Average Growth Performance of Selected Sectors in Pakistan (1960-1998)
(in percentage)

Indicator 1960s 1970s 1980s 1990s
GDP 6.77 4.84 6.45 4.70
Agriculture 307 237 5.44 4.09
Manufacturing 1393 5.50 8.21 4.95
Commodity-producing 6.83 3.88 6.49 4.67
sector

Service.,_sector 6.74 6.26 6.65 4.75

Source: Government of Pakistan, Economic Survey (various issues)



These figures in Table 3.1 give useful indication of the nature of the differences
between the 1960s 1970s, 1980s and 1990s. While the rates of growth for the 1960s and
the 1980s seem to be quite close in most categories, there are important conceptual and
ideological differences in the modes of development under the two military regimes.
3.2.1: THE DECADE OF DEVELOPMENT (1960s)

The decade of 1960s have been termed as a controversial decade for the type of
economic policy pursued, and the resulting economic and political effects. Many
economists and social scientists (e.g. Khan and Naqvi, 1989; Khan, 1991; Hussain, 1999;
Zaidi, 1999) have written about Ayub Khan's era and they are generally agreed that
considerable economic growth and development took place ‘in that period. They argue
that significant leaps were made in industrial and agricultural production, with the large
scale manufacturing sector exhibiting growth rates in excess of 20 percent per annum. In
the first five years of the Ayub rule, manufacturing grew by as much as 17 percent per
annum. In the second half of Ayub Khan’s rule, agricultural growth increased by 6
percent while industry grew by 10 percent. Table 3.1 shows that the economy in general,
and the different individual sectors in particular, grew by extraordinary rates, and
Pakistan was considered to be a model developing capitalist country in the 1960s.

There was tremendous growth, but there was also increasing disparity across
classes and regions. The social sector was neglected, social equity was of little concern
and there was little to no increase in the level of real wages. Functional inequality was the
preferred philosophy of Mahub-ul-Haq and Ayub Khan’s Harvard Advisory Group, the

architect of development planning in the 1960s. Their focus of strategy was on the rich,



who were supposed to generate more savings, and thus were to be the motors of capitalist
growth and development.

However, what is most interesting about Ayub Khan’s era is the fact that the
economic policies were thoroughly illiberal, and were almost the opposite of what is
being tefined economic liberalism today. It was capitalism, and the private sector did play
a significant role, but it was a guided, bureaucratically governed and directed capitalism.
However, despite many constraints on setting up industries, red tape, and numerous
hurdles in financial and industrial policy did not stop the impressive growth in that
period. The nature of the economy was precisely what it should not have been according
to the doctrine of economic libe_:ralism and liberalization. Trade was highly controlled and
closed. The exchange rate was overvalued and it distorted local markets. Financial capital
was rationed, and the stock market was a playground for a handful of agents. The
governm.;ent’s presence was everywhere, directing the private sector and the market. The
government emphatically identified the agricultural sector as a vehicle for growth and
many policies were adopted to generate the impressive GDP growth figures.

3.2.2: THE PERIOD OF TURBULENCES AND SOCIAL REFORMS (1970s)

The litany against the massive income inequalities and the large amount of wealth
accumulated by private industrialists during the Ayub years found its voice in Bhutto's
populist reforms. Bhutto's idea was to establish a powerful public sector that could
govern '[%16 “commanding heights™ of the economy and spearhead the industrialization
drive. Ti’le objective was to transform the industrialist sector by moving the economic

policies from an emphasis on consumer goods to one on building a capacity in basic



industry. A critical big push by public investment rose sharply and was directed largely at
the * heavy industries” of steel, fertilizers and chemicals (Hussain, 1999).

Table 3.1 shows that in the 1970s GDP grew by close to 5 percent, which
indicates the need, as in the case of Ayub era, for a thorough re-examination of the
economic program of Bhutto. The economic loss of East Pakistan was strongly felt. West
Pakistan exported 50 percent of its goods to the eastern wing and acquired a large amount
of foreign exchange from the export of raw material produced in East Pakistan. The
devaluation of the Pakistani rupee by 120 percent in may 1972 brought significant
dividends in terms of export growth-in one year (1972-73), despite the loss of East
Pakistan’s exportable produce, the West Pakistan doubled its foreign exchange earning.
However, the 1973 OPEC price increases played havoc with Pakistan’s import bill and
the balance of payments deteriorated. Also, the period after 1973 saw a serious world-
wide stagflation affecting Pakistan’s exports. Recurrent domestic cotton crop failures,
and floods in 1973-1974 (along with pest attacks ill. 1976) badly affected Pakistan’s main
exports. The large nationalized units taken over by Bhutto were the most inefficient in the
industrial sector. Despite all this hurly-burly, industry experiénced a reasonable growth
rate, with the nationalized sector doing better than what most believe. The nationalization
of large-scale manufacturing industries had an unanticipated beneficial effect. It led to a
rapid diversion of private investment to small-scale enterprises. The official statistics
show that, while the share of large-scale manufacturing declined from 12.6 to 10.7
percent of GDP between 1971 and 1977, the corresponding share of small-scale
manufacturing rose from 3.8 to 4.5 percent, and private investment in this sub sector was

also positive. The growth rate of small-scale manufacturing was 10 percent per annum in
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this period compared to 4.2 percent for the large-scale sub-sector (Ahmed and Rashid,
1984).

One of the most unfavorable trends for the Pakistan economy in the Bhutto years
was the inconsistent policy in the agriculture sector. Throughout the 1970s, the
agriculture sector was plagued by stagnation, inter-crop disequilibria and a relative
neglect of the non-crop sector (Naqvi and Sarmad, 1984). Agricultural growth slowed
during much of the decade due to combination of exogenous and policy factors such as
viral diseases of crops, shortage of critical imported agricultural inputs, inadequate
supplies of water and fertilizer and government pricing policy continued to discriminate
against the agricultural sector by setting output prices well below those in international
markets. Though Pakistan Peoples Party promulgated an i1np§rtant land reform program
in 1972, however, the land reforms failed to take effect because of the low amount of
land coverage (only 1.3 million acres), the small number of beneficiaries (76,000), weak
implementation and a series of transfer of land to non-existent relatives that helped many
landlords avoid the reforms (Khan et al. 1989). The only noteworthy feature was a
provision to safeguard the rights of the tenant from landlord abuse. However, in spite of
this, land reforms did not make any significant dent in the inequities in agrarian structure.

Bhutto’s government also laid the foundations for future growth and development
from which his successors benefited. Basic industries were set up and a base for a capital
goods industry was established which resulted in subsequent growth. The Middle East
boom, that Bhutto initiated, is one of the positive features of the 1970s. There was a large
increase in worker’s remittances from Pakistani labourers in the Persian Gulf. These

remittances increased exponentially from $§ 136 million in 1972 to $§ 1,744 million by
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1980, and were huge blessing to the economy. The out migration of labour led to an
inflow of capital, which greatly helped Pakistan to alleviate its balance of payments
difficulties.

In sum, the 1970s was characterized by combination of macroeconomic shocks, a
mistaken nationalization campaign and neglect of agriculture. The most positive feature
of the Bhutto years was the rapid growth of the small-scale sector and the greater
attention paid to protecting the rights of rural tenants and industrial workers (Hussain,
1999).

3.2.3: THE SECOND MILITARY GOVERNMENT (1980s)

The period from 1977 to 1988 coincided with the military rule of General Zia. He
imposed martial law with the.goals of restoring political stability and Islamization of
society. He reversed the nationalization policies of the Bhutto era and attempted to
liberalizé the economy. While the trend to liberalize the economy was escalated
consciously in the Zia period, the Soviet invasion of Afghanistan and the excessive
involvement of the USA in Pakistan helped ensure that steps were taken to increase
growth. Remittances from the Middle East and aid from abroad helped launch Pakistan’s
second economic revolution, where the middle class emerged as a formidable economic
and political entity. By becoming the capitalist world’s ‘front line’ state against all things
Soviet, and especially against Soviet expansionism in the region, Pakistan’s government
gained in terms of financial aid and resources. Aid inflows reached $ 2 billion annually
by the "‘mid 1980s and helped reducing resource gaps and established some
creditworthiness for Pakistan. These flows changed substantially over time and there was

a shift in the composition of official capital inflows from grant type assistance to loans



and credits. However, General Zia’s martial rule inflicted deep-rooted damage to
Pakistani society. One of the negative effects of Zia's policies and Afghan war was the
mushrooming of the parallel and illegal economy. The diversion of aid money,
smuggling, the rise in the sale of weapons and the large drug business together created a
subterranean economy that was estimated to be about 20-30 percent of GDP. Estimates
put the value of illegal imports at around $ 1.5 billion in the mid 1980s. This all caused
fiscal burden (deficit) to increase at the rate of 8 percent of GDP (Hussain, 1999).

"I;he financing of deficit through non-bank borrowing avoided the twin evils: ﬁrst;
the monetization of the deficit leading to inflation and second, the large external
borrowings leading to external debt crises. Thus, Pakistan avoided the macroeconomic
destabilization that afflicted much of the Latin America in the 1980s. However, this
policy created several strains on the financial system, most notably the upward pressure
on interest rates (Kemal and Durdag, 1990). This also led to crowding out, with high
interest rates deterring investment.

On the industrial front, the Zia regime began to deregulate and liberalize the
econom}; to encourage private investment. The main charactéristics of government
policies during the 1980s were denationalization of certain public-sector projects, fiscal
incentives to private sector and the liberalization of the regulatory controls. The share of
private sector in total investment increased from 33 percent in 1980 to 46 percent in
1989.

The 1980s was a time .of significant structural change for Pakistani agriculture
(Khan, 1991). The military government, upon accession to power, started a process of

deregulating of markets and production. The policies to deregulate sugar, pesticides and
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fertilizer industry were adopted and removed the monopoly power of Rice and Cotton
Export Corporations. It also removed the bans on the import of edible oil by the private
sector. The pricing support system, which was initiated in the 1970s to stabilize the
agricultural price levels, was reformed and subsidies on pesticides and fertilizers were
removed. Consequently, the price system became more market oriented. In addition,
there was large increase in agricultural credit, though much politicized but met the
shortage of credit in the rural sector. The agriculture growth rate thus averaged around
5.4 percent that is the highest rate for any decade. The success of agriculture sector was
mainly due to the spectacular performance of cotton as new varieties led to a rapid
increase in yields. Cotton production doubled during the decade as higher quality seed,
increased pesticide use, attractive incentives and the depreciation of the Pakistani rupee
encouraged cotton growth (Farugee, 1995). In contrast to the success story of cotton was
the disastrous wheat policy. During the 1980s, Pakistan became more and more
dependent on expensive wheat imports. Pakistan’s import of wheat increased from 4
percent in the early 1980s to 10 percent in the late 1980s.

During 1980s, on one side worker’s remittances were increasing and on the other
side there was flight of capital from Pakistan. Averaging about $3 billion per year for
most of the decade, these remittances accounted for 10 percent of GDP and 45 percent of
current account receipts. However, in the same period, the deposits of Pakistani residents
in the foreign banks increased from $ 700 million in 1981 to $ 1.7 billion by 1987.

In sum, on one side the 1980s was a decade of high population growth (3.1
percent per annum), corruption, smuggling, drugs, weapons and destruction of civil

society in Pakistan, on the other hand 1980s was a period of substantial macroeconomic



stability and revival of private investment. There was a significant structural change in
agriculture and industry, but the growing trade and budget deficits remained the main
cause of concern for the policy makers.

3.2.4: 1988 ONWARDS AND STRUCTURAL ADJUSTMENT PROGRAM

The period from 1988 onwards witnessed the revival of democracy in Pakistan.
This was a difficult transition to civilian rule after eleven dark years of military
dictatorship. Since 1988 Pakistan’s economy has been under the custody of the
international lending agencies, the IMF and the World Bank. The economic policies
labeled economic liberalization, stabilization and structural adjustment, evolved in
Washington and have been imposed upon eighty countries world-wide, with Pakistan and
its governments amongst the most enthusiastic adherents to the Washington Consensus.
Moreover, Pakistan’s governments have taken the art of subservience to new heights. An
examination of World Bank and IMF documents since 1988 reveals that almost every
decision of any consequence taken by the various governments that have been in power
has been predetermined by the two Washington agencies, and that Pakistan has merely
followed the dictates. This is evidenced also by the fact that Pakistan has seldom found
the need to appoint a full-time Finance Minister, as numerous advisers on loan from the
World Bank and the IMF ensure that implementation is thorough.

The main focus of the structural adjustment programs has been on the fiscal
deficit. In all the long and short-term agreements with the IMF, the government of
Pakistan”has been told to lower its fiscal deficit to 4 percent of the GDP. Ways of
achieving this have involved high taxation and cuts in public expenditure. In the period

between 1997-2000, additional taxes of Rs. 140 billion have been imposed on the people



without a significant widening of the tax-base. Those who were already paying taxes
have had their tax burden increased through higher sales tax and other indirect taxes,
while the expansion in the number of new direct tax payers has been negligible. Despite
this escalation in mainly indirect taxation, the government has been unable to meet the 4
percent deficit target, and has hence resorted to reduction in public expenditure.
However, the largest cuts in pﬁblic expenditure have come in the area of development.
From 9.3 percent of GDP in 1981, development expenditure fell to only about 3.5 per
cent in ‘1996-7. In the fiscal year 1996-97, the original allocation for development
expenditure of a mere Rs. 105 billion was slashed further to only Rs. 85 billion.

Another key area of the adjustment program has been a reduction in tariff rates,
falling from 125 percent (on average) in 1992 to 45 percent in the year 2000. Along with
this, the government has been continuously raising the administered prices of utilities
such as electricity, gas and petroleum products at the rates well above the inflation rate.
The selling-off of the state-owned enterprises or privatization has also formed part of the
adjustment package, as has the continuous devaluation of the Pakistani rupee.

The consequence of these policies has been a serious economic crisis both at the
macroeconomic and microeconomic levels. The trade reforms have been responsible for
the de-industrialization of the economy. with a large number of goods that were
previously produced locally now being imported. By opening up the economy to foreign
competition, without providing any benefits or protection to local industry, the latter has
suffered, with closures and greater unemployment. Privatization has also caused the
erosion of a large chunk of the previously employed workforce. The measure of success

is the extent of autonomy, sovereignty. or independence that a country faces.



In a nutshell, since 1.988, a significant part of economic sovereignty and
independence that Pakistan may once have had has been lost. Today, Pakistan is a highly
aid—depeiﬁdent country with multilateral institutions playing a dominant role in both the
political and economic affairs of the state, even affer fifty-five years of political
independence. While other countries have also made use of aid and loans, they have used
that money for development purposes, unlike Pakistan, where much of the assistance
have been wasted, often in dubious circumstances and in illegal and illicit channels.
Many Pakistanis would question the claim made by statisticians and others, on the basis
of high growth figures, that Pakistan has made huge progress; for these people, lower
growth with more personal security and freedom is probably a preferred alternative.
Comparé'a to what it was in 1947, the country seems like a modern, dynamic state unlike,
say, Afghanistan. Compared to other countries, such as the Southeast Asian countries of
Malaysia, Thailand, and Korea, Pakistan’s achievements look modest. Pakistan would
necessarily have grown from whatever existed in 1947, as the country had skilled labor
and sufficient natural endowments. It could and should have grown more with less
dependence on external resources, given its own potential and the performance of other
comparable nations.

The most important feature of the economic policies of the 1988-2001 periods is
the dom'inance of stabilization objectives at the cost of growth. Table 3.2 shows that
stabilization variables like current-account gap as a percentage of GDP and budget deficit
as percentage of GDP have declined according to the objectives dictated by international

donor interests.



TABLE 3.2

Selected Growth Rates and Other Macroeconomic Indicators in the 1980s and 1990s

Indicator Decade of | First half | Second Decade of | 1999-00 2000-01
80s of 90s half of 90s | 90s
GDP (market prices) 6.2 4.8 3.1 4.0 44 3.3
Agriculture 5.4 4.2 4.9 4.5 6.1 2.5
Manufacturing 8.2 5.8 2.0 3.9 1.8 7.1
Services 6.6 5.3 3. 4.6 3.5 3.5
Inflation Rate 7.2 11.7 Tl 9.7 3. 5.4
National savings as 14.2 14.8 13. 14.5
ercentage of GDP
Public Savings as 1.8 2.3 2.2 2.3
percentage of GDP
Private savings 12.5 12.6 12.5 12.5
percentage of GDP
Money/GDP Ratio 39.44 42.95 442 43.6 44.1 42.5
Fixed investment to 17.8 17.0 15.1 16.1 13.9 13.4
GDP ratio
Public Investment to 8.0 8.3 8.6 8.5 8.0 7.4
GDP
Private investment to 9.8 8.7 6.5 7.6 5.9 6.0
GDP
Real exports/GDP 13.1 17.9 14.7 16.3 14.6 16.3
Ratio
Real imports/GDP 20.3 177 16.5 17.1 14.2 13.8
Ratio
Current account /GDP 4.0 4.5 4.4 4.5 1.9 1.0
Ratio
-| Budget deficit/GDP 6.7 6.4 5.9 6.1 6.6 5.4
Ratio
Exchange rate 15.6 26.8 42.7 34.8 51.7 372
Poverty level (head 23.2 22.8 29.3 26.0 35:9 40.1
count index) i
Unemployment Rate 3.5 54 6.0 5.7 6.2 6.7

Source: State Bank of Pakistan: Annual Reports, Various issues.

The current account gap as percentage of GDP has declined from an average of
4.0 — 4.5 percent in the decade of the 1980s and 1990s to 1.9 percent in 1990-2000 and
further to 1.1 percent in 2000-01. Likewise, the budget deficit as percentage of GDP has

declined from an average of 6.7 percent in the 1980s to 6.1 percent in the 1990s and
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further to 5.4 percent in the year 2000-01. Growth variables such as GDP growth rate and
fixed investment as percentage of GDP have also declined contrary to objectives dictated
by the needs of the people.

The GDP growth rate has declined from an average of 6.1 percent in the 1980s to
4.4 percent in the 1990s and further to 3.3 percent in 2000-01. Likewise, fixed investment
to GDP ratio has declined from an average of 16-17 percent in the 1980s and 1990s to
13-14 percent in the years 1999-2001. The past trend has shown that the inflation has
attained its peak in the first half of the 1990s i.e. almost an average of 12 percent. In the
second half of the previous decade inflation rate declined to an average of almost 7.7
percent and reached to 4 percent in the fiscal year 1999-2000. In the year 2000-1, there
has been a slight increase in inflation, mainly because of the sharp increase in the
international oil prices.

Poverty alleviation is central to the twin challenges of reviving economic growth
and reducing social unevenness. The past trend show that poverty had been substantially
contained in the decades of 1980s at 22 percent mark, which increased to almost 29
percent in the second half of the 1990s and further to 36 percent in the fiscal year 1999-
2000. Much of this increase in poverty can be attributed to an adverse macroeconomic
development in the period of 1990s. One of the key factors that contributed mainly to the
increase in poverty in the 1990s is that there has been a visible decline in growth
momentum as indicated above. In the fiscal year 2000-01 the incidence of poverty is
estimated at about 40 percent that is worst in the past thirty years. This sharp increase in
poverty is an outcome of unprecedented drought situation coupled with the low level of

investment bringing the GDP growth rate to as low as 2.6 percent. The accompanying
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low grov'vth rate in the agriculture sector is the main cause of a rapid increase in the rural
poverty. Unemployment has also increased in the decade of 1990s as compared to the
1980s by about 2 percentage points.

The plan-wise growth rates in different sectors of the economy are presented in
Table 3.3 below: The figures in table 3.3 shows that in second plan period manufacturing
sector depicted record high growth rate of 16 percent while agriculture sector grew by 3.8
percent during the same period. The ‘Harvard Advisory Group’ (technical assistance)
played a vital and dominant role in preparing the development strategy and policy
guidelines for Pakistan during the same plan period. The public investment during this
period was 19.3 percent of GDP while domestic savings ratio was stood at 11.48percent.
This resource gap was partially filled by the foreign aid that Pakistan has received during
that period. However, in the second half of 1960s both the growth as well as foreign aid
inflow declined slightly mainly as a consequence of 1965 war with India as well as
economic and political uncertainty in Pakistan. But Pakistan managed to sustain growth
in second half of 1960s despite the reduction of aid flows. This was made possible by the
success of green revolution that led 6.3 percent annual growth of agriculture sector in
Pakistan.

During the non-plan period (1970-78), Pakistan faced a numerous changes. At
internal level, government adopted a nationalization policy that discouraged private
investment. However, the public investment remained around 16 percent as the
government had initiated gigantic public sector projects such as ‘Indus Supper Highway’

and ‘Pakistan Steel Mills” with huge investment.



TABLE 3.3

Selected Macroeconomic Indicators In Pakistan (1960-1998)

(Annual Average)

Indicators 2Plan [ 3“Plan | Noplan |5"Plan | 6™Plan | 7" Plan | 8" Plan

1960-65 | 1965-70 | Period 1978-83 | 1983-88 | 1988-93 | 1993-98

1970-78

Real GDP Growth 6.80 6.7 39 6.6 6.9 5 4.4
rate '
Agriculture. Growth | 3.8 6:3 1.7 4.4 3.6 3.8 4.4
Rate
Manufacturing 16 9.9 3.7 9.5 8.3 5.9 3.8
Growth Rate
Public Investment 19.3 16.26 15.99 17.74 16.94 19 19.1
(% GDP)
Budget Deficit (% 9.85 5.68 i 7.2 5.92
of GDP)
Foreign Direct 0.05 0.12 0.25 045 0.75 1.08
[nvestment (% of
GDP)
Money (M1 9.78 9.48 17.03 13.87 15.8 14.76 14.3
Growth) rate
Exchange Rate 4.76 4.76 9.61 12.17 17.95 26.21 37.73
Imports (% of GDP) | 14.97 11.29 16.49 22.27 2064 23.94 18.1
Exports (% of GDP) | 7.31 7.31 10.95 11.8 1.7 18.9 13.4
Current Account -2.24 -4.75 -2.81 -2.88 -3.55 -4.36
Deficit (% GDP)
Inflation Rate (CPI 3.7 445 12.99 10.11 §:12 9:7 11.66
based)
Per Capita Income 55 152 180 326.66 367.67 433.33 474
(US §)
Population Growth 2.73 293 3.13 2.5 2.61 205 242
Rate
External Debt 759.16 6390.97 | 11655.8 | 16882.3 | 25160.0 | 29884.16
(Mil. US §) 5 5
Overseas 411.56 402.67 580.33 858.15 1072.79 | 1157.63 | 991.168
development
Assistance (Million
us $)
Net Foreign Aid G E| 10.58 6.58 5.25 5.28 0.11 0.02
(%GDP)

Source: Nabi and Hamid, 1991; Government of Pakistan, 1997.
International Financial Statistics (Various issues)
Government of Pakistan, Economic Survey (various issues)

The donor opposed the government’s nationalization policy and curtailed aid to

Pakistan. The net transfers to Pakistan during this period reduced to 6.8 percent of GDP




as compared to around 11 percent during 1960s. The public investment, therefore, was
ﬁnanced’hthrough a mixture of foreign aid and deficit financing. At external level five fold
increase in oil prices, world inflation due to rise in energy prices and subsequent
emergence of recession brought about the major changes in manufacturing and export
sectors of Pakistan (Government of Pakistan, 1990; Nabi and Hamid, 1991; Kahn, 1995).
However, the worker remittances from the ‘Middle East’ somehow eased this burden.
The net factor income from abroad increased from 0.08 percent in third plan period
(1965-70) to 2.21 percent of GDP in non-plan period. The growth rate declined sharply
and GDP grew by just around 4 percent while the savings ratios depicted a slight
decrease'.h The manufacturing and agriculture sectors also depicted a sharp decline during
that period and grew by 3.7 percent and 1.7 percent, respectively. The lack of fiscal and
monetary discipline led to high budget and trade deficits, and double-digit inflation of
around 13 percent. The largest budget deficit of 9.8 percent of GDP during this period
was a result of massive increase in public sector investment in activities not matched by
the corresponding rise in revenue (Haque and Montiel, 1992: Khan, 1995).

The growth tempo that was lost in the 1970s bounced back in the 1980s. The
policies of gradual decontrol, deregulation and denationalization paid rich dividends as
the decade of the 1980s matched the growth performance of thé 1960s. These policies
restored the private sector confidence but the lending program was not impressive
reflecting the reduced net resource availability to around 4 percent in the 1980s compared
to 11 percent in the 1960s. During the late 1980s Pakistan signed a six years agreement
with the USA that resulted in massive inflow of foreign assistance to Pakistan in the form

of loans and grants (Malik et al, 1994). The aid along with liberalization policies brought
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fruit and Pakistan achieved a outstanding 6.3 percent of growth rate in the 1980s. The
savings and investment ratios remained around 16 percent and 17 percent respectively.
However the internal and external balance depicted a sharp deterioration during that
period. Pakistan embarked on stabilization and structural adjustment program in order to
address these structural weakﬁesses and to place the economy on the path to high-
sustained growth, financial stability and improved external balance.

btu‘ing the 7™ plan (1988-93) and 8™ plan (1993-98) the net aid inflow as
percentage of GDP declined sharply to 0.11 percent and 0.02 percent of GDP,
respectively. The domestic savings, important for maintaining a high level of investment
and thus growth level, remained, on average, at around 13 percent in 7th and 8th plan.
The real GDP growth rates during the same plan periods stood at 5.0 and 4.4 percent,
respectively. Furthermore domestic savings were less than the investment during all the
plan periods and that gap was partially filled by the foreign aid.

Summarizing the macroeconomic performance and role of foreign aid in Pakistan
in the li';c.ght of above discussion, it seems that foreign aid and growth are positively
associated. For example, in 1960s and 1980s, Pakistan received substantial aid flows and
achieved a high growth rate, however this was not the case during the 1950s, 1970s and
1990s and economic growth suffered. But it is very difficult to draw a simple conclusion
from these statistics because aid is not the only variable that influences growth and there
may be many other variables that affect growth-directly or indirectly (White, 1992). In
short, it is difficult to draw any conclusion by simple data illustration. For a clear picture

of aid effectiveness, we need some empirical investigation, which is the subject matter of



chapter 4 of our study. However, first we analyze the volume, source and types of foreign
aid durin'g different plan periods in Pakistan.
3.3: FOREIGN AID VOLUME, SOURCES AND TYPES

Foreign economic assistance in Pakistan, since the early 1950s, has largely served
to supplement the scarce domestic resources and made towards sustaining higher
economic growth. External financial aid to Pakistan is given in diverse forms. Some of it
is clearly linked with specific projects while some of it is given in general support of
annual budget or longer-term plans without reference to specific projects. Foreign aid is
also rece}ved in a variety of forms intermediate between these two categories. '’
The plan-wise commitment and disbursement of foreign aid to Pakistan is shown in
Table 3.4 below. Figures of this table show the foreign aid disbursement have increased
from US § 842 million in first plan period to US $ 12081 in the seventh pléll and then
increased further to US § 12,748 million in the eighth plan period.
These figures in Table 3.4 show that donors have emphasized more on project aid as
compared to non-project aid. Perhaps the logic of this trend lies in the fact that project aid
enables the donors to closely monitor and control the development strategies of the
recipient.country. Thus one may argue that it is donor’s policy to provide more project
aid as compared to non-project aid. So that project aid donors can supervise aid projects
through their own consultants and technicians. Generally project aid becomes more

expensive in the long run for the recipient country as recipient country is required to

" Intermediate forms of aid include: specific projects within the framework of a development plan;

earmarked aid to be drawn upon only for specific agreed projects; support for groups of projects rather than
individual projects; aid for specific import requirements (food, spare parts) not linked to specific projects
etc:
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acquire raw materials and capital goods needed for the aided project from the donor

countries (Malik et. al.1994).

TABLE 3.

4

Different Forms Of Foreign Aid Committed And Disbursed

(1951-2001) Million US § (Annual Average)

PLAN PROJECT PROJECT NON- NON- COMMITMENT | DISBURSED
PERIOD AID AID PROJECT PROJECT

(COMMIT) DISBURSED | AID AID

(COMMT) DISBURSED

Non-plan 170 406 167 436 337 842
(1951-53)
1(1955-60) 527 - 548 - 1057 -
[1(1960-65) 1702 1209 1209 1185 2911 394
111(1965-70) | 1582 1811 1355 1234 2937 3043
Non-Plan 3762 2556 3205 3174 6967 5730
(1970-78) i
V(1978-83) 4659 3363 2574 2430 7233 5793
VI (1983-88) | 9132 4882 2775 2301 11907 7183
VII (1988-93) | 9961 7643 3952 4438 13913 12081 -
VIII(1993-98) | 8882 9654 3270 3184 12152 12748
[X- Plan 3650 4447 7928 7853
(1998-2001)
Grand Total | 44027 35971 19055 18382 67342 57667

Source: Government of Pakistan: (1998) Five Years Plans, Planning Commission of Pakistan, Ministry of
Planning and Development, Islamabad.
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Table 3.5 below shows the composition of aid over the years. These figures show
that the composition of aid over the years has considerably changed from grants and grant
like assistance to hard-term loans.

TABLE 3.5
Composition Of Foreign Aid (Committed And Disbursed)

Annual Average(US Million Dollars)

Commitments Disbursements
PLAN PERIOD Total Grants Loans Credits Total Grants Loans Credits
[1(1960-65) 2909.5 1542.8 1297.6 69.2 2393.6 1476.7 841.1 77.8
[11(1965-70) 29354 649.3 1600.6 685.6 3044.2 627.8 1729.9 686.5
Noln-Plan (1970-78) 6963.9 9130.5 3771 1026.4 5729.5 1655.6 2938.5 1135.7
V(1978-83) 7231.3 1786.4 4046.7 1398.2 5793.0 1480.1 31753 1137.6
VI (1983-88) 11907.9 | 2859.8 6795.6 2252.5 7183.0 1983.3 3960.9 1238.8
VII (1988-93) 13913.0 | 2177.6 11588.7* 12081
VIII (1993-98) 12152 1093.6 11058.3* 12748
[X-Plan (1998-2001) 7928 7853

Source: Government of Pakistan (1998), “Five Years Plans”, Planning Commission of Pakistan, Ministry
of Planning and Development, Islamabad. Government of Pakistan. Economic Survey (Various Issues),
Finance Division, Islamabad.

* Credits are included.

The share of grants and grant like assistance in total aid commitments was 80
percent during the first five-year plan (1955-60) but dropped to 46 percent during the
second plan (1960-65) and continued to decline thereafter, averaging 32 percent during
the third plan (1965-70) and 10 percent during the non-plan period (1970-78). However,
due to relief assistance for Afghah Refugees, its share increased to about 22 percent
during the Fifth Plan (1978-83) and remained almost the same during the Sixth Plan
(1983-88). Thereafter the share of grants and grant like assistance exhibited a declining
trend and averaged at 17 percent during the Seventh Plan (1988-93) and only 9 percent

during the eighth plan (1993-98).
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The main sources of foreign aid to Pakistan are consortium, non-consortium and
the Islamic countries with the first being a bigger source.'' For example, consortium has
until 1997-98 provided 85% of total aid disbursed to Pakistan. However, 47 percent of
aid was'b provided on bilateral and 37% on multilateral basis by consortium. The
remaining 16 percent aid has been contributed by non-consortium sources (8 percent),
Islamic countries (5 percent) and relief assistance for Afghan refugees (3 percent) (GOP,
1997-98). However the flow of aid resources from consortium. non-consortium and other
sources have been fluctuating in different time periods. The consortium countries have
covered the largest part of foreign assistance to Pakistan in terms of both commitments
and disbursements (GOP, 1997-98).

The Consortium is the single largest source of aid for the country, providing more
than ‘80 i;ercent of all aid given to Pakistan. During the 1950s and 1960s, the consortium
was providing up to 95 percent of the total aid disbursed to Pakistan. However a marked
shift took place after the oil crisis of 1972 and the share of the OPEC in lending increased
substantially. The OPEC nations decided to assist the less developed Islamic countries
with the difficulties in their balance of payments due to oil price increase of 1972. During
the period of 1970-71 to 1978-79, the average share of consortium countries in aid
disbursement declined to 66.68 percent as compared to 95.11 percent in the 1960s. Thus,
during the 1970s, non-consortium countries (such as Soviet Union and China) and the
internati;)nal donor agencies provided 14.36 percent of total aid to Pakistan as compared

to 5.46 percent during the 1960s. Islamic Countries provided these loans on easier terms

"' Consortium countries (Paris Club) are mainly Australia, Canada, France, Germany, Italy, Japan,
Netherlands, New Zealand, Norway, UK and USA. The non-Paris club countries are Austria, China, Korea,
Kuwait, Libya, Spain, Saudi Arabia, Switzerland, Turkey and UAE. The donor agencies are mainly ADB,
IMF |, IBRD and UN.
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than the loans contracted with the Consortium. It was this diversification of the sources of
aid, coupled with the increase in workers remittances, which helped Pakistan to meet the
difficulties in their balance of payments during the period of crisis in the 1970s.

In the 1980s, the situation reverted to the pattern prevalent during the 1950s and
1960s. The average share of Consortium countries in grant disbursement rose to 78.2
percent in the years from 1979-80 to 1989-90. The share of the Islamic countries fell to 4
percent énd that of the non-consortium and donor agencies fellvto 8 percent. From the
year 1980-81 onward, Pakistan received (on average) around one billion US dollars
annually in the form of foreign aid. This increase in the amount of aid in absolute terms
and the share of Consortium countries in this aid disbursement can be linked to the
Russian invasion of Afghanistan in 1979-80. Mainly the Consortium countries provided
the relief assistance for Afghan Refugees in Pakistan. This factor may be partly
responsible for the increased role of the Consortium in aid disbursement. The aid to
Pakistan from Eastern Block countries and from Soviet Union declined during the period
of Soviet invasion in Afghanistan.

The terms of foreign loans and credits have significantly become harder over the
years. The terms and conditions of the loans and credits were soft during the 1960s and
the 1970s, as compared to the terms of 1950s. During the 1980s and the 1990s these
terms have been made somewhat harder. The rate of interest. which averaged at 4.6
percent during the 1950s, declined to 3.3 percent during the 1960s and 3.6 percent during
the 1970s, but increased to 4.8 and 4.4 percent during the 1980s and the 1990s,
respectively. The payment period of the loans during the 1950s was 2 years, which

improved to 30 years with a grace period of 7 years during the 1960s. This reduced to



around 25 years with a grace period of 6 years during the 1970s and then improved to 28
years including a grace period of 7 years in the 1980s. Repayment period, however,
declined to 21 years including a grace period of 6 years during the 1990s. The terms of
loans and credits became harder as not only the grant element has become quite
insignificant but the aid also became donors driven i.e. on the pre-specified terms and
conditions of the donors (GOP, 2001-2002).

Pakistan’s external debt and foreign aid cannot be discussed in isolation from its
macroeconomic policies and performance. For example, the public sector deficits in the
1980s were financed through a combination of concessional external borrowing, foreign
aid and domestic debt from the non-banking sector at low and subsidized interest rates,
thus avoiding inflation. But this was done at the expense of crowding out private
investment, and implied slower GDP growth than would otherwise have been observed
(Hussain, 1999). In the next section, we analyze the role of foreign aid in the financing of
fiscal and current account deficits over the years.

3.4: THE ROLE OF FOREIGN AID IN INTERNAL & EXTERNAL BALANCES

If one single factor were to be identified on which the entire structural adjustment
programme of 1988 and 1993 were based, it would have to be the fiscal deficit. The
reduction of fiscal deficit is, without doubt, the key component of the adjustment
programme, and most other measures seem to revolve around this theme. A look at data
in the appendix 3 indicates the dependence of Pakistan to finance the budget deficit over
the years.

The annual budget deficit in Pakistan has ranged continuously around 5 percent of

GDP since the year 1980-81. It peaked at almost 9 percent of GDP in 1990-91. It was,
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however, subsequently managed down to 5.5 percent by the year 1994-95. Until the mid-
80s. the contribution of the primary budget deficit i.e. overall budget deficit net of
interest payments, was largerA than interest payments but in the 1990s the interest
payments claimed the major share in the budget deficit. While the primary budget deficit
has reduced from over 3 percent of GDP in the 1980s to less than 2 percent in the 1990s,
interest payments have risen from 2 percent of GDP in 1980-81 to almost 5.5 percent in
the 1990s (on average). The prevalence of such a high fiscal deficit over the years in a
row has propelled increased borrowing from both internal and external sources to cover

12
the resource gap.

TABLE 3.6
Budget Deficit Financing By External Sources (Million Us 8S)
Years |Net Budget Deficit Net External Financing |Percentage of Deficit |Budget Deficit
(Average) (average) Financed Externally (Percentage of GDP)
1970s 1491.651 677.213 45.40 8.18
1980s | - 2277.098 592.974 26.04 _ 7.00
1990s 3635.575 1002.008 27.56 6.74

Estimated averages taken from Government of Pakistan, Economic Survey (various issues),
Ministry of Finance, Islamabad.
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One of the most significant achievements in the fiscal year 2000-2001 has been a

sharp reduction in the overall fiscal deficit. Fiscal deficit as a percentage of GDP

' See Appendix 3 for detailed data.
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averaged 7.1 percent in the 1980s and 6.9 percent in the 1990s. This has been the major
cause of macroeconomic instability in the past, especially in the 1990s. Stabilisation
measures taken during the fiscal year 2000-01, perhaps, succeeded in reducing the fiscal
deficit from 6.5 percent of GDP (Rs. 206.8 billion) in 1999-2000 to 5.3 percent (Rs.
185.7 billion) in 2000-01. This is lowest fiscal deficit in the past 18 years from 1992-93
to the year 2000-2001. This sharp adjustment in the deficit (1.2 percentage of GDP) was
made possible by an increase in total revenues and the curtailment of expenditures. Wide-
rangiﬁg 'hﬁscal reform measures undertaken to broaden the tax base, improve tax
compliance and perhaps reducing the level of corruption have played a major role in
reducing fiscal deficit.

Table 3.7 below shows that Pakistan is consistently facing current account deficit
along with fiscal deficit since the 1970s. It rose from, on average, US $1 billion to US §
1.2 billion in the 1980s and further increased to US$ 2.9 billion in the 1990s. Due to
increasing current account deficit the dependence on foreign resources also increased to
finance this deficit which increased, on average, from US$ 0.92 billion in the 1970s to
USS 1.3; billion in the 1980s and went up further to US$ 2.3 billion in the 1990s. The
current account deficit financed by external assistance stood. on average, at 92 percent in
the 1970s. It depicted fluctuating trend during the 1980s and stood, on average, at 106
percent during 1980s but declined to 94 percent in 1990s. The data show that current
account external deficit has remained quite large throughout the period of analysis. It is
obvious that large imbalances in current accounts necessitated surpluses in the
corresponding capital accounts. The surplus in external capital account must in turn be

indicated by public and private capital inflows.



TABLE 3.7

Percentage Of Current Account Deficit Financed By External Assistance
(Million US §)

YEARS Current Account Deficit External Financing |Percentage Financed
(average) (average) by External Sources

1970s 1004.33 923.67 91.97

1980s 1219 : 1289.4 105.77

1990s 2791 2302 03.8

Estimated averages taken from Government of Pakistan, Economic Survey (various issues),
Ministry of Finance, Islamabad
Note: All entries in Current Account Balance are negative.

Fig. 3.3
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However, since private capital inflows are insufficient to fill the gap, Pakistan
borrowed extensively from external sources. Thus, we observe that during the 1970s,
1980s and 1990s, net internal and external borrowing remained positive. In most cases,
internal borrowing was higher than external borrowing. An obvious implication of this
pattern is that the external as well as internal debts have continued to rise during the
period of analysis.

Looking at the Figure 3.2 and Figure 3.3 on external financing to fill the budget

deficit and current account deficit gaps, we observe that there is no consistent pattern of
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filling these two gaps using external finance. The role of foreign aid in reducing the twin
gaps of fiscal deficit and current account deficit are not consistent and data show a
fluctuating trend.

The economic theory suggests that a transfer of external resources enables the
recipient country to fill the budget and trade gaps (Barro. 1991; Levene and Renelt,
1992). However, continuation of a substantial resource transfer requires adjustments in
the structure of domestic production. Once these budget and trade gaps are filled with
foreign aid and a growth prdcess is established, then the changes in the economic
structure in the direction of increased savings, import substitution and increased exports
are required to reduce the dependence on foreign aid. The role of foreign aid in
development of a country is therefore determined by the extent to which aid flows
encourage, or alternatively retard, these processes. The analysis, which follows, is
designed to analyse aid effectiveness in a broader sense evaluating aid effectiveness in
terms of not only GDP growth, but also its effect on domestic savings, investment and on

reducing poverty level in Pakistan.



Appendix 3
Table I

Pakistan: Basic Indictor, 1947-1999

Pakistan is the world’s seventh most populous nation, and has the 44th biggest economy
in terms of GDP, although in terms of purchasing power parity, Pakistan’s economy is
the 22nd biggest in the world. However, it is also the 32nd poorest nation out of 132 in
terms of GNP per capita, and the 128th worst performer out of 174 countries, in terms of
composite United Nations Human Development Index.

INDICATOR (1951-52) (1999-2000)
Population (millions) 33.78 140
Percentage of urban population 17.8 40.0
1949/50 1999/00
Contribution to gross domestic product
By sector (%) 53.2 24.2
Agriculture 7.8 o 26.4
Manufacturing 25.2 494
Others (mostly services and trade)
GNP per capita (US$) 170 430
Annual per capital income (Rs) constant 350 915
Factor cost (1959/60)
PPP real GDP per capita (US$) 820 2,160
195172 1995/6
Composition of exports (%) 16
1. Primary commodities 99.2 22
2. Semi-manufactures ' 60
3. Manufactures
1951/2 1995/6
Primary schools (number) : 8,413 150,963
Literacy rate (%) 15 3
Female literacy rate (%) 12 23
Life expectancy (years) 43 62
Infant mortality rate 137 95
Access to safe water (%) 29 50
Access to sanitation (%) 14 33
Total registered doctors 1,014 74,229
Population per doctor 14,835 1,773

Source: Government of Pakistan, Economic Survey (various issues), Ministry of Finance,
[slamabad.



Appendix 3: Table II
Budget Deficit & Current Account Deficit Financed by External Sources

%% of
Net Budget [Net % of Budget  [Current C.A.def.
Year Deficit External |B.D.Finanaced|Def. Account |External |Financed
By by Ext.
Financing |[Ext.Sources [% of GDP |Deficit Financing |Source
1975-76 1260.61 683.74 54.24 9.4 948 895 94.41
1976-77 1296.77 591.92 45.65 8.4 1051 807 76.78
1977-78 1403.33 619.09 44,12 7.9 605 736 121.65
1978-79 1748.99 677.88 38.76 9.1 1114 838 75.22
1979-80 1550.43 724 .41 46.72 6.1 1140 1396 122.46
1980-81 1545.67 737.73 47.73 5.3 1037 843 81.29
1981-82 1733.38 539.47 31.12 5.3 1534 886 57.76
1982-83 2019.00 406.26 20.12 7 517 969 187.43
1983-84 1864.98 370.89 19.89 6 997.9 1061 106.32
1984-85 ~2427.33 341.16 14.05 7.7 1680 1006 59.88
1985-86 2580.32 531.88 20.61 8.1 1236 1296 104.85
1986-87 2718.97 490.36 18.03 8.2 719 1317 183.17
1987-88 3270.74 721.10 22.05 8.5 1682 1679 99.82
1988-89 2960.07 946.90 31.99 7.3 1934 2467 127.56
1989-90 2614.09 1069.93 40.93 6.6 1891 2213 117.03
1990-91 3977.78 985.65 24.78 8.8 2171 2013 92.72
1991-92 3621.42 725.40 20.03 7.4 1346 2339 173.77
1992-93 4141.98 937.37 22.63 7.9 3688 2346 63.61
1993-94 3055.95 816.34 26.71 5.9 1965 2470 125.70
1994-95 3414.79 950.32 27.83 5.5 2484 2559 103.02
1995-96 4106.21 851.57 - 20.74 6.3 4575 2577 56.33
1996-97 4000.81 708.73 17.71 1.7 4187 2529 60.40
1997-98 4745.65 897.33 18.91 6.1 3557 2788 78.38
1998-99 3829.39 2074.59 54.18 6.5 1701 2256 132.63
1999-2000| -3997.68 1292.65 32.34 5.3 2235 1143 51.14
% of B.D. & C.A. Deficits Financed by External Sources
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Chapter 4
AID EFFECTIVENESS: THE CASE OF PAKISTAN
4.1: INTRODUCTION

Although advanced countries and international financial institutions provide
public grants and loans to less developed countries for economic growth and
development, there is yet no scientific basis for determining the effects of this resource
transfer on the recipient’s economic development. In the absence of a valid quantitative
analysis of aid effectiveness, initiative judgements are made as to the importance of
foreign aid, ranging from “vital” to “negligible”.

Suggestions for a strategy of more rapid development utilising substantial
amounts of external assistance have been set out in many papers e.g. Chenry and Strout
(1966), €henry and Carter (1973), Mckinon (1964), Bruton (1969), Griffin and Enos
(1970), Joshi (1970), Bhagwati and Eckaus (1972), Findlay (1972), Cassen (1986),
Romer (1986), Mosley (1985, 1987, 1995), Barro (1991). Fischer (1991), levene and
Renelt (1992), etc; These studies suggest that a moderate volume of external resources
may increase GDP growth rate of an underdeveloped country through financing
additional investment or through providing the additional imports required for sustaining
a higher level of income. The kéy elements in this process are the response of the country
to the availability of additional resources and its ability to replace these resources over
time by changes in the structure of its production and its use of income.

Although these studies establish some of the criteria for effective programs of
foreign aid, the extent to which aid recipients are able to carry out the required policies

can only be determined from a study of actual cases. In this chapter we perform
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quantitative analysis of the effects of aid on GDP growth, poverty reduction, infant
mortality, income inequality and unemployment as a social indicator in Pakistan. N

In most developing countries like Pakistan, the role of Public sector in planning
and implementation of development projects has always been considerable. The higher
public e{gpenditures