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ABSTRACT

This study attempts to analyse the impact of fiscal decentralisation on
economic growth. It also examines the complementarity between fiscal
decentralisation and democratic institutions in promoting growth. The modelling
framework is the endogenous growth model augmented with the measures of
fiscal decentralisation and democratic ingtitutions. To capture the
multidimensionality, three different measures of fiscal decentralisation are used.
The overal analysis shows that revenue decentralisation promotes economic
growth while expenditure decentralisation retards economic growth. Composite
decentralisation positively influences economic growth implying that
simultaneous decentralisation reinforces each other to promote economic
growth. Analysis also shows that democratic institutions play a significant role
in realising the benefits of fiscal decentralisation. Various policy implications
emerge from this study.

JEL classification: C26, E02, H11, H72, O11
Keywords: Fiscal Decentralisation, Democracy, Economic Growth,
Pakistan



1. INTRODUCTION

Over the past three decades, there has been angréevidency towards
fiscal decentralisation (FD) in emerging and dep&lg economies. FD occurs
through the devolution of fiscal responsibilitiesr fthe public spending and
revenue generation or collection from the centmel government to the
provincial or local level governments. FD is aneeffve strategy to promote
economic growth by increasing the efficiency of thublic sector. FD promotes
sound macroeconomic management through: (i) effids streamline public
sector activities, (ii) reducing operational andormational costs of service
delivery, and (iii) increasing the competition argorthe sub-national
governments in providing public services. This s strengthens the
government accountability to the citizens by inwody them in monitoring
government performance and demanding correctivesanea. This process also
makes governments responsive and accountablentetallower corruption and
improved delivery of public services.

The implicit assumption behind the positive conitibn of FD is the
existence of a well-defined institutional mechanisithis increases the
accountability and transparency in the politicakteyn and hence lowering
corruption. That ultimately leads to efficient a#ion of public resources and
hence economic growth. The recent advancementeitiield of FD makes this
assumption explicit and incorporates the role atifations in the theorem of
fiscal decentralisation.

The government of Pakistan has taken various stepsards
strengthening the process of FD. The process afngy sharing started right
from the inception of Pakistan. Since independetieeNiemeyer Award 1947,
the Raisman Award 1952, the One Unit Formula 1961 ¥965 and seven NFC
awards based on the 1973 Constitutions for reveslging have been
announced. Recently, government of Pakistan hasertaieen two major
developments by signing the 7th National Financenf@@sion (NFC) award
(through which a bulk of resources has been trarsfeo the provinces) and by
passing 18th Constitutional Amendment (through Wwracwide range of fiscal
responsibilities have been shifted from the centrethe provinces). These
developments would cause a fundamental shift in dhasion of powers

Acknowledgements: This paper is heavily drawn from PhD Thesis emtitléiscal
Decentralisation, Macroeconomic Stability and EcoimoGrowth”. The authors are grateful for the
comments received from the seminar participanBRE.
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between the centre and the provinces. The lattetdMeave more autonomy in
performing various functions like the provision dblic goods and services,
and macroeconomic management.

Consequently, various questions arise: What wouwddtlie effect of
implementing FD in Pakistan? Can Pakistan, with eakv institutional
framework, attain its objective of bringing prosperto Pakistani people
through FD? Can each province with its particutaral receipts generate and
expand the economy? Malilet al (2007) and Faridi (2011) investigate the
growth effects of FD in Pakistan and find positieentributions of FD.
However, these studies suffer from various shortogm Firstly the studies
ignore the possibility of reverse causality and agaheity among fiscal
variables as pointed out in the literature [see Zhgng and Zou (1998); Xiet
al. (1999); Thiessen (2003); Jiet al (2005); limi (2005)]. Secondly, the
studies ignore the multidimensional perspectivesFbf [see e.g. Martinez-
Vazquez, and McNab (2003)]. Thirdly, the studiesoig the potential role of
democratic institutions in making FD process effectand growth enhancing
[see e.g. limi (2005); Neyapti (2010)].

In this study, there is offered an empirical assest of the growth effects
of fiscal decentralisation using various measufeteoentralisation. Secondly, the
role of democratic institutions in explaining theogth effects of fiscal
decentralisation is examined. To the best of ouvkedge, no study to date has
investigated the role of democratic institutiongiplaining the growth process of
fiscal decentralisation. This study’s modelling nigwork is the endogenous
growth model augmented with the measures of fistedentralisation and
democratic institutions. The possibility of reversausality and endogeneity
among fiscal measures leads to use of a GMM approaestimation.

The rest of this paper is structured as follows:ti®a 2 summarises the
existing literature concerned with the growth effecf FD; Section 3 provides
an overview of the FD process in Pakistan; the rtiodeframework and the
data and econometric issues are explained in $ectioand Section 5
respectively; Section 6 presents the results sfghidy and Section 7 concludes.

2. LITERATURE REVIEW: THEORETICAL AND EMPIRICAL

Before proceeding with this study, it is importémthave a broad idea of
the current development in the theoretical and gogliliterature on FD.

The impact of FD on economic growth is derived fréime traditional
theory of fiscal federalism which presents a gelnecamative framework for
the assignment of functions to different levels gdvernments. Under the
traditional theory, the process of FD may genega&ater economic efficiency
in the allocation of resources in the public settBhere are various theoretical

!According to Giugale and Webb (2000) efficiency mmasatisfying the needs and
preferences of taxpayers at the lowest possible cos
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explanations available in the literature that spatlhow FD generates economic
efficiency in public sectors.

First, economic efficiency can be generated thrawgburce mobilisation
which occurs through FD. FD grants greater autonamg funds to the sub-
national governments. With the availability of mdwends and autonomy in
decision making process, sub-national governments eompelled into
mobilising the available resources in their owngdictions, rather than waiting
for the provision of public goods and servicesar dolution to come from the
central government. This leads to a greater empl@sieconomic efficiency
across jurisdictions within a country and also dpping into what otherwise
may have been untapped potential [Rodriguez-Pad&acurra (2010)].

Second, the “Theorem of Decentralisation” provideswell-known
mechanism through which FD may lead to greater @wim efficiency.
According to this theorem, the preferences for jpupbods and services differ
across individuals and regions. The level of welfachieved by a national
government through providing a uniform public goadsl services is always
inferior to that which can be achieved by providittge public goods and
services in a decentralised setup which allow fdifi@rent provision of goods
and services across the regions [Oates (1972)% biecause the sub-national
governments are better informed about the prefeeraf citizens than the
national government. Therefore, sub-national gowvemis always perform
better in providing public goods and services agicay to the needs of local
communities.

Similarly economic efficiency can be enhanced & tfitizens are mobile
so that they can locate themselves to the jurisdistthat best match their
preferences [Tiebout (1956)]. Oates (1993) arghas éxpenditures for social
and infrastructure sectors are likely to be momagh enhancing if carried out
by sub-national governments than the central gemem which may ignore the
differences in preference. The growth enhancingaatiges linked with FD
process are more visible in larger and more he&regus countries. In a small
country with homogenous characteristics the infdiomal advantages of
implementing policies and providing different pubioods and services at the
regional or local level may be limited. The bergfiif FD increase because
internal heterogeneity causes the preferencesdififtuals to be more diverse.
Hence the benefits of FD can only be realised béyooertain threshold level of
country size [Rodriguez-Pose and Ezcurra (2010)].

Third, the competition among the jurisdictions el as an important
mechanism to encourage efficiency in taxation, la&gn and supply of goods
and services [Tiebout (1956); Brennan and Buchgii®80)]. In the Public
Choice Approach, FD may lead to competition amdre jurisdictions for the
mobile factors of productions. This forces disgipliupon public officials who
tend to pursue their own interest and seek to migrittheir revenues. Similarly,
fiscal competition among different levels of govwment leads to a market-
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preserving federalism which minimises the exteng@fernment interventions,
hence maintaining market efficiency [Weingast (1995

The positive impacts of FD have been challengegdravious literature
[see for example Prud’homme (1995); Tanzi (1996hk critiques are based on
the assumptions that underlie the decentralisatmmels and the problems
faced by local governments. The proponents of deslésation claim that local
governments have an informational advantage overtrale government.
However, this assumption can be challenged on ttwngls that central
governments can and do assign government offitndiscal offices. Apparently
there is no compelling reason to believe that tfierimation obtained by these
representatives will be less accurate than the aetbkered by the local
governments [Tanzi (1996)]. Similarly, it is alsmaed that local governments
take into account the needs and preferences dbtia population and provide
public goods and services accordingly. Tanzi (1998&)cises this assumption
by saying that the local populations may not hake power to actually
influence the actions of the local officials. Thigy result in local goods being
produced without taking into account the needs preferences of the local
population. This is because local democracy istivelly weak and ineffective
especially in developing countries. Prud’homme @)98Iso argues that local
preferences are complex and manifold. They cabeogxpressed in a single
vote. The outcomes of local elections generallyedepon personal and/or
political loyalties and rarely reflect the prefeces of the local population.

The opponents of decentralisation argue that tiseadlack of capacity to
execute the responsibility for public services alb-gational levels. The sub-
national governments are usually less efficiennttie national government and
this may undermine the benefits of decentralisafitenzi (1996)]. There are
problems like low investment in technology and wation because of the
limited capacity, both financially and technicallypf the sub-national
governments [Prud’homme (1995)]. Due to the inefficy of local
bureaucracies, local governments often lack goodlipuexpenditure
management systems to assist them in their tax bartijet choice [Tanzi
(1996)].

Another potential problem usually associated withi§the raiding of the
fiscal commons by the local governments due topifesence of a soft-budget
constraint In the case of a decentralised system, sub-natimernments may
expect that their fiscal deficits are covered by dentral government. This in

’The idea of soft budget constraint was introducgdKmrnai (1979) to analyse the
behaviour of state owned firms. The SBC is useda decentralisation system to refer to lower level
governments that look to a higher level governntemecover or bailout their excessive deficits. The
term bailout refers to the additional funding thia¢ higher level government provides the lower
level governments when it would otherwise be unablservice its obligations. On the other hand,
hard budget constraint (HBC) implies that lowerelegovernments have to face the full costs of
their expenditure decisions.
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turn undermines the incentives for the sub-natiggmlernments to observe a
responsible fiscal behaviour. The soft budget cairgs have “a multiplicity of
sources that are associated with the prevailingafisnstitutions, with the
existing political structure, the weakness or eabsence of various important
markets, and more importantly, the historical backgd of intergovernmental
fiscal affairs in the country” [Roddert al (2003)].

Most of the criticisms against decentralisationnad dismiss the idea of
decentralisation per se, but are rather meantgialight the need for augmenting
the decentralisation process with certain typemsititutions. According to the
critics, only when these institutions are presemesddecentralisation bear the
fruits that are promised by its proponents. Theelfien of decentralisation
largely depend on institutional arrangements thavegh the design and
implementation of decentralisation.

Given the lack of theoretical consensus on the ahpé FD, numerous
studies have empirically examined the impact ofdfDeconomic growth. There
are numerous studies that find a positive and fagmit relationship between
FD and economic growth [Oates (1995); Yilmaz (199®iessen (2003); limi
(2005)]. However, various other studies, have foandegative or even no
relationship between FD and economic growth [O@1€¥2, 1985); Davoodi
and Zou (1998); Woller and Phillips (1998); Martirdazquez and McNab
(2006); Thornton (2007); Baskaran and Feld (201R@driguez-Pose and
Ezcurra (2010)].

There are at least five possible reasons as totdhgtudies have failed to
come up with conclusive results on the role of Fbst, the differences in the
outcomes of these studies may be because differeties have employed different
measures of FD. The literature indicates that difficult to measure precisely the
allocation of authority. If ambiguous or inapprepei measures of FD are employed,
wrong judgments about the growth effects of FD lbarmade [Ebel and Yilmaz
(2003)]. Akai and Sakata (2002) argue that studtgsh find a negative association
between FD and economic growth employ incorrectsones of FD. Second, the
differences in the outcome of empirical studies Hra based on a cross-country
analysis may be due to the differences in the enancultural, geographical and
institutional setups. In order to overcome theafficdties, single-country studies
have also been conducted. However, the outcomehedet studies is still
inconclusive: some find a positive and significassociation [see e.g. Akai and
Sakata (2002); Maliket al (2007); Carrion-i-Silvestrest al (2008); Samimigt al
(2010); Nguygen and Anwar (2011)] while others fiadnegative or even no
relationship between FD and economic growth [sgeXe, et al (1999)]. Third,
different countries have different levels of FD,king it difficult to get consistent
and robust estimates based on a cross-country s@akourth, the literature
identifies the possibility of reverse causality aeddogeneity among FD and
economic growth [see e.g. Zhang and Zou (1998), efi@l (1999); Lin and Liu
(2000); Thiessen (2003); Jiet al (2005)]. Martinez-Vazquez and McNab (2003)
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argue that reverse causality exists because efficigains from FD emerge as
economies growth or more decentralisation is deedhad relatively higher level of
development. However, existing literature doescootrol endogeneity due to small
sample sizes or the difficulty in finding valid inements with the only exception of
limi (2005). Last, existing literature mainly igesr the role of democratic
institutions in making the FD process effectivelvatfew exceptions. For example,
limi (2005) incorporates the role of political iitstion in analysing the role of FD.
That study finds that political institutions and F&@mplement each other in
promoting economic growth.

There is thus a clear need to re-examine the greffehts of FD especially at
the country level using appropriate estimation iwedtogy and measures of FD.

3. FISCAL DECENTRALISATION IN PAKISTAN: AN OVERVIEW

The need for FD arose due to the mismatch betwegmenéiture
requirements and the revenue generation capaditig. Mismatch necessitates
the inter-governmental transfer among the fedamadiod provinces which is a
vital part of the decentralisation process. Theizomtal as well as vertical
mismatch between revenue and expenditure requiggsldtive arrangement on
financial transfers among the different levels ofgrnment. In both developed
and developing countries, the difference betwegamee generation and actual
expenditure across national and sub-national govents is commonly
observed. Cross-country data on revenue and expeadihows that there is a
huge mismatch between the revenue generation ¢gpatithe national
government and the sub-national governments. Alaimiismatch is observed
between national and sub-national government frowa point of view of
expenditures. In the case of Pakistan, there isriaus imbalance in the sub-
national expenditures and revenue generation. Tdtéstics indicate that the
revenue generation capacity of provincial governisés nearly 13 percent of
total revenue. On the other hand, the expenditueeds of provincial
governments are approximately 28 percent of tha etpenditure (Table 1).

Table 1

National vs. Sub-National Revenue and Expenditheres:
International Comparison

Revenue Share Expenditure Share
Country National Sub-National National Sub-National
Australia 69 31 54 46
Brazil 69 31 54 46
Canada 44 56 37 63
India 66 34 45 55
South Korea 95 05 50 50
Pakistan 92 08 72 28

Source:Watt (2005).
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These imbalances between expenditure obligatiodsravenue among
federal and provincial level leads to a large amaftransfers of financial
resources from the federal to the provincial le@&lch transfers and sharing of
resources are embedded within the constitution amported by a series of
legislative rules and regulations. Inter-governrakiransfers typically include
revenue shares, grants, straight transfers, lqahg@vincial revenues collected
by federal government and transferred to provirafésr deducting collection
charges (e.g. royalties on gas and crude oil). & ea well-defined mechanism
for the distribution of resources from federatienprovinces in Pakistan. The
resources are transferred from the federal to trwvipcial level through
National Finance Commission (NFC). NFC is an autoogs body established
under the Constitution of Pakistan for the re-disttion of resources from the
federation to provinces. The resources are collebiethe federal government
and distributed among the provinces according ¢ tieeds.

The amount of resources transferred from the degbeernment to the
lower level government is determined on the bakisome formula. In Pakistan,
the only criterion for resource distribution was thopulation since independence
to 2009. For the first time a new criterion wasigesd for resource distribution
among the provinces in 7th NFC award. In this awfnar different indicators are
used to define the share of each province in tta $bare to provinces, including
() population, (ii) backwardness/poverty, (iii) venue generation/collection
capacity and (iv) inverse population density (IRDable 2). In this formula, the
population, once again, has the major share of &&Zenmt in total while
poverty/backwardness has 10.3 percent share, revgeneration/collection has
5 percent share and inverse population density)(H3 2.7 percent share.

Table 2
Sharing Criterion in Various NFC Awards
Award Sharing Criteria (Weight)
NFC 1990 Population (100%)
NFC 1996 Population (100%)
NFC 2006 Population (100%)

NFC 2009 Population (82%), Poverty (10.3%), Revdisid6), IPD (2.7%)

The share of each province in the divisible poad h&so changed over
time (Table 3). The share of Punjab was 57.87 énlt®90 NFC award based on
its population, whereas there was a minor decrea26806. However, after the
7th NFC award in 2009, the share of Punjab has gomen to 51.74 percent,
mainly due to a change in the distribution formuldae share of Sindh was
23.29 percent in 1990 on the basis of its populafithe share has increased to
24.55 percent in 2009 with the new formula. Thershaf KPK was 13.54 in
1990 and increased to 14.62 in 2009. Similarlysih@re of Balochistan was 5.3
percent in 1990 and now it is 9.09 percent on ts#gof the revised formula.



Table 3
The Share of Each Province in the Divisible Podr{fent)

Province NFC-1990 NFC-1996 NFC-2006 NFC-2009
Punjab 57.87 57.37 57.37 51.74

(57.87) (57.87) (57.36) (57.36)
Sindh 23.29 23.29 23.71 24.55

(23.29) (23.29) (23.71) (23.71)
KPK 13.54 13.54 13.82 14.62

(13.54) (13.54) (13.82) (13.82)
Balochistan 5.30 5.30 5.11 9.09

(5.30) (5.30) (5.11) (5.11)
TOTAL 100.00 100.0 100.0 100.0
Note: Population shares are reported in parenthesisdbaseCensus conducted before the NFC

Award.

4. MODELLING FRAMEWORK

Fiscal decentralisation, the subject matter of ttisdy, refers to the
devolution of policy responsibilities for publicepding and revenue collection
from the central to the provincial governments. @adi and Zou (1998) use the
endogenous growth framework to analyse the grovifétts of FD. This study
extends Barro’s (1990) endogenous growth model $gurming that public
spending is carried out by three levels of govemimiederal, state, and local.
Later on, various studies use this analytical fraorl to quantify the impact of
FD on economic growth [see e.g. X&t, al (1999); limi (2005)]. In Pakistan,
there are two levels of government: the federal #m provincial. Public
spending is carried out by federal and provinaakl governments in Pakistan.
Thus total government spending is divided into twemnponents: federal level
and provincial level government spending.

The benefits of FD—through enhancing the efficierafythe public
goods and services provision by matching the laititen preferences; by
increasing competitions among the provincial gowents; by reducing
corruption and by enhancing accountability—can obé/ materialised if the
process of FD is complemented with good institugiorhe role of institutions is
very crucial in making the theorem of decentraisatapplicable. limi (2005)
further extends this framework by incorporating thieractive term of FD and
political institutions in the model. Following linf2005), the following model to
capture the link among FD, democratic institutiGmed economic growth is
defined:

GDPg, = 8o + 8,7, + 6,FD, + 85INS, + +8,FD, * INS, + 86X, + &,

Where GDPg is the per capita output growth rateis the tax rateFD is the
measures of fiscal decentralisatidNS represents democratic institutiongjs
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the vector of control variables,is the disturbance term that is assumed to be
serially uncorrelated and orthogonal to the expglanyavariables and(= 1,2 ...

. ... .N). 6y, 84, 85, 65 andé, are the scalar parameters whilés the vector of
parameters to be estimated. The vext@onsists of control variables that have
frequently been used in growth literature as idietiby Mankiw,et al (1992),
Levine and Renelt (1992), Barro and Lee (1996) Sald-i-Martin (1997).

In this model, the interaction ternk,D = INS should be of particular
interest since it allows us to test the hypothesisFD and democratic
institutions being complementary. Based on this ehode aim to empirically
examine the following hypotheses:

(i) Fiscal decentralisation influences the evolutiopef capita output.
(i) Fiscal decentralisation and democratic institutiarescomplementary.

5. DATA AND ECONOMETRIC ISSUES

Our empirical analysis is based on time series dateering the period
1972-2010. Data on fiscal decentralisation varislidecollected from the Fifty
Year Economy of Pakistan and various annual reguutdished by the State
Bank of Pakistan. Data on other economic varialdesainly taken from the
Economic Survey of Pakistan (various editions).eDat human capital is taken
from the Barro and Lee Dataset 2011 and data ornodetic institutions is
taken from the Polity IV Dataset.

5.1. Fiscal Decentralisation M easures

To empirically examine the role of FD, it is necaysto develop
measures of FD. There are two widely used measofdsD, namely the
revenue decentralisation and the expenditure demégation based on
‘Budget Data’. Revenue decentralisation (RD) is surad as a ratio of the
sub-national government revenue to the total gawemt revenue (national
plus sub-national). Expenditure decentralisatioDYE measured as a ratio
of sub-national government expenditures to the |togovernment
expenditures (national plus sub-national). Oat&¥2) defines expenditure
centralisation as the share of the central govemmspending in the total
public spending and revenue centralisation as thares of central
government revenue in the total revenue. Woller &fdlips (1998) re-
define FD measures after making a few adjustmefist, in measuring
revenue decentralisation, they subtract the gnasstid given to sub-national
government from the total revenue and treat itrag)pense to avoid double
counting. Second, in measuring expenditure decksdteon, they exclude
social security and defence spending from the tptdlic spending as these
are considered to be the main part of the non-dezksed government
spending.
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These standard indicators have been used in a muofbstudies to
quantify the impact of FB.However, the approaches to measure degree of FD
and the reliability of the data have been long tithén theoretical as well as in
empirical literature. The data for FD measures at#ained from the
Government Finance Statistics (GFS) of the Intéonat Monetary Fund (IMF).
Ebel and Yilmaz (2003) identify three major issuath GFS data. First, it is not
possible to identify the degree of local expendit@utonomy because the
expenditures are reported at the level of govertithet receives the amount. In
this way, the local spending that is directed by ¢bntral government is added
in the sub-national spending. Second, it is notsids to identify the main
source of revenues of the sub-national governnveiméther these are collected
through shared taxes, own taxes or piggybackedstakkird, GFS does not
distinguish between the different types of intemymwmental transfer, whether
these are conditional or distributed through aritgiga. Therefore, the GFS data
ignores the degree of control of the central gowernt over the revenues and
expenditure of the sub-national governments. Tlsbsgtcomings considerably
overestimate the degree of FD [Stegarescu (2005)].

According to Martinez-Vazquez and McNab (2003) stheneasures are
defined on the basis of a single dimension of FDpeexlitures going through
the sub-national budgets or revenue generatedebguth-national governments.
FD, however, is a multidimensional phenomenon and réquires
multidimensional measures to depict a true pictifirdecentralisation. Martinez-
Vazquez and Timofeev (2010) develop a compositécadr of FD that
captures the multidimensionality nature of FD psscerhe ‘Composite Ratio’,
developed by Martinez-Vazquez and Timofeev (20&63entially combines the
information contained in expenditure and revenu®sa Taking into account
the existing literature and availability of datharee indicators are constructed to
measure the level of FD for Pakistan.

Revenue Decentralisation (RD)

The revenue decentralisation (RD) is measured asr#tio of the
provincial government’s revenue to the total goweent revenue (federal plus
provincial)

_ PR
" PR+FR
WhereRD, PR and FR are the ‘Revenue Decentralisation’, ‘Provincial

Revenue’ and ‘Federal Revenue’ respectively. Figurehows the trend in
revenue decentralisation in Pakistan. The shareprotincial government

RD

®See for example [Oates (1995); Zhang and Zou (1998) et al (1998); Yilmaz (1999);
Lin and Liu (2000); Thiessen (2003); Akai and Sak@002); Eller (2004); limi (2005); Feltensteina
and Iwata (2005); Cantarero and Gonzalez (2009apke (2010)].
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revenue in total government revenue ranges fromo b percent. The share of
provincial governments’ revenue is 15 percent ialtgovernment revenue in
1980, thereafter showing an increasing trend toh&8 percent in 1987. After
this period, there is a decreasing trend in revelaoentralisation and provincial
revenue share in total government revenue readHdsercent in 2010.

Fig. 1. Revenue Decentralisation in Pakistan

0.25
0.20
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0.05 -

O- OO T T T T T T
FY80 FY85 FY90 FY95 FY 00 FY05 FY10

Source:Author’s own calculation.

Expenditure Decentralisation (ED)

The expenditure decentralisation (ED) is definethasratio of provincial
government expenditures to the total governmentedipures (federal plus
provincials) less the defence expenditures anddstgpayments on debt. These
expenditures are mainly considered to be part & tion-decentralised
government expenditures.

B PE
" PE + FE — (DE + IE)

WhereED, PE and FE are the ‘Expenditure Decentralisation’, ‘Providcia
Expenditure’ and ‘Federal Expenditure’ respectivalyhile DE andIE are
defence expenditure and interest payments respéctivigure 2 represents the
historical trend in expenditure decentralisation Rakistan. The share of
provincial government expenditure in total governinexpenditure ranges from
30 to 60 percent during the last three decadesr Adiaching 50 percent in 1982,
the share of provincial government expenditure shaw decreasing trend
reaching 39 percent in 1989. For most part of 199@zpenditure
decentralisation shows an increasing trend. Howeafter 1998 once again,
provincial shares in total expenditure shows a e#sing trend, declining from
55 percent in 1998 to 35 percent in 2010.

ED
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Fig. 2. Expenditure Decentralisation in Pakistan
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Source:Author’s own calculation.

Composite Decentralisation (CD)

Composite decentralisation is measured using bo#venue
decentralisation and expenditures decentralisattas. more useful in terms of
analysing the impact of FD on economic growth.

RD
" 1-ED
WhereCD, RD and ED are the ‘Composite Decentralisation’, ‘Revenue
Decentralisation’ and ‘Expenditure Decentralisatioaspectively. Figure 3
shows the composite of revenue and expenditurentiatisation in Pakistan.
This represents the combined outcome of both pseseshe trend shows that
the ‘Composite Decentralisation’ measure ranges ft8 to 40 percent.

CD

Fig. 3. Composite Decentralisation in Pakistan
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5.2. Other Control Variables

The dependent variable is GDP per capita growtle. r@&tescriptive
statistics show that the average GDP per capitébis US$ at constant 2000
prices. The average growth rate of GDP per capifad34. Human capital (HC)
is measured using total secondary school enrolmihbut considering age and
gender composition. The average human capital .i322@8nd it moves from 7.1
in 1972 to 34.6 in 2010. Openness (OPN) is defiagdhe ratio of total trade
(imports plus exports) as percent of GDP. Tradenopss varies from 27
percent to 42 percent with the average of 34 pércBax to GDP ratio is
measured as the ratio of the total consolidatedréaripts of government to
GDP. The average tax to GDP ratio is 12 percent Wit range of 9 to 15
percent. The contribution of taxes in economic dtoerucially depends upon
the structure of the taxes. The impact of taxatioreconomic growth is positive
if private capital is less productive than publiapital and is negative if
additional taxation is very expensive [limi (20Q9}flation is measured as the
growth rate of CPI. The average inflation rate.® @arying from 3.1 percent to
30 percent. The overall budget deficit (BD) fludesmbetween 2.3 and 10.2. On
average the overall budget deficit is 6.5 in PakistDemocracy is used as a
proxy for measuring the quality of institutions iRakistan. The data on
democracy is taken from the Polity IV dataset mh#d by Marshall and
Jaggers (2011). The democracy index ranges from(fedloddemocracy) to -10
(full autocracy). The descriptive statistics sholatt the average quality of
institution is 0.85 with the range of -7 to +8 iakistan.

Table 4

Descriptive Statistics
Variables Obs. Mean Std. DevMin Max
Revenue Decentralisation (RD) 39 0.130 0.041 0.070.221
Expenditure Decentralisation (ED) 39 0.465 0.067 336. 0.686
Composite Decentralisation (CD) 39 0.247 0.089 9.120.494
Inflation (INF) 39 9.587 5.748 03.10 30.00
Budget Deficit (BD) 39 6.464 1805 0230 10.20
GDP per Capita (Constant 2000 US$) 39 451.7 113.379.12 668.6
GDP per Capita Growth Rate 39 2.234 2.002 -1.95057(.
Human Capital (HC) 39 20.02 7.111 1054 34.60
Openness (OPN) 39 0.338 0.037 0.273 0.432
Tax to GDP Ratio (T/GDP) 39 0.123 0.015 0.095 0.145

Democratic Institution (INS) 39 0.846 6.745 -7.0008.000
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There are several studies that have used the Q@ydimeast Squares
(OLS) estimation technique to empirically investegahe impact of FD on
economic growth. A number of studies identify thesgbility of reverse
causality and endogeneity among FD and economiatfrfsee e.g. Zhang and
Zou (1998); Xieet al (1999); Lin and Liu (2000); Thiessen (2003); Bbal
(2005)]. Martinez-Vazquez and McNab (2003) arguat tteverse causality
exists because efficiency gains from FD emergecamamies grow or more
decentralisation is demanded at relatively highevels of development.
However, existing literature does not control eretagjty due to small sample
sizes or the difficulty in finding valid instrumentvith the only exception of
limi (2005). Under this situation, OLS estimatescdme biased and
inconsistent. To tackle endogeneity, the instrumlevariables (IV) methods are
used in the empirical estimations. The IV methods ased to solve the
problems of simultaneity bias between explanat@wables and the dependent
variable and the error measurement.

The application of the generalised method of momé@MM) can be
considered as an extension of the IV estimatiorhotktThe main advantage of
the GMM estimation method is that the model needbeoserially independent
and homoscedastic. Another benefit of the GMM eatiom technique is that it
generates parameters through maximising the obgefitinction which includes
the moment restrictions in which correlation betwele lagged regressor and
the error term is zero. Keeping the advantageBeof3MM estimation technique
to overcome endogeneity and omitted variable bthe, GMM estimation
procedure developed by Arellano and Bond (1991)llano (1993), and
Arellano and Bover (1995) has been applied to edéngrowth equations using
lagged values of the variables as instruments.ST&TA v11 has been used for
estimation.

The standard approach to determine the stationafritye time series data
is checking the existence of unit roots in the gigeries. The most commonly
employed test for unit root analysis is called Aegred Dickey Fuller (ADF)
test [Dickey and Fuller (1981)]. The results of tABF test are reported in
Table 5. The test statistics indicate that inflatibudget deficit, GDP per capita
growth rate, openness and M2 to GDP ratio areosiaty at level. While
revenue decentralisation, expenditure decentralisatcomposite decentre-
lisation, human capita, capital stock per workeax tto GDP ratio and
democratic institution are non-stationary at leaetl become stationary at first
difference which implies that these variables affernce stationary with one
order of integration.
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Table 5
Unit Root Test (ADF Test)
Level First Difference
No With Result No With Result

Variables Trend Trend Trend  Trend
Revenue Decentralisation (RD) -2.13 -3.24 NS -4.63-456 S
Expenditure Decentralisation (ED) —1.72 -2.48 NS -7.19 -7.02 S
Composite Decentralisation (CD) -1.69 -3.41 NS 954 -543 S
Inflation (INF) —4.02 -362 S
Budget Deficit (BD) -2.95 -3.77 S
GDP per Capita Growth Rate -5.72 -563 S
Human Capital (HC) 1.29 -2.26 NS -4.19 -5.23 S
Openness (OPN) -2.93 -356 S
Tax to GDP Ratio (T/GDP) -1.32 -2.02 NS -5.12 -5.73
Democratic Institution (INS) -1.97 -1.91 NS -571 5% S

Note: 5 percent critical value is —2.87 for the casa@ftrend, and —3.42 when a trend is included.
AIC is used for lag selection. S stand for statigreeries and NS stand for non-stationary
series.

6. EMPIRICAL RESULTS

This study has estimated the impact of various winas of FD on economic
growth. In Table 6, the impact of revenue decdsatidbn on economic growth is
shown. Various specifications to test the robustoégesults have been used.

Revenue decentralisation has a positive and sogmifi impact on
economic growth in all specifications which are sistent with the theory of
decentralisation. This positive association indisathat the higher the level of
decentralisation on revenue side, the higher th® @Er capita. The transfer of
revenue enhancing responsibilities to provinciategaments is conducive for
economic growth in Pakistan. As shown in Table tis tresult is robust,
regardless of the inclusion of other control vaeab the estimated impact of
revenue decentralisation on economic growth remabsgtive and significant.

The impact of expenditure decentralisation on eomnogrowth is
measured using five different specifications arglts are reported in Table 7.
Expenditure decentralisation has a negative andfisignt impact on economic
growth in all specification$.As shown in Table 7, these results are robust,
regardless of the inclusion of other control vaeabthe estimated impact of ED
on economic growth remains negative and significkhe negative association
between ED and economic growth implies that ED drasvth retarding effects
in Pakistan. These results are in contrast to tre®ry of decentralisation.
Davoodi and Zou (1998) find similar results for dmping countries. There are
several justifications that explain the negativesoaation of expenditure
decentralisation with economic growth in Pakistan.

“In terms of the negative association of expenditiéeentralisation with economic growth,
our findings are in line with the findings of othempirical studies such as Davoodi and Zou (1998),
Zhang and Zou (2001), Rodriguez-Pose and Kroije092 and Nguygen and Anwar (2011).
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Table 6
The GMM Estimates: Dependent Variable (GDP per @a@irowth)

Variables (1) (2) (3) (4) (5)
RD 0.0206* 0.0455**  0.0461**  0.0487**  0.0530***
(0.0120) (0.0167) (0.0176) (0.0160) (0.0173)
OPN 0.0414** 0.0705** 0.0625* 0.0245
(0.0204) (0.0327) (0.0337) (0.0317)
T/GDP 0.0475* 0.0592* 0.0675** 0.0808**
(0.0274) (0.0312) (0.0276) (0.0348)
HC 0.0505***  0.0515*** 0.0381** 0.0426**
(0.0159) (0.0190) (0.0157) (0.0185)
INF —0.00966* —0.00687*
(0.00529) (0.00399)
BD —0.0292***  —0.0337***
(0.00852) (0.00939)
Constant 0.0658** 0.113* 0.112* 0.243*+* 0.251%+*
(0.0263) (0.0642) (0.0640) (0.0690) (0.0698)
Observations 37 37 37 37 37
R-squared 0.247 0.409 0.408 0.532 0.546
Wald Chi2 Test 3.92 10.31 11.67 31.41 36.38
Normality Tes 0.97(0.61) 0.70(0.71) 0.71(0.70) 0.77(0.68)  0.8BM
Endogeneity Test 0.0685 0.0885 0.0711 0.0625 0.0305
Over Identification test 0.7070 0.9423 0.9638 0562 0.6446
D. W. Test 1.89 242 243 2.59 2.71
Robust standard errors in parentheses.
*** n<0.01, ** p<0.05, * p<0.1.
Table 7

The GMM Estimates: Dependent Variable (GDP per @a@irowth)

Variables (1) (2) 3) (4) (5)
ED —0.0922** —0.116*** —0.129*** —0.115%** —0.122**
(0.0400) (0.0392) (0.0317) (0.0341) (0.0338)
OPN 0.0385* 0.0274* 0.0251* 0.0238*
(0.0215) (0.0162) (0.0135) (0.0127)
T/GDP 0.0371* 0.0387* 0.0497* 0.0498*
(0.0196) (0.0201) (0.0285) (0.0291)
HC 0.0241* 0.0183* 0.0266* 0.0279*
(0.0128) (0.0103) (0.0144) (0.0149)
INF —0.00980* —0.00598*
(0.00577) (0.00332)
BD —0.0368***  —0.0346***
(0.0118) (0.0130)
Constant —-0.0509* 0.0289* 0.0547 0.190*** 0.194**
(0.0300) (0.0171) (0.0581) (0.0552) (0.0555)
Observations 37 37 37 37 37
R-squared 0.207 0.421 0.493 0.451 0.537
Wald Chi2 Test 5.32 11.54 27.28 19.73 25.22
Normality Tes 0.31(0.85) 0.67(0.72) 0.37(0.70) 0.24(0.88) 0.1%1D
Endogeneity Test 0.0395 0.0154 0.0265 0.0495 0.0028
Over Identification test  0.6341 0.6149 0.5225 0.7243 0.7903
D.W Test 2.29 2.52 2.54 2.68 2.65

Robust standard errors in parentheses.
*** n<0.01, ** p<0.05, * p<0.1.



17

First, the composition of public spending carriedt doy provincial
governments may explain the growth retarding effeat ED. Expenditure
decentralisation measure in this dissertation do¢sndicate the composition of
the public spending of the provincial governmer®sovincial governments
generally allocate excessive amounts to the curexmpenditure instead of
capital and infrastructure spending. The literatstggests that the growth
effects of capital and infrastructure spending positive and that of current
spending are negative.

Second, the institutional weaknesses at the pr@litevel may lead to
more corruption and hence lower economic growtle fhird reason may be the
lack of autonomy in decision making by the provahgovernments that in turn
can lead to inefficient outcome. The process of iRy not materialise in its
true sense because the decisions by provincial rgments may still be
influenced by the federal government. Fourth, thevincial governments may
be unable to execute proficient policies and orgmaeifficient governance due to
lack of human as well physical resources.

Fifth, the provincial government may not be abl@atbieve economies of
scale for the reason that provincial governmentg b&atoo small to efficiently
carry large scale infrastructure development pisje€inally, the provincial
governments often lack the institutional framewdtnlt is required to gain the
benefits of FD. The lack of an institutional fram@W can contribute to more
corruption, less accountability and inefficiencytie policy making processes,
causing a slowdown in the growth process.

Similar to RD and ED, the impact of composite déadisation (CD) on
economic growth can be estimated. In CD, revenueemtealisation and
expenditure decentralisation reinforce each otfiable 8 presents the results
obtained from GMM estimation. The impact of comp@siecentralisation on
economic growth is positive and significant in allodels. The positive
association reveals that composite decentralisafioD) is beneficial for
Pakistan.

Numerous control variables have been used to dstithe impact of FD on
economic growth. Tax to GDP ratio (T/GDP) has aitp@s and significant
relationship with economic growth. This implies tthlae higher the tax to GDP
ratio, the higher the GDP per capita growth. Trapenness (OPN) has a positive
and significant impact on economic growth, implyitgt trade is beneficial for
economic growth in Pakistan. The positive assaniatif trade openness and
economic growth is due to the benefits emerginghfepecialisation, competition
and economies of scale. It is also due to proditiciimprovements made possible
through the access of advanced technologies [Binal (2003)]. Various
empirical studies also provide evidence that traaenotes economic growth in
Pakistan [Khanet al. (1995); Igbal and Zahid (1998); Diet al. (2003)]. Human
capital (HC) has a positive and significant impant per capita GDP growth,
implying that Pakistan could increase its papitagrowth rate by investing
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Table 8
The GMM Estimates: Dependent Variable (GDP per @a@irowth)
Variables (2) 2) 3) 4) (5)
CD 0.0190* 0.0444%** 0.0452* 0.0478*** 0.0528***
(0.0113) (0.0166) (0.0176) (0.0159) (0.0171)
OPN 0.0392* 0.0382* 0.0285* 0.0207
(0.0218) (0.0222) (0.0158) (0.0317)
T/GDP 0.0494* 0.0514 0.0692** 0.0837**
(0.0273) (0.0316) (0.0276) (0.0344)
HC 0.0519*** 0.0532*** 0.0403** 0.0455**
(0.0162) (0.0193) (0.0157) (0.0185)
INF —0.0108** —0.00713**
(0.00517) (0.00379)
BD —0.0283*** —0.0330***
(0.00821) (0.00890)
Constant 0.0570%*** 0.0953 0.0940 0.218*** 0.227***
(0.0215) (0.0610) (0.0611) (0.0665) (0.0661)
Observations 37 37 37 37 37
R-squared 0.248 0.420 0.419 0.538 0.553
Wald Chi2 Test 2.85 10.48 11.69 33.15 39.10
J.B. Normality Test 0.91(0.63) 0.69(0.71) 0.69().710.72(0.69) 0.81(0.66)
Endogeneity Test 0.0462 0.0733 0.0613 0.0548 0.0767
Over Ildentification test 0.7536 0.8955 0.9176 0%23 0.5983
Durban Watson Test 1.88 2.39 2.40 2.55 2.68

Robust standard errors in parentheses.
*** n<0.01, ** p<0.05, * p<0.1.

more in human capital. This finding confirms thaditional view that the
countries that invest more in their human capital lietter in terms of
economic growth. These results are broadly in hvith the other studies
that have found a positive association between muoagpital and economic
growth in Pakistan [Abbas (2001); Abbas and ForefAagk (2008); Qadri
and Waheed (2011)]. Inflation has a negative amgphiBtant impact on
economic growth, implying that inflation hurts thgrowth process. A
negative and significant relationship between budigficit and economic
growth is found.

6.1. Roleof Democratic I nstitutions

The literature suggests that FD may positively@fieconomic growth in
the presence of strong democratic institutionsoider to check the role of
institutions in FD process, the interactive term d&mocratic institutions is
added. Neyapti (2004, 2010) similarly suggests tlee of expenditure
decentralisation with other institutions, such estral bank independence, local
accountability, and governance quality, to test fiwe effectiveness of
expenditure decentralisation. In Table 9, democrattitutions and interactive
term of democratic institutions is added with FD.
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Table 9
The GMM Estimates: Dependent Variable (GDP per @a@irowth)
Variables Q) 2) 3) 4)
RD 0.00426 0.0271
(0.0117) (0.0194)
ED —0.117** —0.151***
(0.0305) (0.0387)
INS 0.00117* 0.00150* 0.000813* 0.00162*
(0.000491) (0.000836) (0.000492) (0.000894)
RD*INS 0.0132%** 0.00914**
(0.00330) (0.00412)
ED*INS 0.0449*** 0.0446***
(0.0129) (0.0156)
OPN 0.0463 0.00304
(0.0369) (0.0506)
T/GDP 0.0409* 0.0205
(0.0246) (0.0268)
HC 0.0397** —0.0150
(0.0164) (0.0138)
Constant 0.0450* —0.0546** 0.108* 0.00899
(0.0231) (0.0245) (0.0614) (0.0606)
Observations 37 37 37 37
R-squared 0.250 0.240 0.318 0.224
Wald Chi2 Test 29.18 33.54 51.22 29.00
J.B. Normality Test 1.02(0.60) 0.17(0.91) 0.45(0.80 0.23(0.89)
Endogeneity Test 0.0376 0.0064 0.0144 0.0012
Over Identification test 0.6695 0.8442 0.6302 0574
Durban Watson Test 1.93 2.24 2.36 2.29

Robust standard errors in parentheses.
** n<0.01, ** p<0.05, * p<0.1.

The interactive term of revenue decentralisatiord aexpenditure
decentralisation with democratic institutions hawepositive and significant
impact on economic growth implying that FD and deratic institutions are
complemented by each other. However, Brambbgl (2006) shows that it is
incorrect to decide on the inclusion of the intéikecterm simply by looking at
the significance of the coefficient of the interaetvariable. The marginal effect
of FD on economic growth should be observed by toatng confidence
intervals for the estimates of coefficient of EDdanteractive term of ED and
institutions over the possible values of the initins. Similarly for RD, if the
interval lies above the zero line, then the effedignificantly positive and vice
versa. Through this, the range of institution valdéer which the effect of RD
and ED can be said to be significant can be found.
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Fig. 4. Determining the Range of Significance of the M arginal Effect of
RD*INS (Dashed lines show the 95 per cent confidence band)

Marginal Effect of Revenue Decentralisa

(o] 2 4 6 8 10
Institutions

Figure 5 shows that with the low quality of instituns the growth effect
of expenditure decentralisation is negative. Howevas the quality of
institutions improves, the expenditure decentribsaexerts a positive impact
on economic growth. The institutional school ofupbt argues that the quality
of institutions increases the efficiency of the mmmic factors of production. It
reduces the level of corruption and enhances theousmtability of the
governments.

Fig. 5. Deter mining the Range of Significance of the Marginal Effect of
ED*INS (Dashed lines show the 95 percent confidence band)

©

Marginal Effect of Expenditure Decentralisat

Institutions

See North (1981) for further elaboration on the mflinstitutions in economic growth.
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7. CONCLUDING REMARKSAND POLICY IMPLICATIONS

In this study, the growth effects of fiscal decalitation in Pakistan over
the period 1972-2010 using the GMM estimation pdoce have been analysed.
The empirical analysis shows that revenue decésdtadn is growth enhancing
in Pakistan. Decentralisation of revenue generat@sponsibilities generates
positive externalities which increase the per eapicome of the country. On
the other hand, it is found that expenditure deatisation has a negative
association with the growth rate of per capita meo This is mainly due to the
low institutional quality which may increase therruption level and make
public officials less accountable. Lack of humad ahysical infrastructure may
also lead to inefficient outcome of expenditure atgralisation in Pakistan.
Composite decentralisation also has a positivecésson with growth mainly
due to the positive effect of revenue decentratisatThis implies that if
Pakistan focuses simultaneously on both types ofmtealisation then it will be
helpful in enhancing the per capita income. Onlgenditure decentralisation is
not helpful in achieving high and sustainable eenicogrowth. The empirical
analysis also reveals that the tax to GDP ratio ah@®sitive association with
economic growth. Trade openness has positive liekagth growth rate of per
capita income in Pakistan. Human capital also pedit influences the
economic growth. Analysis reveals that FD beconféscive in the growth
process if it is complemented with good qualitytitagions. It is observed that
the interaction of expenditure decentralisation enenue decentralisation with
democratic institutions has a positive impact ooneenic growth.

Few policy implications emerge from the empiricadbysis:

(i) The tax to GDP ratio has a positive associatioin witonomic growth.
This finding has important implications for Pakistdn Pakistan the
tax to GDP ratio is very low as compared to othevaloped and
developing countries. Due to a low tax base, Pakis consistently
facing the problem of a high budget deficit. Incieg the tax to GDP
ratio has two advantages: firstly, it directly admites to economic
growth and, secondly, it mitigates the negativeaoipf budget deficit
on economic growth through reducing budget deficitPakistan the
main source of tax is the general sale tax on gaodsservices (GST)
which is non-distortionary in nature. Thus, theseai need to further
broaden the tax base and tax rates. To widen thiease, all sources of
income—including services, real estate and agucedtmust be
brought under the tax net. The implementation o fReformed
General Sale Tax (RGST) can be an option for irgingathe tax base
and tax revenue. Implementation of RGST is esdetatifully tap the
revenue generation capacity as well as to help dbeumentation
process in the economy.
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(ii)

(iii)

(iv)

The process of fiscal decentralisation especiallgvenue
decentralisation is beneficial for the economy akiBtan. To achieve
long term economic growth, revenue decentralisasioould be better
streamlined through making the provinces more mel@n their own
resources. The positive association of revenue ndedisation with
economic growth has an important implication fog ttesign of fiscal
decentralisation in Pakistan because the processestfucturing
government (which began with passage of 7th NFCdwaard 18th
Constitutional Amendment) is in the early stagesThquires a serious
effort both in terms of strengthening the instibus and promoting
fiscal decentralisation to achieve the objective better economic
growth. The benefits of fiscal decentralisation early accrue when
provincial governments have a real fiscal autononaglequate
accountability and sufficient capacity to respond the local
requirements.

Expenditure decentralisation can only be effectiteen the provinces
have sufficient administrative capacity and are enadcountable and
transparent through good institutions. The expeneitiecentralisation
can make a positive contribution to economic groifvtieps are taken
to improve the administrative capacity of the prmi@l governments.
This requires initiating programs that provide tachl and
administrative skills to the public officials atguincial level. These
programs are more likely to enhance the spendingagement skills
of the provincial governments.

The present initiatives undertaken by the governnrestrengthening
the provinces through providing more autonomy aggburces have a
clear implication for Pakistan’s long term economicosperity.
However, the outcome of these reforms cruciallyesels upon the
institutional framework of the country. Strengthemof democracy is a
pre-requisite for achieving the fruits of fiscalcdatralisation.
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