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ABSTRACT

Public finances in Pakistan have been characterized by unsustainably high fiscal
deficits; poor revenue mobilization; a persistent trend of centralization; massive vertical
imbalances between the federal and provincial governments; skewed, problematic
expenditure structure; weakfinancial management; the atrophy of local governments; and
lack of accountability. Recently the government has announced a bold and potentially path-
breaking devolution initiative to address some of these problems by establishing strong,
accountable local governments.

Focussing on the provinces, their financial health, and the delivery of infrastructure
and public services, this report puts forward specific recommendations for reform in the
following eight areas:

(1) adjustingfederal-provincialfiscal relations to reduce verticalfiscal imbalances;

(2) improving the effectiveness ofpublic services through devolution;

(3) reprioritizing provincial expenditures in favor of critical non-wa e operations
and maintenance (O&M) and reducing the dominant share of establishment costs
(salaries, benefits and pensions),

(4) improving expenditure programming and management;

(5) restructuring the provincial civil services;

(6) mobilizing more provincial revenue by streamlining the tax structure and
rationalizing user charges ofprovincial services;

(7) strengtheningfinancial management; and

(8) developing a more systematic approach to provincial debt management.
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EXECUTIVE SUMMARY

1. Over the last decade, Pakistan has been facing a serious development crisis.
Economic growth has slowed down, industrial investment has fallen, school enrollment rates
have declined, health indicators are low, and despite some declines in fertility and population
growth rates, poverty rates may have increased. Social indicators have stagnated at levels
significantly worse than in other countries at comparable levels of development. These
problems are in large part attributable to the failure of national policies to produce a
sustainable high GDP growth rate of at least 6-8% per year, which Pakistan should have
achieved, but they also reflect the inability of the provincial and local governments to provide
essential public services of reasonable quality to the population, especially basic social
services. Weak governance and the poor state of public finances are two key factors behind
this failure of the public sector. Both issues are at the top of the present government's reform
agenda. The government has announced a bold reform program; taken some concrete
measures to combat corruption and improve governance within government departments and
institutions; initiated reform processes to strengthen the public sector and public sector
institutions; and articulated a strong poverty reduction strategy. The provinces also have
initiated some significant financial reforms; nevertheless, the process of fortification of public
finances through better resource mobilization and expenditure management has only just
begun.

2. Public finances in Pakistan have been characterized by unsustainably high fiscal
deficits; poor revenue mobilization; a persistent trend of centralization; massive vertical
imbalances between federal and provincial governments (i.e. very large gaps between
provincial governments' expenditures and own revenues, which have to be made up by means
of fiscal transfers from the federal government); skewed and problematic expenditure
structure; weak expenditure and financial management; lack of accountability of the public
sector to communities and stakeholders; and the atrophy of local governments. Furthermore,
due to the neglect of longstanding structural problems and poor revenue mobilization by the
federal government, provincial finances have been deteriorating, and during the past two
years the provinces have been facing a fiscal crisis. This crisis has adversely affected
provincial spending - even on high-priority initiatives in the social sectors - and raises
concerns about the stability of overall national finances. Although the short-term fiscal
position of the provinces looks better based on the 2000/01 budget targets, this improvement
is entirely dependent on the performance of federal tax collections in relation to the ambitious
revenue target. Moreover, most of the long-term structural problems remain.

3. Recently the government has announced a bold and potentially path-breaking
devolution initiative to address problems plaguing public finances by establishing strong,
accountable elected local governments. For the government's devolution initiative to be
successful, however, the provinces will need to restore their financial health and generate
sufficient resources to adequately fund local governments, as no system of taxation will
enable all local governments to be entirely self-reliant from a resource perspective.
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4. This report was prepared based on extensive interactions with two provincial
governments (those of Punjab and Sindh) and included participation by the federal
government. While including an analysis of local government finances and incorporating the
implications of devolution, the report focuses on the provinces - their financial health and the
management and delivery of infrastructure and public services. The report advocates a three-
pronged approach to reform:

(1) adjustfederal-provincialfiscal relations to reduce vertical imbalances by giving
the provinces more access to and responsibility for raising additional revenue;

(2) restructure provincial expenditures and improve their programming and
management; and

(3) put the new local governments on a sound financial footing by designing
effective provincial-local transfer mechanisms and establishing an appropriate
provincial-local revenue structure.

5. Specific issues and recommendations for reform, which are discussed at greater length
in the text of the report, are summarized below:

6. Issue 1: The massive vertical fiscal imbalance between the federal and provincial
governments subverts the provinces' fiscal autonomy and weakens the accountability of
sub-national governments.

7. Background: In Pakistan the provinces have been assigned major expenditure
responsibilities. Revenue authority, by contrast, has become increasingly concentrated at the
federal level, resulting in a large vertical imbalance which is far greater than in other federal
countries like Canada, Brazil, India, or the USA. The provinces cover only 17% of their
expenditures from their own revenues. Unlike in many large countries of the world, where
high-yielding revenue bases are either distributed among various levels of governments or are
jointly (but independently) utilized by two or more levels, in Pakistan most buoyant and high-
yielding taxes are exclusively collected by the federal government. The provincial (and local)
governments have been left with residual taxes, which for the most part are characterized by
narrow bases and low buoyancy. This, coupled with poor utilization of provincial and local
taxes and user charges, has contributed to the widening gap between provincial expenditure
and revenue collection. The provincial governments collect only 6% of total national revenue
but are responsible for 25% of expenditure. With revenue transfers from the federal
government now accounting for as much as 80% of provincial resources, the provinces' fiscal
position has become unduly vulnerable to changes in federal tax policy and revenue
mobilization. In addition, the accountability of provincial finances especially to the taxpayers
is weakened, as revenue and expenditure decisions are made at two different levels of
government. The problem of inter-governmental fiscal relations is made even more complex
in Pakistan by the relatively small number of provinces (four), of which one (in terms of its
population size and economic activity) is more than the combined strength of all the other
provinces together.
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8. Recommendations for Reform: Expand the provincial revenue base by:
* Consider allowing the provinces to share selected federal taxes (such as personal

income tax and possibly GST) through levying "add-ons" on the federal taxes,
with federal collection but provincial responsibility for use of resources and, at
least over time, for setting supplementary rates, along with rationalization of
federal tax rates to avoid over-utilization of tax bases, and appropriate adjustment
of general revenue sharing rates.

* Vacating by the federal government of tax bases which under the Constitution are
assigned to the provinces, for example capital value taxes on provincial bases.

* Sharing the revenue from energy resource taxes (which constitutionally belong to
the provinces) on the basis of the divisible-pool formula, or devolving these taxes
to the provincial governments, rather than the federal government collecting these
taxes and transferring their receipts to the provincial governments.

* Assigning specific-purpose excise duties (e.g. on cigarettes and tobacco) to the
provincial governments, or letting the provinces share these bases with the federal
government.

* Correcting horizontal imbalances which may be generated as a result of revenue
devolution by means of well-designed fiscal equalization grants from the federal
government to economically weaker provinces.

9. Issue 2: The persistent trend of centralization in Pakistan has severely weakened
local governments, leaving them without capacity, resources, or accountability structures to
effectively deliver and manage public services.

10. Backrround: The Constitution of Pakistan does not fully recognize local bodies as a
separate and autonomous level of government. Their effectiveness and even their existence
has remained uncertain and dependent on the whims of provincial politicians. Lack of
adequate capacity at the local level has been used as a pretext to provincialize key functions
which were constitutionally assigned to local governments. This resulted in further erosion of
their roles and capacity. Weak and often dysfunctional local governments have increased the
provincial governments' burden of delivering public services and developing and maintaining
local infrastructure, which they are ill-positioned to do.

11. As a consequence of centralization, local government finances have atrophied. While
on the surface local bodies in Pakistan until recently have been largely self-financing, with
some of them generating small (although declining) surpluses, there is considerable variation in
financial strength among local bodies, with serious doubts about the financial viability of most
non-urban local councils. Where there are surpluses they are somewhat illusory, as local
governments' budgets do not include a number of payment obligations as well as deferred
liabilities like civil service pension commitments. Local governments are also running into
significant arrears on utility charges. In addition, local bodies have become divested of many of
their service provision responsibilities, so their financial self-reliance has not been associated
with effective fulfillment of local government roles and responsibilities. While the elimination
of octroi and local export taxes in 1999/00 was a very good move in terms of reducing
impediments to the private sector, 60% of the local governments' revenue base was abruptly
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removed. Although the revenue loss is being offset in the short run by a special transfer from
the federal government, this does not constitute a sustainable solution over the longer run.

12. The bold devolution initiative recently announced by the federal government aims at
strengthening local governments and represents a promising effort to decentralize the
government structure and service management in a comprehensive manner. The devolution
plan has been carefully thought out and is well-articulated, particularly with respect to political
structure and processes, accountability checks and balances, and administrative structures.
Effective implementation of such an ambitious, potentially path-breaking plan will be a major
challenge. More work is needed to develop the fiscal and financial management aspects of
local government as well as to build up administrative, political, and societal capacity to make
devolution work. If effectively implemented, devolution will have major implications for
provincial finances, administration, and management processes. By enhancing accountability
to, and participation of, beneficiaries in service management, the devolution initiative has great
potential to enhance the efficiency and effectiveness of public services. On the other hand,
there are risks that, if not carefully designed and well implemented, devolution could lead to
continuing overcentralization with even greater duplication, inadvertent expansion of the public
sector, elite capture of local governments, breaking down of sub-national personnel
management, or interruptions in service delivery, among other risks.

13. Recommendations for Reform: As envisaged in the devolution plan, develop local
governments into a fully functional third tier of government, with primnary responsibility
for delivery of localy-oriented public services. Consistent with this approach, local
governments could be provided with some kind of Constitutional cover. Such a legal change
needs to be accompanied by concrete steps to reverse past centralization by devolving
government authority and functions to the local governments. In the context of the
government's devolution initiative, local governments should be strengthened by:

- Providing the local governments with adequate financial resources through
appropriate transfer mechanisms from the priovinces, with incentives for sound
financial performance. As in other counties, local governments in Pakistan
cannot be expected to generate sufficient resources on their own to adequately
fund all or most of their expanded expenditure responsibilities. They will need to
rely on substantial transfers from the provincial governments, whose design and
implementation will have important ramifications for efficiency (incentives) and
equity (level and quality of public services provided by different localities). While
international experience suggests that transfers should be formula-based rather
than ad-hoc and to a large extent tied to non-negotiable, transparent criteria (e.g.
population), a portion should be designed to ensure accepted minimum standards
for provision of key public services (such as elementary education and basic public
health services). The fiscal transfer mechanism should also provide incentives for
sound financial management and accountability at the local level. As called for by
the new devolution plan, establishment of Provincial Finance Commissions to
determine appropriate revenue sharing between the local and provincial
governments is an important step in this direction.
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* Assigning local governments a much greater role in delivery of public services
by explicitly defining their roles and jurisdictions. Development, maintenance,
and delivery of all local services, e.g. water supply and sanitation, local roads and
other community infrastructure, primary education, preventive and primary health
care, etc. should be devolved to the local governments. The federal and provincial
governments can and should play an important role in setting policies, developing
regulatory frameworks where appropriate, establishing local institutions on a
sound footing, and helping build the technical capacity of the new local
governments. Capacity building should proceed concurrently with the devolution
exercise.

* Strengthening local government finances by restructuring and broadening their
revenue bases. Full devolution and restructuring of the urban property tax by
eliminating flaws in its design and administration would make it the principal
source of own revenue for local governments. As a start, procedures could be
strengthened by basing the assessment formula on well-defined parameters and by
removing the discretion of tax collectors in assessment of property tax. The wide
rate differential between rented and owned properties should be reduced. Over
time the tax base needs to be shifted from rental to capital value of property, which
would require changes in tax laws and considerable strengthening of local
governments' tax administration capacity.

* As is already envisioned, the provinces should devolve to the local governments
other taxes which appropriately can be levied and collected at the local level (e.g.
entertainment tax, and possibly motor vehicle tax).

* Rationalizing the rates and improving the administration of local government
user charges (e.g. water and sanitation rates, conservancy charges, toll taxes and
parking fees, etc.).

14. Issue 3: The provincial expenditure structure is heavily skewed in favor of
establishment costs (salaries, allowances, pensions, etc.) at the expense of non-wage O&M,
resulting in poor quality of public services and deterioration of provincial infrastructure.

15. Background: Partly because the provinces have the responsibility for delivering
social services, which by their nature are labor intensive, but also because provincial
governments have been functioning as "employer of last resort" (see Issue 5), provincial
public sector employment has been expanding steadily. This, coupled with periodic
adjustments in salaries and other personnel expenditures (pensions and allowances), has
caused the provincial wage bill to increase rapidly (by about 20% per year since 1990/91),
even during the recent period of slow growth in overall provincial expenditures. With
pension payments also starting to rise sharply, the composition of budgetary expenditure has
become very much skewed in favor of personnel spending, which pre-empts 75% of the
provinces' total non-interest recurrent expenditure. This leaves inadequate resources for
essential non-wage O&M, resulting in poor quality of public services and deteriorating
provincial infrastructure. The existing expenditure structure and trends also contribute to
budgetary rigidities, making it difficult for provincial financial managers to adjust
expenditures appropriately when revenues fall short of budget targets.
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16. Recommendations for Reformn: Functional reviews should be conducted for all
provincial public sector entities (including government departments, autonomous bodies,
public enterprises, etc.) to assess their objectives, roles, and staffing needs and to determine
the scope for shifting some (or all) of their activities to the private sector. These reviews
should fully incorporate the implications of devolutior. Based on these reviews, phased
restructuring of staffing and expenditures should be iniliated. It is critically important that
these functional reviews be led by experts from outside the government. Moreover, effective,
sustainabke expenditure programming and management systems need to be put in place to
support expenditure restructuring and prevent re-emergence of skewed expenditure structures
in the future (see Issue 4). In the short run, the underfunding of O&M budgets should be
corrected by providing higher allocations for critical O&M (e.g. for medicines, books and
school materials, irrigation, road network, etc.)

17. Issue 4: Provincial expenditure planning, programming, and budgeting have a
short-term and input focus, the budgeting processes are obsolete and no longer make sense,
and the artificial distinction between the recurrent and development budgets leads to
suboptimal resource allocation decisions and inefficient expenditures.

18. Background: The weaknesses of provincial expenditure programming, budgeting and
management stem from flaws and weaknesses in budgetary processes; ineffective monitoring
and evaluation; and poor governance. Budgeting processes in Pakistan have remained more or
less unchanged since colonial times and are not in tune with present-day realities. These
processes have an almost exclusive input focus, with peiformance judged mainly in terms of
spending the allocated budget. In addition, there is a very short-term approach to budgetary
decisionmaking which fails to take into account longer-term costs and benefits, thus injecting
a bias in favor of "quick fixes" and short-term policy instruments. The provinces' budgetary
processes are also marred by significant procedural inadequacies and rigidities. For example,
the incremental budgeting approach, under which different criteria are used to evaluate
"permanent" and "new" recurrent expenditures, effectively exempts the bulk of the recurrent
budget (i.e. permanent spending items) from any evaluation regarding its consistency with
government policies and changes in priorities. Incremental budgeting is one of the reasons
behind the large build-up of provincial government arrears on dues to public utilities,
especially WAPDA, which constitutes a significant short-term threat to the stability of
provincial finances (also see Issue 8). Moreover, there is an artificial and unwarranted
distinction between the development and recurrent budgets, with development expenditures
considered to be superior in quality to recurrent expenditures. This "pro-development" bias
has led to rapid expansion of provincial infrastructure, generating increasingly large demands
on the current budget for O&M. The overexpansion of ?provincial infrastructure and public
service delivery systems in relation to provincial fiscal capacity has exacerbated the
underfunding of non-wage O&M, resulting in deterioration of infrastructure and poor quality
of provincial services.
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19. Recommendations for Reform: Build up necessary provincial capacity and within
one year put in place a Medium-Term Budget Framework (MTBF) to guide the annual
budgetary process. An MTBF is based on multi-year projections of resource availability,
adopts a comprehensive sector- and program-oriented approach to allocating public sector
resources, integrates budgeting and management of development and recurrent expenditures,
and takes an outcome- and output-oriented focus as opposed to the present input bias. Punjab
province has already made a start in this direction by initiating some sensible budgetary
reforms. These reforms need to be expanded and made sustainable through strengthening of
provincial budgetary processes and institutions, including:

* Developing improved macroeconomic analysis and revenue forecasting
capabilities.

* Establishing a system of incentives to promote financial discipline within
departments and in the provincial governments as a whole (see Issue 7). The
latter will require greater self-discipline on the part of the federal government in
imposing a "hard budget constraint" on the provinces.

* Instituting a system of sectoral expenditure analyses, which could assist in
restructuring expenditures toward strategic priorities.

* Restructuning budget classification and reporting systems so as to permit a more
transparent relationship between public expenditures and associated outputs and
outcomes.

* Eliminating the compartmentalization of budgeting of development and recurrent
expenditures and adopting an integrated program and sectoral approach.

20. Issue 5: The large size, inadequate skills, weak management, and poor incentives
and motivation of the provincial civil services constitute a fundamental problem adversely
affecting the delivery of public services.

21. Backeround: The provincial governments have large establishments in relation to
both the quantity and quality of public services being delivered and available fiscal resources.
This is mainly because the government, and to a large extent the society, have lost sight of the
appropriate role of the state. Specifically, the role of the provincial governments has become
associated mainly with expanding and continuing direct provision of employment by the
public sector, to the detriment of effective and efficient delivery of quality public services.
Correspondingly, an increasingly large portion of provincial expenditure budgets is being
devoted to personnel spending, leaving inadequate resources for high-priority non-wage
expenditures (see Issue 3).

22. The bulk of provincial employees are concentrated in the lower skill levels, which
contributes to the low productivity and ineffectiveness of the public sector, along with poor
management, weak accountability, and inadequate incentives and motivation. Moreover, the
public sector at the provincial level has become involved in commercial activities, which in
certain areas has crowded out the private sector and more generally has caused an
unnecessary drain on already scarce public resources. The provinces also have increasingly
taken over functions and activities previously handled by local governments, further
overburdening the provincial governments and weakening the local bodies.
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23. Since the early 1990s, some progress has been made in changing the role of
government, in particular through privatization and comrnercialization of public enterprises,
and telecommunication sectors, and the recently announced devolution initiative promises to
considerably enhance the roles and autonomy of local governments. Nevertheless, this
process of change has only just begun, and moving away from a public sector employment-
oriented to a developmental and private sector-oriented approach will be a major challenge.
Not being in a position to bear the large up-front cost of severance packages for their
employees, the provincial governments have been trying to deal with their excessive staffing
by banning fresh recruitment and reducing the size of their civil services through natural
attrition.

24. Recommendations for Reform: Based on the functional reviews of public sector
entities mentioned earlier and a much needed baseline survey (or census) of provincial civil
servants, a vision needs to be developed of the future size, structure, roles, incentives, and
management of the provincial civil services, taking ,fully into account the profound
implications of devolution. Concrete steps can then be taken to restructure individual
agencies (e.g. tax administration, police, autonomous bodies, etc.) in line with the reform
vision. The government should continue with right-siz:ing by keeping in place existing
recruitment bans and reducing employment through natural attrition, while improving skill
mix through extremely selective recruitments. In the rnedium term, the provincial civil
services need to be reformed so that they become leaner and more effective, equipped with
the needed skills, facing an appropriate incentive structure, and better organized and
managed, with their cost in line with provincial objectives and available fiscal resources.
This will require major changes in administrative structure, service rules, personnel
management, compensation, and accountability mechanisms, among other aspects. Since
natural attrition alone will be too slow to meet the needs of civil service restructuring, the
provinces should consider devising appropriate severance packages for reducing redundant
public sector employment, consistent with their resource position and staffing requirements.
Most fundamentally, the provincial (and local) civil services must become much more open
and accountable to the public for service delivery.

25. Issue 6: Existing provincial taxes and user charges are inefficient and inequitable,
and incapable of generating substantial, buoyant revenues to meet a significant part of
provincial expenditure needs.

26. Backrround: The main weaknesses of the provincial tax structure are its narrow base,
reliance on numerous low-yield tax instruments, lack of political will to collect key provincial
taxes (e.g. agricultural income tax), the administrative and other complexities of taxing some
provincial revenue bases, and weak tax administration marred by governance problems. While
the provinces have imposed a large number of taxes and o;ther levies, the yield from most of
them has been minimal. The plethora of taxes has resulted in lack of transparency and high
administrative costs, as scarce resources are allocated to pursue what can only be termed as
nuisance taxes. Moreover, economic activity has been hincdered and distorted; the tax system
has become excessively complex; tax compliance has been discouraged; and corruption is
facilitated. These problems are compounded by the levying of federal, provincial and local
taxes (such as octroi) on the same tax base, which raises tax rates to levels that are likely to
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encourage non-compliance as well as generating serious disincentives to economic activity. In
addition, provincial taxation has an exclusive revenue focus and is not based on sound tax
policy. Little or no importance is given to equity or efficiency considerations when new taxes
are imposed or rates of existing taxes are increased. The element of stability that is desirable in
any tax system also is missing, as such changes are frequent and ad-hoc.

27. Moreover, the provinces have not adequately employed user charges for public services
as instruments to regulate demand and enhance provincial revenue. Cost recovery rates for
provincial services are woefully low. Although this is understandable in the case of basic social
services, which generate potentially large social benefits, cost recovery rates for secondary and
tertiary level social services also are very low, as is also the case for most economic and
community services, such as irrigation and water supply. Flaws in the design and
implementation of these charges allow subsidized services to be consumed mainly by relatively
affluent segments. Moreover, institutional incentives for collection of user charges are weak
because they are not retained by the service providing departments and instead form part of
general revenue.

28. Despite an elaborate network, provincial tax administration is weak and bifurcated in
two separate departments - the Excise and Taxation Department and Provincial Board of
Revenue. Moreover, most taxes are regulated by an obsolete legal framework which was
devised prior to independence and has only been modestly adjusted since then to meet
immediate needs.

29. Recommendations for Reform: As already initiated by the provinces, reduce the
number of taxes and rationalize rates, and devolve some taxes to the local level (see Issue 2).
In order to simplify and rationalize the provincial tax structure, the many small taxes should be
consolidated into a limited number of taxes that effectively generate revenue at a reasonable
cost, while eliminating taxes which have only "nuisance" value. In addition, the provinces have
to make concerted efforts to raise additional revenue from the several relatively broad-based
taxes and user charges assigned to them. Specifically, the provincial governments should:

Enhance the potential and yield of agricultural income tax (AIT) by expanding
the base of the land-based farm tax in the short run and over time transforming
AIT into a tax which is closer in character to an income tax. Punjab province in
its 2000/01 budget reduced the exemption limit for its land-based tax from 12.5
acres to five acres and also introduced an income-based tax for larger farmers albeit
with a high exemption limit and a low rate structure. These were very positive
steps, although the reduction in the exemption limit for land-based tax unfortunately
was subsequently reversed. NWFP, by contrast, has had a zero exemption limit for
its land-based agricultural income tax for the past several years.) the government
appears to be taking a two-pronged approach of (1) mobilizing additional revenue in
the short run by expanding the base of the existing land-based agricultural tax, for
example by setting a zero or very small exemption limit, while (2) gradually
imposing regular income tax on larger farmers over the medium term. This strategy
is a very good one in the Pakistan context, but in order to work the exemption limit
for the land-based portion needs to be as low as possible (preferably zero), and the
rate structure and exemption limit for the income-based tax should be identical or at

ix



least similar to those for the regular non-agricultural income tax. It is roughly
estimated that effectively implementing this strategy can increase provincial revenue
by as much as Rs 10 billion (about Rs 2 billion from removing the present
exemption limits for the land-based tax, and Rs 8 billion from imposing regular
income tax on farms of 50 acres or more).

* Increase reliance on user charges wherever appropriate and feasible.
Rationalization of user charges would better regulate the demand for provincial
services (e.g. irrigation, roads, professional and university education, tertiary health
care, etc.) and could also increase provincial revenues.

* Strengthen provincial tax administrahion and plug leakages of revenue.
Significant revenue gains could be realized by strengthening the provincial tax
administration, by merging the two revenue collecting departments into one; by
better liaison with the federal Central Board of Revenue; through improved
automation and computerization in key areas of provincial taxes (e.g. land and
property records); and through enhanced training of and improved incentives for tax
officials.

30. Issue 7: The provinces'financial management has been inadequate, mainly due to
weak national and provincial institutions, worsening governance problems, lack of
accountability, and political interference.

31. Back,round: A basic problem is that financial management in the provinces has tended
to be associated with financial controls narrowly construLed. Moreover, financial rules are
frequently by-passed and circumvented in response to pressures to ensure that projects and
programs are funded, irrespective of resource availability or prioritization. The provincial
ADPs contain projects which have been undertaken without having obtained the required
approvals - a direct (and apparently longstanding) contravention of established procedures.
Institutions responsible for managing the provinces' finances and maintaining financial
discipline have neither the technical capacity nor the motivation to undertake this important
work. Furthermore, incessant interference in financial and related matters by politicians, lack of
transparency in financial management, weak capacity of financial institutions, and weak
accountability have all contributed heavily to weakening of 1fnancial management.

32. Recommendations for Reform: Reinvigorate and strengthen institutions offinancial
management through a coherent program including, among other elements, well-designed
civil service reforms, better incentive and motivation structures, and insulation of financial
management insttions from political pressures by clearljy defining the roles of politicians in
expenditure planning, budgeting and management. This would require strengthening the
institutions concerned (including independent, timely auditing); prompt reconciliation of
accounts; reformiing accounting definitions and practices; developing useful, up-to-date
databases and monitoring for key fiscal information such as establishment size and costs,
program expenditures, etc; establishment of a better system of financial accounting, reporting
and auditing through improvements in professional ski]ls and technology; separation of
accounts and audit functions; clarifying and delineating the role of politicians in expenditure
planning, budgeting, and management, including limits on such political involvement;
improving incentives for sound financial management in the civil service; and meaningful
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external accountability and safeguards against abuses. Gains could also be made decentralizing
the management of provincial services to the district or even facility level as part of the
devolution initiative; increased community participation can also enhance the accountability and
the effectiveness of public expenditures. In this regard, community involvement in primary
education through School Management Committees and Parent Teachers Associations and
giving autonomy to larger hospitals in Punjab are steps in the right direction. There is, a need to
expand the scope of such initiatives, consistent with the devolution program and on the basis of
lessons learnt.

33. Issue 8: The provinces have a sizable debt burden (mostly to the federal
government) and potentially much larger contingent liabilities on account of numerous
autonomous bodies and unfunded pension liabilities of civil servants. Moreover, over the
years, the provinces have been accumulating a large stock of deferred liabilities, mainly in the
form unpaid utility bills. These problems if not addressed will pose a serious threat to
provincial finances in the future.

34. Background: The provincial governments in the past have not carefully managed
their debt. Given the fragility of their finances and the large and growing interest burden,
more serious, concerted and immediate debt management efforts are needed to stop provincial
debt from becoming a serious problem in the future. Besides financial debt, which is owed
mainly to the federal government, the provinces have substantial contingent liabilities, mostly
in the form of unfunded pension liabilities (pension payments are made out of the recurrent
budget) and debt guarantees and workers' compensation obligations of provincial autonomous
bodies. Moreover, Pakistan has perhaps a unique system of undiscounted up-front
commutation of a very large portion of individual pensions. Due to rapid growth in provincial
employment, pension payments have recently started to increase sharply, and if not addressed
in the near future they will become a major threat to provincial finances. Provincial deferred
payments have also been increasing mainly due to negligence of the provinces in making
prompt payment of their utility bills. Although strongly disputed by provinces, payments due
to WAPDA alone on account of unpaid electricity bills run into billion of rupees and pose a
major short-term threat to provincial finances.

35. Recommendations for Reform: There is an urgent need for the provinces to get
accurate information on the size, nature and terms of their public debt, on their autonomous
bodies and staffing, and on contingent liabilities. For improved management of their public
debt, the provinces need to establish a debt management system which is fully integrated
with the federal system. This would help the provinces to minimize the cost and levels of
their debt and would also assist them in determining the size and terms of new project
borrowing which would be consistent with provincial priorities and debt carrying capacity.
The envisioned functional reviews of autonomous bodies (Issue 3) should recommend
privatization, closure, restructuring, merger with local governments, etc. as appropriate, and
advise on strategies for putting these recommendations into effect. The provinces should
consider establishing professionally managed pension funds, and changing the practice of
undiscounted commutation of pensions, at least for new employees. Significant progress has
been made in resolving the issue of outstanding payments to WAPDA. A first step towards
preventing reoccurrence of this problem would be to meter all provincial governments'
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facilities and to disconnect all facilities where connections had been established without
lawful authority. Moreover, WAPDA should be given the authority to disconnect all facilities
which fail to clear their electricity dues within a specified time period (which is mutually
agreed between WAPDA and provincial governments).

36. Conclusions: The poor and deteriorating state of provincial finances has been a major
constraint hampering effective service delivery and more generally poverty reduction and
economic growth in Pakistan. In addition, the fragility of provincial finances has contributed
to overall fiscal instability and has hampered efforts to put the country's public finances on a
sound, sustainable footing. With the government's strong focus on restoring economic
growth, alleviating poverty, and improving the quality of life, reform of provincial and local
government finances will be critical for the success of these initiatives. The required
substantial strengthening of provincial finances will include addressing longstanding
structural fiscal problems, substantially reducing vertical imbalances, restructuring and
revitalizing provincial and local institutions, and developing sound and effective local
governments on a sustainable basis. Some steps have already been taken or announced in this
direction, which need to be expanded, put in a consistent framework and effectively
implemented. The recommendations put forward in this report are intended to support the
government's efforts to pursue its reform objectives.

37. Further Dialogue on Reforming Provincial Finances: In order to solicit views of
and comments from the federal and provincial governments on this report, a workshop on
Reforming Provincial Finances in the Context of Devolution was held in Islamabad on
September 17-18, 2000, which was attended by key officials of the federal and three
provincial governments, including the finance ministers. '(The proceedings of the workshop
are presented in Annex A.) The key agreements reached in the workshop are presented
below:

* The workshop recognized that in the context of the overall fiscal problems faced
by Pakistan, the present state of provincial finances is unsatisfactory and requires
major improvements.

* The workshop agreed that redefining the role of government is essential for
successful reform of provincial finances. Roles of government should be clarified
across different levels of government, and each level should define a set of core
activities that it can and should perforrn effectively, and other roles should be
devolved to lower levels of government or shifted to the private sector. Those
activities which should be handled by the private sector but with public funding
also should be identified.

* There is a need to improve inter-governmental fiscal relations through more active
inclusion of the provinces in national decision-making and building of trust and
confidence between the two levels of governrent, and by devising a mutually
agreeable revenue transfer mechanism.

* The workshop felt that provincial planning and budgeting is adversely affected by
uncertainties regarding transfers of federal resources to the provinces. Steps
should therefore be taken to remove uncertainties regarding provincial resource
availability, and also to address the problem of seasonal fluctuations in federal
transfers.
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* Provincial revenue generation is inadequate and needs to be enhanced. In this
regard, the recent tax reforms undertaken by the provinces may have some
negative revenue implications in the short run but would strengthen the provincial
tax structure in the medium to long term. Steps should be taken to consolidate,
expand and sustain these reforms.

* The workshop agreed that the provinces have not adequately utilized user charges
as a source of additional revenue and for regulating demand for services. The
provinces should enhance their reliance on user charges by increasing and
rationalizing the rates of these charges on economic and higher-level social
services.

* Provincial expenditures have increased to levels which cannot be supported with
the present levels of provincial revenue resources. Moreover, the effectiveness
and productivity of expenditures in many cases is very low. Significant
improvements in the quality of provincial expenditure management are required.

* Provincial civil services are large in relation to provincial revenue resources and
relative to the quantity and quality of services being delivered. Most provincial
employees have low levels of skills and productivity. Reforms are needed to make
the provincial civil services lean and effective in the context of devolution.

- The poor state of the accounting system is one of the main reasons for poor
financial management. Efforts are already underway to improve provincial
accounts by better and timely reconciliation of accounts between the District
Account Officers (DAOs) and Drawing and Disbursement Officers (DDOs).
Substantial improvements in the accounting system would require significant
restructuring of district accounts offices and sustained commitment to improving
the reporting system.

3 Political factors and inadequate planning have led to the inclusion of a very large
number of projects in the provincial development programs. The existing level of
fiscal resources available for development activities is inadequate to complete
even a fraction of these projects. The workshop supported the exercise undertaken
by the provincial governments to restructure their development programs.

* There is a need to build up necessary provincial capacity and to put in place a
Medium-Term Budget Framework, which would adopt a comprehensive sector-
and program-oriented approach, integrate budgeting and management of
development and recurrent expenditures, and take an output- and outcome-oriented
focus as opposed to the present input bias.

* The workshop also agreed that poor governance is the root cause of all the
problems underlying present weaknesses in provincial finances. Urgent actions
are required to eliminate corruption and promote good governance.

* Lack of fiscal transparency has hindered provincial planning and budgeting and
has eroded accountability in public finances. In order to improve provincial
budgeting and accountability to the public, key budgetary information should be
disseminated to all public sector entities and to the general public.

* The workshop agreed that devolution will bring major changes which will have
important implications for the provinces. The roles of the provinces will change in
a major way, and the size of the provincial establishments will be reduced as
functions are transferred to the districts. The political and administrative
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components of devolution are moving ahead rapidly, but the fiscal and financial
aspects of devolution need a great deal of design and implementation work. It was
agreed that this work is of high priority, ard would benefit from professional
expertise being applied to these aspects as well as more generally to change
management.

* There was also an agreement to hold meetings between the federal and provincial
finance ministers on a quarterly basis to discuss and resolve issues pertaining to
provincial finances.

38. An area where consensus was not achieved was the suggested sharing of federal
revenue bases by the provinces. While the workshop agreed with the report's
recommendation to expand the provincial tax base, the proposal for the provinces to levy
supplementary rates on federal GST, together with required adjustments in federal rates, was
considered by many participants to be very difficult to implement in the current Pakistan
context, as such an arrangement would create inter-jurisdictional problems in tax
implementation. The workshop, however, agreed to the possibility of levying supplementary
rates on federal personal income tax. Further consideration and analysis of these issues was
suggested.
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CHAPTER 1. TRENDS IN PROVINCIAL FINANCES

INTRODUCTION

1.1 In Pakistan, the provinces comprise the key intermediate tier in the government
hierarchy. At present, they are predominantly responsible for the delivery of important public
services like education, health, law and order, agriculture, irrigation, etc., and therefore
potentially, together with local governments, can play a major role in reducing poverty and
improving social indicators in the country. Besides, the provinces assist both the federal and
the local governments in performing their functions. In contrast with their very extensive
expenditure functions, the provinces have only limited revenue generating capacity. All
major and most of the more buoyant taxes are in the federal domain, and the revenue
resources available to the provinces have been eroded over time or have been grossly under-
utilized, mainly due to political considerations. As a result the vertical fiscal imbalance
between the federal and provincial governments has become extraordinarily large by
international standards (see Table 2.1 and the discussion in Chapter 2). The provinces
therefore have come to rely primarily on revenue transfers from the federal government to
meet their expenditure requirements. This over-dependence on federal transfers impedes
provincial autonomy in fiscal decisionmaking and also contributes to lack of accountability to
the stakeholders.

1.2 During the past two years the provinces have been facing an acute fiscal crisis, which
is attributable to persistent shortfalls in federal revenues and also to neglect of longstanding
governance and structural problems which have plagued provincial finances for decades. The
fundamental fiscal problem is that Pakistan as a whole has been unable to raise enough
revenue to meet the expenditure needs of all levels of government (see Table 1.1), and any
revenue sharing formula between the federal and provincial governments can improve the
finances of one level of government only at the expense of the other. Due to poor revenue
effort, the federal government has been borrowing heavily, both domestically and abroad, to
fill the growing gap between public expenditure and revenue. The resulting sharp increases in
interest payments, along with very high levels of defense expenditure, have led to an ever
worsening fiscal situation. Recognizing that the fiscal deficit was unsustainable, the
government in the early 1990s embarked on a stabilization and fiscal reform program, which
called for a drastic reduction in the fiscal deficit through enhancement of revenue and
curtailment of expenditure. However, aggregate revenue continuously failed to keep pace
with targets and the growing expenditure needs of provincial governments, so revenue sharing
has increasingly become a source of friction. Shortfalls in federal revenue collections have
had a serious advcrse effect on the composition of provincial spending.

1.3 Although the 1997 NFC Award made a positive change in the structure of federal
transfers by including almost all major federal taxes in the pool of divisible taxes (see Chapter
2 for details), reductions instituted by the federal government in rates of sales tax and customs
duties, along with poor collection of federal taxes, led to a sharp decline in transferable
revenue. This caused an unprecedented squeeze on provincial expenditures, adversely
affecting even high-priority activities (e.g. the Social Action Program). The structural
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rigidities of provincial expenditures meant that there was an even greater reduction in already
meager non-wage operation and maintenance (O&M) alloc;ations, with an unfavorable impact
on the productivity of provincial expenditures. Provincial debt to the State Bank of Pakistan
(particularly that of Sindh and Balochistan) increased sharply.

Table 1.1: Pakistan - Fiscal Framework, 1995/96-1999/2000

(Percent of GDP)
Revised Budget

Actuals Estimates Estimates
1995/96 1996/9 1997/98 1998/99 1999/2000

FEDERAL GOVERNMENT
Total Revenue 11.6 10.3 11.4 11.3 10.7

Tax (net) 8.1 7.2 8.2 8.8 7.5
Tax (gross) 13.7 12.5 12.6 12.8 12.1
Provincial Share -5.7 -5.4 -4.5 -4.0 -4.6

Non-tax (net) 3.6 3.1 3.1 2.5 3.2
Interest Income from Provinces 1.1 1.0 1.0 0.8 0.8
Others 2.3 1.8 2.1 1.7 2.2

Total Expenditure 17.9 16.6 18.4 16.8 16.7
Current 14.5 14.0 161 14.5 14.7

Grants to Provinces 0.1 0.1 0.3 0.3 0.7
Defense 5.6 5.2 5.0 4.7 4.3
Interest payments 6.0 5.9 7.2 7.0 6.8
Others 2.8 2.8 3.7 2.3 2.9

Development c/ 3.4 2.5 2.3 2.4 2.0
Fiscal deficit -6.2 -6.3 -7.0 -5.4 -6.0

PROVINCIAL GOVERNMENTS
Total Revenue 6.7 6.4 5.5 5.2 6.5

Federal Transfers 5.7 5.4 4.2 4.0 4.6
Own Tax Revenue 0.5 0.6 0.6 0.7 0.7
Own Non-Tax Revenue 0.5 0.5 0.8 0.5 1.2

Of which: Grants from Fed. Govt. 0.1 0.1 0.3 0.3 0.7
Total Expenditure 7.7 6.5 6.3 5.9 5.7

Current 6.3 5.4 5.2 5.0 4.8
Ofwhich: Interestto the Fed. Govt. 1.1 1.0 1.0 0.8 0.8

Development 1.3 1.0 1.1 1.0 0.9
Fiscal deficit -0.9 0.0 -o. 7 -0.7 0.7

Memo Items (Consolidated Accounts):
Total Revenue 17.2 15.6 15.7 15.4 15.6

Tax 14.3 13.1 12.9 13.5 12.8
Non-Tax 2.9 2.5 2.8 1.9 2.8

Total Expenditure 24.4 22.0 23.4 21.6 20.9
Current 19.7 18.4 20.1 18.2 18.0
Development 4.7 3.6 3.4 3.3 2.9

Fiscal Deficit -7.2 -6.3 -7.7 -6.1 -5.3
Source: Federal andprovincial governments' Finance Accounts, various issues.

1.4 In contrast with the poor performance on the rev-nue side, provincial expenditure
responsibilities have increased substantially over time. The most important factor behind the
rapid growth of provincial expenditures has been the continuous expansion of employment in
the provincial civil services, which has caused the provincial wage bill to increase at a rapid
rate. Moreover, provincial governments have been taking over some of the local
governments' functions, and they have been striving to increase allocations for basic social
services to improve social indicators. The fiscal problems of the provinces have been further
compounded by high inflation, the adverse law and order situation, the federal government's
decision that the provinces should finance part of their development budgets from their own
resources, and the increasing debt servicing liabilities of the provinces. With provincial
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revenue resources not keeping pace with expenditure growth, fiscal stress on the provinces
has been increasing.

HISTORICAL BACKGROUND

1.5 Provincial finances were prudently managed prior to the 1980s, with expenditures
staying within the available resource envelope (see Figure 1.1). In the 1980s, however, two
consecutive National Finance Commissions (NFCs), the Constitutional body mandated to
apportion federally collected revenues between the federal and provincial governments, failed
to reach agreement on a revenue-sharing formula. Consequently the federal government
opted to finance the revenue deficits of the provinces through revenue-deficit grants.' This
decision contributed in a major way to the sharp erosion in fiscal discipline in the provinces in
the 1980s. Federal financing of provincial revenue deficits through grants provided little
incentive for the provinces to raise more resources or to reduce their expenditures. As a
result, provincial current expenditures grew twice as fast as current revenues (by 20.7% p.a.
versus 10.2% p.a). This led to increasing levels of provincial budgetary dissaving, which by
1987/88 reached a record high level of Rs 22 billion (3.2% of GDP).2

Figure 1.1: Trends in Provincial Finances
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7il - - - Current Expenditure

- -Revenue Deficit v
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Source: Data obtainedfrom provincial governments ' Finance Accounts, various issues.

The revenue deficit (or surplus) is defined as the negative (or positive) balance between a province's revenue
(income) and current expenditure (consumption), whereas the provincial fiscal deficit (surplus) is defined as the
negative (positive) balance between provincial revenue and total expenditure. As the provinces' revenue
surpluses (i.e. savings) have generally been negative or negligible, the bulk of their development programs have
been financed through Cash Development Loans (CDL) from the federal government and loans from foreign
donors.
2 This implied that 45% of aggregate provincial current expenditures were financed through grants and loans from
the federal government.
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1.6 Rapidly increasing current expenditure coupled with growing provincial development
outlays (which recorded about a five-fold increase during this period and were generally
financed by loans from the federal government) resulted in high and growing provincial fiscal
deficits. By 1987/88, the aggregate provincial deficit amounted to 5.5% of GDP and
constituted 64% of the consolidated fiscal deficit of the federal and provincial governments,
aggravating the country's overall fiscal imbalance. Fearing a complete fiscal breakdown, the
federal government then imposed ceilings on total federal transfers to the provinces. This
arrested the sharp escalation in provincial current expendilures, which fell from 7.1% of GDP
in 1987/88 to 6.2% in the following year. It did not, however, induce the provinces to
mobilize more revenues.

1.7 The 1991 NFC Award, which was implemented starting from the 1991/92 budget,
abolished non-obligatory federal grants but at the same time included some additional revenue
sources (e.g. excise duty on tobacco and tobacco manufactures and sugar) in the divisible pool
and provided gas surcharges and royalty on gas and oil as straight transfers to the provinces.3
Moreover, the 80% provincial share in revenue from fast-growing taxes (income and sales
taxes) was retained, which caused revenue transfers to provinces to be more buoyant than
overall federal revenue. The 1991 NFC Award was instrurnental in raising provincial revenue
sharply by as much as 70% in the first year of the Award. This helped the provincial
governments to convert their 1990/91 revenue deficit (before federal revenue deficit grants) of
Rs 17.9 billion into a surplus of about Rs 2.5 billion in 1991/92. Moreover, this turnaround
was achieved in a situation where provincial expenditure responsibilities were expanding due
to initiation of the Social Action Program (SAP) in 1990/91.

1.8 However, this new-found financial prosperity of the provinces was not prudently
utilized. Significant increases were made in the salaries of civil servants and the provinces
opted for large-scale recruitment into the civil service, especially Sindh. Provincial
development expenditures also grew rapidly. Nevertheles3, the provinces not only generated
significant revenue surpluses to finance a large portion of their development programs, but
these surpluses grew at a rapid rate and by 1996/97 reached Rs 23 billion (more than the
aggregate provincial development program for that year).

1.9 The revenue-sharing arrangement under the 1991 NFC Award turned out to be
unsustainable, as larger revenue transfers to the provinces increased fiscal stress at the federal
level. Responding to this problem, the 1997 NFC expanded the divisible pool to include all
federally collected taxes (except the petroleum surcharge) and correspondingly lowered the
share of the provinces in the divisible pool. With slow-growing customs and excise duties
now included in the divisible pool, the overall buoyancy of provincial revenue receipts
declined. Moreover, immediately after the announcement of the NFC Award, the federal
government lowered rates of sales tax and import tariffs, thereby reducing tax transfers to the
provinces. As federal revenues fell short of the budget targets by substantial margins, the
provinces experienced a fiscal crisis of unprecedented magnitude during 1997/98 and
1998/99, leading to a major squeeze on provincial spending which adversely affected even
high-priority expenditures.

3The provinces were also given revenue from hydel profits from the federal electricity utility (WAPDA), which
primarily accrue to NWFP.
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1.10 Based on the 2000/01 budget targets, the fiscal position of the provinces looks
somewhat better, which reflects planned expansion of the base of the GST, as well as efforts to
document the economy. Whether a significant improvement in the provinces' fiscal position
will actually be achieved, however, will depend on the performance of tax collection in relation
to the ambitious revenue target, which is uncertain in the light of past revenue shortfalls.

PROVINCIAL REVENUE: COMPOSION AND TRENDS

1.11 Over the years, the provinces' reliance on federal transfers has increased considerably.
In 1977/78 they raised 35% of their revenue receipts from their own resources (19% from
taxes and 17% in non-tax revenue), whereas the remaining 65% came from federal shared
taxes (44%) and federal grants (21%). By 1987/88 the share of the provinces' own revenues
had declined to 24% (see Figure 1.2), while the share of federal grants increased to more than
one-third of total revenue receipts. The provinces' revenue mobilization has continued to
decline over time, and currently only 21% of their total current revenues are generated
through their own collections, whereas the federal government contributes the remaining
79%, despite a drastic decline in the share of federal grants (which now comprise only 5% of
overall provincial revenue).4

Figure 1.2: Changing Composition of Provincial Revenue
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Source: Data obtained from provincial governments 'Finance.Accounts, various issues.

1.12 The composition of provincial tax revenues underwent a significant change between
1977/78 and 1997/98 (see Table 1.2) . The largest source of revenue is the stamp duty, whose
relative importance has grown over the years; it now constitutes 35% of provincial own tax
receipts, as against 30% in 1977/78. The relative buoyancy of stamp duties is partly
attributable to growing property transactions and partly to the enhancement in rates after its
merger with the capital gains tax when the former was abolished in July 1986. Prior to its
withdrawal, revenue from the capital gains tax had increased rapidly (by 27% p.a. during

4 The reasons for this secular decline in the share of provinces' own revenue are discussed in Chapter 4.
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1977/78-1985/86, as its administration was strengthened to check tax evasion.5 The second
biggest source of revenue is the motor vehicle tax (MVT), which also witnessed a rise in its
share of total provincial tax revenues (from 13% in 1997/78 to 15% in 1997/98) as a result of
some administrative measures and rate increases.

1.13 The urban immovable property tax which accounted for 14% of provincial tax revenue
in 1997/98, has shown the highest rate of increase (21% p.a.) over the last 20 years, but this
healthy growth rate conceals severe fluctuations as the provinces experimented with different
definitions of the tax base and different assessment and collection procedures. At present
electricity duties contribute another 7-8% of the provinces' tax receipts, whereas land revenue,
has lost most of its significance due to the federal government's imposition of Ushr (an
Islamic levy on agricultural product, proceeds of which do not form part of provincial
revenues) in 1983/84. As Ushr payers are exempted frorn levy of land revenue, the receipts
presently recorded under land revenue are largely revenues from collection of local rates,
development cess, mutation fees, etc.

Table 1.2: Composition of Provinces' Own Revenue
(Percent)

1977/78 1982/83 1987/88 1990/91 1991/92 1992/93 1993/94 1994/95 1995/96 1996/97 1997/98

Provincial Tax Revenue 100.0 100.0 100.0 100.0 100.0 1(10.0 100.0 100.0 100.0 100.0 100.0
Direct taxes 15.5 20.8 20.6 19.6 22.4 24.9 25.6 22.1 22.4 27.0 30.0

Urban immovable 3.1 3.6 5.3 1.8 4.3 8.2 8.6 5.2 4.4 9.9 14.0
Property tax

Agriculture income tax 0.5 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 1.1 4.8
Registration fee 3.9 4.2 4.5 4.1 3.7 3.3 2.9 3.0 3.3 2.7 2.7
Land revenue (tax) 8.0 7.3 8.9 11.8 12.6 11.8 12.4 12.1 13.0 11.7 6.5
Capital gains tax 0.0 4.0 0.3 0.1 0.1 0.0 0.0 0.0 0.0 0.0 0.0
Taxes on profession, 0.0 1.6 1.6 1.8 1.7 1.6 1.6 1.8 1.8 1.6 2.0
Trades and callings

Indirect taxes 84.5 79.2 79.4 80.4 77.6 ,5.1 74.4 77.9 77.6 73.0 70.0
Motor vehicle tax 12.5 15.9 19.0 20.4 18.1 18.8 16.9 17.5 14.4 13.9 15.3
Stamp duties 30.1 23.2 37.2 42.1 41.2 37.7 39.0 36.5 36.3 32.0 34.6
Entertainment tax 0.0 7.5 4.7 4.0 3.0 2.6 2.9 2.4 1.7 1.9 1.9
Electricity duties 5.3 4.5 7.3 1.3 2.4 4.5 3.5 9.3 10.4 8.8 2.6
Hotel tax 0.0 0.6 0.9 1.9 1.0 1.2 1.1 2.0 1.3 1.3 1.4
Provincial excises 5.0 3.1 3.7 5.5 5.9 6.5 7.5 5.4 7.1 6.8 6.6
Education cess 0.0 0.8 0.8 0.6 0.5 0.2 0.3 0.2 0.8 0.0 1.7
Cotton cess 3.6 3.9 5.1 4.1 5.0 3.1 3.0 2.6 3.2 2.2 2.2
Other 28.0 19.6 0.7 0.6 0.5 0.2 0.4 1.9 2.4 6.2 3.6

Provincial Non-Tax Revenue 100.0 100.0 100.0 100.0 100.0 110.0 100.0 100.0 100.0 100.0 100.0
User Charges 33.4 31.9 16.6 25.6 28.9 22.9 27.5 26.4 29.7 32.6 24.4
Grants 54.9 46.1 73.3 59.0 13.0 22.5 19.7 15.2 10.5 10.9 28.8
Others 11.7 22.0 10.1 15.4 58.1 54.6 52.8 58.4 59.9 56.5 46.8

Source: Provincial governments'Finance Accounts, various issues.

1.14 Growth in receipts from provincial excise duties also was low during the 1980s, as
restrictions were imposed on alcohol consumption, a primaly source of excise revenue, in 1976.
During the 1977/88-1987/88 period, revenues from provincial excises grew by only 8.4% p.a.
However, with expansion of the tax base by bringing provincial services (catering, restaurants,
marriage halls, etc.) into the tax net, the yield from provincial excise duties has improved

5 During the period in which it was levied (1972/73 - 1984/85), the capital gains tax showed the highest buoyancy
arnong all provincial taxes, and its discontinuation resulted in an annual revenue loss of over Rs 200 million.
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considerably; between 1987/88 and 1997/98 they grew at about 19% p.a. and now contribute
6.6% of provincial tax revenues, as against 5% in 1997/78 and 3.1% in 1982/83.

1.15 In terms of their revenue yield, all other provincial taxes are of little importance.
Moreover, the revenue contributions of many of them have been declining over time. The
sharpest fall has been in the entertainment tax, whose share in tax revenues dropped from
7.5% in 1977/78 to less than 2.0% in 1997/98, due to a persistent recession in the film
industry and show business and the ban on horse racing since 1977 (which caused a loss in
revenues from taxes on betting and gambling). The tax on professions and callings on average
contributes about 2% and the hotel tax about 1.5% to provincial own tax revenues. With the
exception of the cotton cess (2.2% of provincial tax revenues),6 all other minor taxes have
negligible revenue yields.

1.16 The provinces' non-tax revenues consist of receipts from interest, dividends, civil
administration, user charges, proceeds from sale of goods, and non-development grants from the
federal government. Until 1990/91, federal grants were the dorninant component of provincial
non-tax revenue, contributing as much as 73% of these receipts in 1987/88. With the
discontinuation of non-obligatory grants in 1991/92, however, the share of federal grants in
provincial non-tax revenue dropped sharply to only 13%. The 1991 NFC Award, which
discontinued non-obligatory federal grants, assigned profits from hydel generation to the
provinces, the revenues from which more than made up for the loss of revenue from federal
grants.

1.17 Despite growing by more than 20% p.a. over the last two decades, interest receipts
realized from loans and advances to non-financial institutions, local bodies, commercial
departments, and government servants constitute only 5.5% of total non-tax collections.
Receipts from civil administration departments (i.e. general administration and law and order)
contribute another 4.5%, including pension and gratuity contributions, court and police fees and
fines, service payments, sale proceeds of unclaimed properties and products produced in jails,
and examination fees realized by the Public Services Commission.

1.18 User charges account for almost 29% of total non-tax receipts. The most significant is
irrigation water charges, which yield 8.5% of total non-tax revenues, while other economic
services (agriculture, industry, transport and communication, etc.) contribute another 6.2%.
Receipts from other user charges have been rather modest. Education receipts primarily accrue
from fees at the secondary level, as primary education is free and fees for colleges, universities,
and technical and commercial institutes have an insignificant revenue yield. Health sector
receipts are derived mainly from hospital charges, as medical college fees and receipts from sale
of medicines are small.

6 This revenue accrues mainly in Punjab.
7 Although the non-obligatory grants were discretionary in nature, they benefited all the provinces. Hydel
profits, which are transferred directly by WAPDA and treated by the provinces as non-tax revenue, accrue
mainly to NWFP.
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COMPOSMON AND TRENDS IN PROVINCIAL EXPENDITURE

1.19 As mentioned earlier, the provinces have primary responsibility for provision of social
services, agricultural services, irrigation, rural development, and maintenance of law and
order. Correspondingly, provincial expenditures are concentrated in these key sectors.
However, servicing of provincial debt and the growing provincial civil service establishment
are claiming a rising proportion of the provinces' limited resources. Interest payments and the
wage bill together constitute 70% of total provincial current expenditure, preventing adequate
allocations for operation and maintenance (O&M) of provincial physical infrastructure and
public services. The provincial expenditure structure has also contributed to serious
budgetary rigidities, making it difficult for provincial financial managers to adjust
expenditures appropriately when revenues fall short of budget targets. A fall in provincial
revenue receipts generally translates into higher levels of provincial indebtedness to the
federal government or to the State Bank of Pakistan, further exacerbating the vulnerability of
provincial finances.

1.20 Over the last two decades, provincial expenditures have grown at an average rate of
14% p.a. in nominal terms, with current expenditure increasing considerably faster (16% p.a.)
than development spending (10%). When the federal goveinment fuilly covered the provincial
governments' fiscal deficits during 1980/81-1987/88, a sharp escalation in expenditure (at
20% p.a.) was observed. Due to worsening fiscal stress in recent years, expenditure growth
has subsided considerably, registering an increase of only 10% p.a. during the 1987/88-
1997/98 period (as compared with 19% p.a. during 1977/78-1987/88). A sharp deceleration
in development spending contributed greatly to this slowdown.

1.21 In contrast, the provincial salary bill has continued to increase at a relatively rapid
pace, even during years when overall expenditure growth slowed down (see Table 1.3). With
provincial revenue stagnating in recent years, this is one of the key trends behind the fiscal
crisis faced by the provinces. The continuing increase in the provincial wage bill is
attributable to the following factors: (i) substantial growth in civil service employment in
recent years, despite recruitment bans imposed by all provincial governments; (ii) revision of
basic salaries, translating into increases of about 20% p.a. in 1991 and 1994; (iii) automatic
increases in basic salary due to annual increments; and (iv) increases in some allowances.

Table 1.3: Wage Cost of the Provincial Governments, 1990/91-1995/96

(Rs million)

Avg. Annual
1990/91 1991/92 1992/93 1993/94 1994/95 1995/96 Growth (%)

Provincial 26:849 36,034 41,346 47,134 55,199 66,184 19.8
Punjab 13,933 18,760 22,292 25,361 28,149 34,502 19.9
Sindh 6,935 9,331 10,237 11,824 15,076 17,096 19.8
NWFP 3,936 5,191 5,630 6,304 7,737 9,530 19.3
Balochistan 2,045 2,753 3,188 3,644 4,236 5,057 19.8

Source: Provincial governments' unpublished data.
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1.22 In 1988/89 the provinces employed 1.3 million people, comprising 58% of all public
sector employment in Pakistan. Punjab alone employed 723,000 people. Employment in
provincial governments grew by 4.3% p.a. in 1990-1994 but then decelerated to 2.5% p.a. in
1995-1997 (see Table 1.4). In 1996/97 provincial government employment stood at 1.7
million. Although the lion's share (37.2%) of government employment remains in Punjab,
there has been major expansion in the other provinces, particularly Sindh and NWFP. At
present, the provinces' share in total public sector employment stands at 61%.

1.23 Another reason for the poor state of provincial finances is the "development focus" of
the provincial governments. During the early- to mid-1970s, the development expenditures of
the provinces were as high as their current expenditures. Even by the early 1990s, the ratio of
current to development expenditure was still as low as 3:1. The associated rapid expansion of
provincial infrastructure generated increasingly large demands on the current budget for
O&M. Hence the overexpansion of provincial infrastructure networks in relation to fiscal
capacity, led to progressively greater underfunding of non-wage O&M for provincial
infrastructure, causing deterioration in infrastructure and in the quality of provincial services.

Table 1.4: Structure of Government Employment

Employment Growth (% p.a.)

1988/89 1993/94 1996/97 1989-94 1995-97

Provincial Governments 1,284,006 1,586,081 1,708,014 4.3 2.5
Punjab 722,916 818,647 880,781 2.5 2.5
Sindh 285,042 424,974 445,577 8.3 1.6
NWFP* 177,106 219,539 254,587 4.4 5.1
Balochistan 98,942 122,921 127,069 4.4 1.1
Total Public Sector 2,223,336 2,490,505 2,794,087 2.3 3.9

Memo Item: (Percent of Total Public Sector)
Provincial Governments 57.8 63.7 61,1
Punjab 32.5 32.9 31.5 -- --

Sindh 12.8 17.1 15.9 -- --

NWFP 8.0 8.8 9.1 -- --

Balochistan 4.5 4.9 4.5 -- --

Total Public Sector 100.0 100.0 100.0 -- --

Source: Provincial governments' unpublished data

PROVINCIAL DEBT AND CONTINGENT LIABILITIES

1.24 While in principle the 1973 Constitution (article 167) allows provinces access to capital
markets (guaranteed by Provincial Consolidated Fund Revenues), subject to any limit(s)
imposed by the provincial assemblies, this access is automatic only if a province does not owe
any debt to the federal government. All provinces are heavily indebted to the federal
government, and the federal government does not encourage additional borrowing by sub-
national governments ("until they have stabilized their budgets"), so in fact provincial
governments do not have access to capital markets. This, nonetheless, has been helpful in
imposing a harder budget constraint on the provinces and thereby maintaining fiscal discipline.
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1.25 Although when measured by standard indebtedness indicators, the provinces do not
have a substantial debt burden, their debt, mainly to the federal government, is high,
particularly in view of the provinces' weak finances. In 1984/85 the total debt of the provinces
amounted to Rs 42 billion (8.9% of GDP and 225% of provincial revenue receipts), with
Punjab owing half of the total. Market loans accounted for only Rs 2.2 billion of provincial
debt. Another Rs 3 billion was raised by the provincial governments as "floating debt".8 The
remaining amount of Rs 36.8 billion was owed to the federal government for its cash
development loans (CDL) and onlending of foreign loans (see Table 1.5). With the provinces
accumulating debt at a rate of 12% p.a., by 1997/98 provincial debt had increased to Rs 172
billion,9 with CDL-related debt amounting to Rs 133 billion and foreign loans contributing
another Rs 24 billion. Moreover, the provinces also have significant contingent liabilities in the
form of unfunded future pension obligations and Gratuity and Provident (GP) Fund.

Table 1.5: Composition and Trends in Provincial Debt
(Percent)

1984/85 1990/91 1991/92 1992/93 : 993/94 1994/95 1995/96 1996/97 1997/98

Total Debt
AsapercentofGDP 8.9 9.1 8.7 8.9 8.1 7.3 6.9 6.2 6.3
Asapercentofprovincial revenue 224.9 207.9 135.9 134.5 123.2 111.2 98.1 92.4 111.5
As a percent of Total Debt:
Domestic Debt (Permanent) 5.2 3.3 2.9 2.3 2.6 2.4 1.6 1.4 1.5
Domestic Debt (from Federal Govt.) 85.9 92.1 92.4 91.5 90.7 87.4 86.3 83.1 77.1
Foreign Debt 1.9 2.7 2.5 2.4 3.4 6.3 7.8 10.9 14.3
Floating Debt 7.0 1.9 2.2 3.8 3.4 3.9 4.3 4.6 7.1

Source: Provincial governments' Finance Accounts, and budget White Papers, various issues.

1.26 With provincial revenue increasing at a somewhat faster rate than the growth of
provincial debt, the provinces' debt-carrying capacity has improved, with the debt-to-revenue
ratio, although still at a high level of 112%/'o, falling to about hialf of its 1984/85 level. However,
with the federal government raising interest charges on CDL from 10% p.a. to 18% p.a. over
time,10 provincial interest payments to have increased by 15% p.a. and still account for 23% of
provincial recurrent expenditure (the same level as in 1987/88).

1.27 The "floating debt" of the provincial governments n-early doubled to Rs 12.3 billion in
1997/98 (from Rs 6.9 billion in 1996/97). This was a result of the 1997 NFC provision that
provinces are permitted to borrow from the State Bank of Pakistan to meet short-term cash flow
needs, which inadvertently encouraged fiscal mismanagement in the provinces by allowing the
provincial governments to finance their revenue deficits through borrowing.

This includes advances to the provincial governments for ways and means, cash credit accommodation, and
special-purpose bonds/debentures issued by the provincial governments (with the federal government's
approval).
9 But the debt-to-GDP ratio fell to 6.3%.
'° As interest on federal loans is significantly higher than market rates, the provinces in effect are subsidizing the
federal government. Moreover, the State Bank of Pakistan (SBP) charges an annual interest rate of about 10% on the
ways and means advances to the provinces (as long as a province remains within the SBP specified limit for these
advances) and 14% on the amount in excess of this limit, whereas no interest is paid on provincial cash balances
deposited with SBP. The debt related to GP Funds carries an even higher interest charge (22%).

10



1.28 Despite the improvement in the debt-carrying capacity of the provinces, their debt
remains at a very high level particularly in relation to their expenditure structures, and there is
no room for the provinces to be complacent about the debt problem. Along with a high

degree of fiscal prudence, better debt management practices are required, not only to decrease

the burden of provincial debt and reduce debt servicing expenditures, but also to enhance the
provinces' creditworthiness for the future.

1.29 Moreover, the provincial governments also have significant contingent liabilities,
mainly in the form of unfunded pension liabilities, and through the large number of provincial
autonomous bodies, public enterprises, and other organizations. Pensions of the provincial
governments (as is the case for the federal and local governments) are totally unfunded, with
the partial exception of NWFP which has established a pension fund albeit with very limited
resources. Moreover, Pakistan has a unique system of undiscounted commutation of 50% of
total pension, which results in a significant up-front cost to the government for every retiring
employee." Given the relatively young age structure of provincial establishments, pension

costs, which are paid out of current revenues, have not yet gone completely out of control.
However, the massive increase in provincial government employment in the early 1970s has
recently started to push up pension costs to worrisome levels.'2 Given the large size of
provincial establishments, rising pension costs present the greatest risk to provincial finances
in the future, and the time to take remedial actions is now. The NWFP government has
already instituted a provincial pension fund by making some allocations from its current
budget for this fund. The Punjab government is also planning to establish such a fund starting
from the 2000/01 budget. However, given the fiscal difficulties of the provincial
governments, it is unlikely that these pension funds could be allocated funds commensurate
with the growing future pension liabilities. The complexity of the problem warrants a
separate and comprehensive study to fully analyze all aspects and options available to the
government on this issue, as the problem has the potential of reaching crisis proportions
within the next 5-10 years.

1.30 The other major source of provincial contingent liabilities is the large number of
autonomous bodies established by the provincial governments. For example, the Punjab
government operates 125 autonomous bodies (of which six are now defunct or about to be
closed), with total employment of more than 100,000. Not only do these autonomous bodies
get significant funds from the provinces' recurrent budgets (mostly as grants-in-aid) and their
development budgets (mainly as cash development loans), they also impose additional
burdens on provincial resources through borrowings from the provincial governments.
Currently, total outstanding loans of the autonomous bodies and local bodies to the Punjab
government amount to Rs 35 billion (about 2% of GDP), and almost all of them are non-
performing assets. There is constant pressure on the provincial government to write-off these
loans.

11 Along with up-front payment of 50% of the expected amount of lifetime pension as commutation, an
additional 25% of the commuted amount is paid as gratuity (which is also treated in the government accounts as
a pension payment).
12 For example, the pension payments of the Punjab government increased from Rs 1.7 billion in 1990/91 to Rs 8
billion in 1999/00.
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1.31 As almost all borrowings of the autonomous bodies (other than those from the
provincial government) are guaranteed by the provincial government, they also impose
significant contingent liabilities on the provinces. At present, total borrowing by Punjab's
autonomous bodies from the banking system are estimated at about Rs 6 billion, with the
Punjab Road Transport Corporation (Rs 1.8 billion) and Punjab Cooperative Bank (Rs 2.4
billion) being the largest borrowers. Another contingent liability of the provincial
government arises from the current and future pension benefits of employees of the
autonomous bodies, which in the case of Punjab are estirnated at about Rs 500 million per
annum. However, in the event of closure of most of these autonomous bodies and
correspondingly wholesale (early) retirement of their employees, provincial pension payments
on this account would be much higher in the short run.

1.32 The provincial governments are trying, with some degree of success, to privatize all
autonomous bodies with commercial functions (e.g. PRTC). This process at present is ad hoc,
however, and needs to be formalized through functional r-eviews of these bodies (see para.
4.5). Moreover, with the planned devolution of authority and responsibilities to local
governments, some of these autonomous bodies (especial]y development authorities) would
become defunct or would be merged with the local governments. However, transfer of the
autonomous bodies to the local governments without needed financial and administrative
restructuring of these bodies could cause major financial problems for the local governments.

1.33 To summarize, the provinces' debt and associated interest burden are continuing to
grow rapidly. Serious, concerted and immediate debt management efforts are needed to stop
provincial debt from becoming a major problem in the future. Besides this financial debt,
which is owed mainly to the federal government, the provinces have substantial contingent
liabilities, mostly on account of unfunded pension schemes and debt guarantees and workers'
compensation obligations of provincial autonomous bodies. Past rapid provincial public
sector employment growth has started to impact on provincial pension payments in a big way.
It is therefore imperative that the provinces tackle pension issue. Establishment of
professionally managed pension funds in the provinces should be considered, and the existing
practice of undiscounted commutation of pension needs 1o be changed, at least for newly
recruited employees.

EXPENDITURE ISSUES IN SELECTED SECTORS

1.34 Agriculture: In Pakistan the government has playecl an active role in the development
of agriculture, and most agricultural expenditures are funcled out of the provincial budgets.
After an initial period of rising yields in the 1960s which coincided with the green revolution,
however, public investment in agriculture has failed to boost productivity. This is partly
because the provincial governments have often failed to allocate adequate resources to crucial
areas (such as research and extension), despite their long-term plans for continuing spending
in these areas.'3 Moreover, inappropriate input mix has rendered the spending which occurs
ineffective. Public outlays on agriculture are dominated by salary expenditure, with little

13 Overall provincial expenditure on agriculture has increased by only about 7% p.a. in nominal terms over the
last decade; its share in total expenditure has declined from 5.6% in 1997/98 to 4.3% in 1997/98.
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money left for operations and maintenance. For example, staff salaries constitute about 85-
90% of current expenditure on agricultural research and extension, leaving inadequate funds
for research equipment and travel. Moreover, the provincial governments have misallocated
scarce public resources by funding activities that could have been equally well performed by
the private sector. Such government activities not only promote inefficient use of resources,
but also crowd out the private sector.

1.35 Agricultural research and extension are generally recognized to have most of the
attributes of public goods. While some agricultural extension in Pakistan is being undertaken
by private firms dealing in farm chemicals, and there is potential for private sector research
and extension in the seed sector, basic research on agricultural technologies will necessarily
continue to be funded by the public sector. The focus of extension services should shift away
from introducing "new" fertilizer-seed technologies to helping farmers better manage
resources. The private sector can be a partner in performing this role but is not expected to
replace the public sector entirely. Therefore public spending on agricultural research and
extension should continue but in a more focused manner. Moreover, because of their public
good nature, there is also a strong rationale for continued (and perhaps increased) public
sector funding of plant protection activities, especially against locusts and some plant diseases
(e.g. cotton leaf curl virus). In these areas of continuing public sector involvement, it is
crucial to improve the mix of inputs (in particular by adequately funding critical non-wage
O&M) and more generally improve the effectiveness of public spending.

1.36 Social Sectors: As mentioned earlier, the provinces have the main responsibility for
provision of social services. Until the mid-1980s, however, provincial spending on social
sectors amounted to only 25% of aggregate provincial expenditure. This changed in the early
1990s, when spending on social sectors increased substantially, mainly due to initiation of the
Social Action Program (SAP) in 1991/92. This represents a concerted effort by the
government to improve the country's social indicators by sharply increasing spending on and
improving the delivery of basic social services - elementary education, basic public health,
family planning, and rural water supply and sanitation. As a result, the provincial
governments presently spend more than one-third of their total expenditure on social services,
with education alone claiming 26%.

1.37 Given the rigid structure of the provincial budgets as mentioned earlier, higher
allocations for the SAP sectors in a period of fiscal squeeze have implied slower growth in
non-SAP expenditures (including non-SAP social sectors), especially non-wage O&M. In
other words, increased spending on SAP has been achieved at least partly by running down
physical (and non-SAP social) infrastructure. This gives rise to doubts about the
sustainability of higher allocations for SAP in the future, if the provincial resource position is
not improved significantly.

1.38 Unfortunately, the increases in public spending on basic social services have not
achieved their intended impact. While the bulk of SAP resources have been expended on
basic education, this has not been reflected in commensurate improvements in school

13



enrollment rates, which have fallen short of planned targets.14 Furthermore, evidence suggests
that the poor are benefiting least from primary schooling services.15

1.39 Moreover, mainly due to the poor quality of public services, there is (according to
PIHS data) continuing reliance on private care for treatnient of minor ailments. In 1996/97,
treatment of children for diarrheas was sought from private practitioners in 60% of the cases
and from government hospitals in 8%, whereas BHUs were used for treatment in only 2% of
the cases. Only 36% of women in rural areas practicing family planning obtained services
from government hospitals, 12% from government famnily planning clinics, and 5% from
government health workers. Among public facilities, hcispitals have tended to be the main
source of health services, even for outpatient care, while utilization of primary health services
has remained low. As a result of this poor utilization of public health facilities, their unit cost
is many times that of comparable private sector facilities.

1.40 The limited impact of increased spending on basic social services underscores the low
efficiency with which available resources are utilized. The effectiveness of expenditures has
been undermnined by persistent institutional weaknesses, poor governance, and inadequate
management and organizational capacity of service delivery departments and agencies.
Governance problems, particularly those related to personmel, have been a critical constraint,
including absenteeism, hiring of staff on other than merit grounds, frequent transfers, and
maldistribution of staff to the disadvantage of rural areas. The recent army survey of schools
in Punjab found 6,800 teachers absent from schools and 2,000 non-functioning schools.
Maldistribution of staff is partly due to the widespread practice of loaning and detailment,
whereby staff may work in urban areas while they continue to retain their positions and draw
their salaries from rural facilities. In Sindh an estimated 14,000 teachers need to be re-
located, while 18,000 teachers have been fired in Balochistan and about 4,000 in Punjab due
to irregularities in recruitment processes and lack of professional qualifications. These
difficulties to a large extent stem from corruption and political interference in personnel
management. Political patronage as well as limited administrative authority undermine the
ability of lower-level managers to link rewards and punishment to performance. Poor staff
performance is also a reflection of the systemic problem of low pay and weak motivation to
perform, which is related broader issues of civil service reform.

1.41 In order to enhance the effectiveness of public expenditures and improve the
performance of the social sectors, the provinces need to: (].) achieve adequate minimum levels
of spending; (ii) build the institutional capacity to better design and implement programs; (iii)
develop and fund a phased program to expand key activities in line with improved
institutional capacity; (iv) establish better governance mechanisms (see Box 1.1 for an
example); (v) in line with the government's devolution plan (see chapter 5) decentralize
service delivery systems to lower levels of administration as appropriate (see Box 1.2 for a

14 Although there has been an increase in the gross primary enrollment rate (GER) for girls, overall enrollment
rates have fallen, mainly due to a declining trend in boys' primary GER, which decreased at an annual rate of 1.3
percentage points between 1991 and 1996/97.
'5 Pakistan Integrated Household Survey (PIHS) data for 1995/96 and 1996/97 indicate that the GER of boys and
girls belonging to households in the lowest expenditure quintile has declined in both rural and urban areas of all
provinces, with the sole exception of rural NWFP.
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discussion of the initiative of the Punjab government to give more autonomy to large hospitals
in the province); and (vi) encourage community participation in the operation and
maintenance of social services (see Box 1.3 on recent moves to involve communities in the

management of primary schools).

Box 1.1: Third Party Validation

As govemance probtems in the social sectors have remaied pervasive, SAPP II has introduced a
system of external validation of ex-post compliance of social sector line departments (based on a sample) with
mert-based criteria in staffrecruitnent and i site selection. In addition, the adequacy of systems for monitoring
stan absenteeism and procurement processs also are being assessed. Third Party Validation (TPV) was
ini iat~din 1997 and is camded out on an annual basis by the Auditor General's (AG's) office. So far two rounds
ofT#Vhave been completed. The last one fbr 1998 revealed that of the cases investigated natonally, 95% met
theXcrita for recruitment, % for site seltion, and 54% etn the minimum critria for procurement. Only
40% of the 224 offces of lini deparments reviewed had adquate systens for monioring absenteeism.

The line depstments are expected to take actin on the basis of TPV findins and include these activities
in opeaOnal plans. Wile there has been some progess, the system is not yet fully insfitutionalized. It has
been closely monttored in some departments, such as the education departent in Punjab where each case
idenified by the TPV is internally reviewed. Th response has been limited in some other deparmeents in

Balochist where problems of goverance are pariecularly serious.

1.42 Irrigation and Drainage: Pakistan has the largest canal irrigation network in the
world. In value terms, irrigated land supplies more than 90% of agricultural production. Direct

rainfall contributes less than 15% of the water supplied to the crops. Despite its paramount
importance in Pakistan's economy, the water sector is plagued by a series of long-standing
problems. These include: (i) waterlogging and salinity; (ii) overexploitation of fresh
groundwater; (iii) low efficiency in water delivery and use; (iv) inequitable distribution; (v)

unreliable delivery; (vi) overlapping federal and provincial responsibilities; (vii) inadequate
balance between budgetary allocations for development and O&M; (viii) insufficient cost
recovery; and (ix) non-involvement of farmers in O&M and revenue collection.

1.43 The ultimate source of most of these problems is that the government has treated

irrigation water as a public good, which it is not. While certain aspects of the irrigation system
have natural monopoly characteristics and thus require regulation, at the canal command and

farm levels most irrigation operations could be decentralized and ultimately commercialized.
With government control over the system, underpricing of water has led to severe resource

allocation problems and rent seeking behavior.

1.44 Inefficiency in the water sector mainly reflects the old and badly maintained irrigation
system. As provincial expenditure failed to keep pace with the growing needs of the sector,16

the system has been deteriorating because of the build-up of deferred maintenance. While most
of development in the water sector is entrusted to the Water and Power Development Authority
(WAPDA - a federal government corporation), which is also responsible for operation and

maintenance (O&M) of large multi-purpose reservoirs and inter-provincial links, the bulk of

16 Provincial expenditures (both development and current) have been increasing at an average rate of about 6%
per year over the last decade, resulting in a sharp decline in the sector's share in total expenditure from 6.9% in
1987/88 to 4.9% in 1997/98. The decline in the sectoral share in current (i.e. O&M) expenditure is even more
pronounced (from 6.2% to 3.7% during the same period).
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O&M of the canal network system is left to the provincial irrigation departments (PIDs), which
have neither the institutional capacity nor the financial resources to undertake such a major
responsibility. Despite periodic increases in O&M allocations, the allocated funds have fallen
short of assessed needs by as much as one-quarter. Inadequacy of O&M allocations is largely
an outcome of the poor recovery of irrigation costs from users. Water charges, which are
intended to fully cover O&M costs, are not even linked to Cl&M needs. While PIDs in Punjab
and NWFP assess these charges, the revenue is collected by the provincial Boards of Revenue
(BORs) and forms part of general-purpose provincial revenue. In Sindh and Balochistan, BORs
assess as well as collect water charges. Despite significant increases in rates of water charges
over the last five years, the gap between O&M requirements and recoveries has remained
substantial.
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Box 1.3: Community r!o olmnCi Pioii*jA ;

In the education sector, sigificant efforts have been made to prorote comunity involvement in
t ent of primary schools through f of School Man P!Rt C6J*ittees or Parent Teac

A 'ons in all provinces. The SMs o As were offi n in - l* OrigaIly hme
w ! Compmie head tecwher, other tea&ier a(re redhr
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msmall repairs and maitenance of s ls. .iI govaratentss 

ti= ize procurement. of schoot co0 4rp th and e 1ep -& ps
involved with this task. Alt res o to SM Vbegun toke lce {f

* Teased to 28,000 SMCs in Punjab i,fer non-selary f
S d PTAs accounts hasf yet to emerge: anPy prov la

The limited capacit of SMCs andPTAs to iA these ftutc6ons has also been an imp.
c . Special cells have been establishdplanned i te dpan d o ton of all provinces exc

tit dealwth capacity building And otr issir related t6 SMCs. While, has been intated 
i mnany cases wih the assisance-o£'4GOs, onlyGasunted. er f group have been rai

Field-based assessments have raised questions aboute, rep capacity and saiabi
o~ies. groups. in adion a large number of SMCs ad As wnon-fiona t a i
b6ir oted that even the tained groups have itile idea of their ctns byond school maitenauc
Neycitheless, overaIl results have been encouring, and all provinces are m ttempts to strenen S
ori -s. Enhancing the role of SMCs and PTAs in management of primary siho;lgespecially in redci
**Oisin, promoting enrollments and other educna dte i envged.

.:4

1.46 The medium-term policy direction for the irrigation and drainage sector is embodied
in the National Drainage Program (NDP). The main features of the new strategy are: (i)
redefining the roles of the public and private sectors; (ii) moving toward decentralization by
establishing autonomous Provincial Irrigation and Drainage Authorities (PIDAs) and
autonomous Area Water Boards (AWBs) to operate, maintain, and manage water distribution;
(iii) fostering viable Farmer Organizations at the distributory canal level to carry out O&M,
distribute water in accordance with water rights, monitor groundwater use, undertake on-farm
drainage development, and collect water delivery and drainage charges; and (iv) initiating
pilot projects for phased implementation of the above strategy. By giving the autonomous
PIDAs, AWBs and FOs a greater role in O&M of the irrigation network, the new policy will
minimize the direct role of provincial governments in the irrigation and drainage sector over
the medium term. In the short run, however, while the PIDAs would gain the right to collect
water charges (and drainage cess) to be utilized for O&M of the sector, in light of the
immense needs of the sector, provincial budgets will have to continue to provide significant
allocations for rehabilitation of the irrigation network until the PIDAs become completely
self-financing. 17

1.47 Provincial Infrastructure: Pakistan has adequate road network coverage for a
developing country, most of the road infrastructure, especially in the provincial domain, is in
poor condition. About half the length of paved roads is considered to be in poor condition,
while the ratio is much higher for unpaved roads. As a result, road users face much higher
economic and operating costs than would have been the case if the roads were well

17 The Punjab government estimates a net revenue loss of Rs 300 million per year from the new irrigation policy.
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maintained. Moreover, the poor condition of roads discourages usage of modern road haulage
equipment, which could help in reducing transport costs.

1.48 The main reason behind inadequate road maintenance is inadequate allocations for
O&M. For budgetary purposes, the provincial authorities calculate the O&M requirements of
the provincial road network as a fixed percentage of the length of the network. The fixed
percentage, or the yardstick, is based on estimated costs cf a number of key items (e.g. labor,
bitumen, fuel, etc.). The provincial yardsticks are based on only a few variables, however, so
their ability to fully adjust to changes in O&M costs is limited. Although the vardsticks are
revised periodically, delays are often significant. In recent years prices have been rising at a
much faster rate, so the inertia in revising the yardstick Las caused budgetary allocations for
O&M of the road network to fall increasingly short of requirements. Finally, in times of
fiscal squeeze the release of funds usually falls significantly short of the allocated budget,
thereby accentuating the inadequacies of O&M budgets. Overall, there has been a further
build-up of the road maintenance backlog, which at present is estimated at 30-50% of the road
network length in the provinces.

1.49 The problems created by underfunding are exacerbated by low technical skills and
standards of provincial C&W departments (responsible for construction and maintenance of
provincial roads). Poor quality control measures, widespr,-ad corruption and waste, and weak
implementation capacity of these departments have also contributed to the low standard of
maintenance of provincial road networks.

1.50 Although provincial standards call for resurfacing of roads to take place every three to
five years, due to inadequate implementation capacity of provincial agencies and insufficient
ftnding, the actual frequency is six to ten years. Deferring of routine O&M results in cost
escalation and higher claims on future budgetary resources, which given the tight fiscal
situation of the provinces and the large claims on their resources, will likely be even more
difficult to accommodate in the future.

1.51 It is therefore essential that: (i) the effectiveness of allocated O&M funds be enhanced
through better planning, improved implementation and cutting down waste and leakage of
resources through improved monitoring and better expendAture management practices; (ii) the
yardstick system be phased out and replaced with a systern of assessing O&M needs through
actual field measurements, which can provide a better har.dle on area and site specific O&M
requirements; (iii) a better balance be achieved between expansion of the road network and
the available O&M funds, which requires effective prioritization of development projects and
adopting an integrated program approach to road sector expenditure (with, in particular,
integrated programming and budgeting of development and current expenditures); and (iv) the
resource constraints faced by the road sector be loosened by innovative resource mobilization
techniques (e.g. establishing provincial road and/or infrastructure funds).
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CHAPTER 2. AWUSTING INTER-GOVERNMENTAL
FISCAL RELATIONS

2.1 Besides being one of the most contentious and widely debated areas of public
finances, intergovernrnental fiscal relations in Pakistan are a very important factor
determining the soundness and effectiveness of provincial as well as national finances. The
system of intergovernmental fiscal relationships specifies the functional (i.e. expenditure)
responsibilities of each level of government and also defines the degree of control over
resources of each level by identifying the taxation authority of each tier of government and
stipulating arrangements for revenue transfers from one level of government to another. The
strengths and weaknesses of this system have a major impact on sub-national finances.

2.2 Many of the current problems provincial finances in Pakistan have their roots in
inappropriate design or practice of intergovernmental fiscal relations. For example, the
assignrent of the main broad-based and buoyant taxes to the federal government results in a
very large vertical fiscal imbalance (i.e. a large positive gap between the expenditures and
own revenues of the provinces) and thereby in excessive dependence by the provinces on
federal revenue transfers to meet their expenditure needs. Moreover, overcentralization of
taxation authority at the federal level, along with other factors, has weakened the
accountability of the tax system (especially to taxpayers) and is partly responsible for the
existing culture of tax avoidance. It is also, to a great extent, responsible for the taking over
of more and more provincial and/or local government functions by higher-level governments,
which has seriously compromised the efficiency of public expenditures.

2.3 The problem of inter-governmental fiscal relations is made even more complex in
Pakistan by the relatively small number of provinces (four), of which one is larger (in terms of
its population size and economic activity) than the combined strength of all three other
provinces together. This structure leads to complicated political dynamics which make it very
difficult for the federal government to effectively impose a "hard budget constraint" on the
provinces and refrain from ad-hoc interventions in provincial matters. This undermines
provincial autonomy, softens the provinces' resource constraints, and weaken their incentives
for sound financial management.

DISTRIBUTION OF FUNCTIONAL RESPONSIBILMES
AMONG DIFFERENT LEVELS OF GOVERNMENT

2.4 The Constitution of Pakistan specifies the areas of expenditure responsibility and
taxation authority of the federal and provincial governments. The Constitution also accepts
that these assignments will lead to vertical fiscal imbalances between these two levels of
government, which are to be resolved through revenue sharing. Under the Constitution, the
National Finance Commission is supposed to be instituted at regular intervals to develop
appropriate revenue sharing arrangements.
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2.5 Through the Federal Legislative List' and Concurrent List,2 the Constitution has
specified the distribution of functions (regulatory and servizie delivery) between the federal and
provincial governments. The former indicates the functions to be performed by the federal
government, while the latter specifies the functions which can be undertaken by the federal
government or by the provincial governnments (or jointly by both levels). The Constitution is
silent on the remaining functions and assumes that these residual functions are to be performed
by the provincial (or local) governments. The Constitutional distribution of functions in
Pakistan is generally in accordance with the general principles of fiscal assignment (see Box
2.1) and compares favorably with that of other well-established federal systems (for a detailed
international comparison see Annex B).

2.6 Local governients in Pakistan do not have any distinct Constitutional status. They have
been established by the provincial govenrnients, and their powers are deterined by provincial
statutesf, which specify the allocation of residual functions to the local goveratnents (see
Chapter 5 for a detailed discussion of local gover yment finances).

' Contained in the fourth schedule, article 70(4) of the constitution.
2 Also contained in the fourth schedule.
3The currently operative ordinances are the Local Govemraent Ordinarlce of 1979 in Punjab, sineu and NWFP
and of 1980 in salochistans
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2.7 Constitutional and provincial legislative provisions aside, the Constitution also allows
that, under certain circumstances, higher-level governments can take over the functions of
lower-level governments. Based on this last provision, there has been a trend in Pakistan of
higher levels of government playing a dominant role in areas of shared responsibility. Hence
the actual distribution of functions has diverged significantly from the legislative distribution, in
the direction of centralization. The Constitutional and provincial legislative responsibilities and
their actual assumption by various levels of government are summarized in Figure 2.1.

IMPLICATIONS OF OVERCENTRALIZATION

2.8 In Pakistan, the overcentralization of administrative functions beyond the provisions of
the Constitution and provincial statutes is often defended on the grounds of superior
institutional capacity at higher levels of government and the corresponding relative
effectiveness of service delivery at these levels. However, the overcentralization of
administrative functions has the following adverse implications for public sector management in
Pakistan:

(a) Highly Centralized Decisionmaking: In areas of concurrent responsibility, the
higher level of government has often adopted a dominant role. Decisions on most
large development projects, even those initiated by provincial governments, require
federal approval. Similarly, as most local functions have been taken over by the
provincial governments, local governments have been effectively excluded from
participation in major policy decisions regarding local services.

(b) Impairment of Public Sector Accountability: Separation of taxing and spending
decisions at the provincial and local levels compromises accountability, as citizens do
not know with any precision who is responsible for what services. The level of
government raising most of the revenues, i.e. the federal government, may be blamed
for provincial-local service delivery problems. Accountability is further weakened due
to lack of clarity regarding the roles of different levels of government in areas of shared
responsibility.

(c) Lack of Fiscal Discipline: Overcentralization, by distancing beneficiaries of many
public services from the levels of government responsible for provision and funding,
along with the lack of an appropriate institutional framework to force governments at all
levels to face the financial consequences of their decisions, has given rise to weak fiscal
discipline despite centralized controls.

(d) Weakening of Local Governments: Pakistan started with a well-thought out and
well-organized local government structure. During the 1950s and 1960s, local
governments were a reasonably vibrant part of the public sector and delivered most
local public services. During the 1970s and 1980s, important local functions, such as
primary education and basic public health, were shifted upward to the provincial
governments, who now dominate the provision of local services. As a result the
significance of local bodies has been diminished, leading to weakening of
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accountability that has further diminished their effectiveness. Moreover, by creating
attached agencies of their own (development authorities, WASAs, KWSB, etc.), the
provincial governments have pre-empted the ftnctions of urban local bodies in
delivering local services like land development, water supply and sanitation.

Figure 2.1: Legislative Responsibility and Actual Allocation of Functions
among Various Levels of Government

Rsn it jfi gg;!fi,;;;;5000.Service Functions
Defense
External Affairs
Posts and Telegraphs
Telephones
Radio and TV
Currency
Foreign Exchange
Foreign Aid
Institutes for Research
Nuclear Energy

Fet1G4(o nimct ni000 t $0f000 Q 0 Ports and Aerodromes
Shipping
Air Service
Stock Exchanges de G ver .aNational Highways
Geological Surveys
Meteorological Surveys
Censuses
Railways
Mineral Oil & Natural Gas

Lindustries

Population Planning
Curricutum Development

Syllabus Planning
G~~a~mtse~ts bf Tourism

Social Welfare
Vocational/Technical Training & Proncial

LEmployment Exchanges oruct
Historical Sites and Monuments
Law and Order
Justice
Tertiary Health Care and Hospitals
Highways

4mW Coverrncut5 Urban Transport
Secondary and Higher Education*
Agricultural Extension
Fertilizer and Seeds Distribution rvcilGeunmt
Irrigation* "

-Land Reclamation"*
PrimiaryEducation
Curative Health
Preventive Health** *
Water Supply Drainage & Sewerage
Land Development
Farm-to-Market Roads

L~c$ Govenments cIRural Development
Link Roads IIntra-Urban Roads 0Street Lighting Loa ocnet
Garbage Collection I
Fire Fightingj

LParks and Playgrounds

a/ According to Federal Legislative List; b/ According to Concurrent Legislative List; c/ According to LGOs;University Education is funded by the federal government through the University Grants Commission (UGC),but administratively controlled by the provincial govermnents.
Development of irrigation and SCARP projects is a federal subject.
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(e) Poor Efficiency and Equity in Public Service Provision: Since decisionmaking is
significantly divorced from the people, there is greater likelihood of imperfect matching
of public service delivery with local preferences. Moreover, in the absence of
community participation, overcentralization of local functions has made monitoring and
evaluation of service delivery extremely difficult. This has led, for example, to
problems of "ghost" facilities and "ghost" staff,4 and more generally poor management
of public facilities.

DISTRIBUTION OF TAXATION POWERS AMONG
DIFFERENT LEVELS OF GOVERNMENT

2.9 Besides specifying guidelines for the distribution of functional responsibilities, the
Constitution also delineates the authority of the federal and provincial governments with respect
to revenue collection.5 Details are given in Annex C.

2.10 The general pattern is that nearly all broad-based and buoyant sources of revenue have
been assigned to the federal government, while the provinces essentially have been left with
residual taxation authority. Furthermore, the taxation powers of provincial governments have
become increasingly limited over time, as more and more tax authority has been assumed by the
federal government,6 either directly or by imposing federal taxes on provincial tax bases.7

Moreover, some of the provinces' more buoyant revenue sources were abolished on policy
grounds (capital gains tax) or for religious reasons (excise duty on liquor and opium).

2.11 As a result of this highly skewed taxation system and the related slow growth of the
provinces' own revenues (described in Chapter 3), public finances in Pakistan are characterized
by persistently large vertical fiscal imbalances between the federal and provincial governrments.
The federal government collects about 91% of total revenue collected in Pakistan (see Table
2.1).

Table 2.1: Pakistan: Vertical Fiscal Imbalances
(Percent)

1990/91 1994/95 1999/00
Revenue Expenditure Revenue Expenditure Revenue Expenditure

Federal 85.8 63.7 88.1 65.1 91.2 71.5
Provincial 9.6 33.5 7.0 31.4 6.1 24.5
Local 4.7 2.8 4.9 3.5 2.7 4.0
National 100.0 100.0 100.0 100.0 100.0 100.0
Source: World Bank report on "Supporting Fiscal Decetralization" and other research reports.

4The term "ghost" refers to something that exists only on government records (and utilizes budgetary funds) but
corresponds to no actual activity or staffing.
5 Distribution of revenue-expenditure sharing responsibilities between provincial and local governments is defined
by the various Local Government Ordinances.
6 For example, imposition of Ushr. wealth tax on agricultural land, excise duties on hotels and restaurants, and
CVT on certain items have greatly undermined the provincial revenue potential of these bases.
7 It may also be noted that in Pakistan, centralization of expenditures (mentioned above) has sometimes been used as
a response to correct fiscal imbalances arising from overcentralization of revenue authority, as the weak finances of
the sub-national governments have been the prime excuse for appropriating provincial/local functions.
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On the other hand, despite a substantial increase in federal expenditure caused by a sharp
escalation in interest payments, the federal government accounts for only 72% of aggregate
national expenditure. The provinces, by contrast, collect only 6% of total national revenue but
account for nearly a quarter of total expenditures. This trassive vertical fiscal imbalance is far
greater than in other large federal countries such as Canada, Brazil, the USA, and India.

2.12 The vertical imbalance in resources and responsibilities is recognized in the
Constitution, which has provided a forum, the National Finance Commission (NFC), to help the
federal and provincial governments to come up with apprepriate revenue sharing arrangements.
These allow for both sharing of tax and non-tax revenues and tax devolution. Under the current
NFC Award, the federal governmnent retains 73% of the revenue it collects and distributes the
remaining 27% among the provinces.8 The NFCs so far have focussed on determining the
appropriate level of revenue transfers from the federal government to provincial governrments
to meet the current expenditure needs of each level of government. Tax devolution has
generally remained an unexplored option (for details of the revenue sharing mechanisms in
Pakistan and a critique of them see Boxes 2.2 and 2.3, respectively). The Constitution
imposes a strict condition that the NFC Award is to be made only through a consensus
between the federation (federal government) and all federating units (provinces).9

REVENUE TRANSFERS

2.13 As mentioned above, transfers of funds through the NFC Awards have become the
dominant source of revenue for the provincial governmenlts, at present accounting for about
80% of provincial revenue receipts. They are dictated mo:re by immediate revenue needs than
by long-term equity and fiscal policy considerations, however. For example, in order to help
the provincial governments sharply increase allocations f:)r social services in the interest of
improving the country's social indicators, the 1991 NFC Award made significant increases in
the provinces' share in federally collected taxes, but at the same time the provinces were denied
all forms of discretionary grants and were required to fund part of their development programs
from their own resources. However, the provinces were assigned a greater share in more
buoyant taxes (sales and income taxes), whereas the fedoral government retained exclusive
rights to falling customs revenues. As a result, the Award not only led to larger vertical
imbalances but also provided a strong disincentive for the federal government against
implementing tax and tariff reforms required to streamline the tax structure and eliminate the
prevailing anti-export bias in the system. (The evolution of revenue-sharing arrangements
between the federal and provincial governments is presented in Table 2.2.)

B According to the 1997 NFC Award, the provinces get 37.5% sharn of revenues from taxes included in the
divisible pool. However, federal government deducts 5% of gross revenue as collection charges for most of
these taxes (for income tax, the deduction is at 6%). Similarly, revenue from straight transfers are transferred to
the provincial governments after a 2% deduction for collection charges. Moreover, some of the federal tax
revenues (e.g. development surcharge of petroleum) and most non-tax revenues are not shared with the
provinces.

It was for this reason that no Award could be agreed in the two NFCs constituted in 1979 and 1984. Hence the
NFC Award of 1974 continued to remain in effect until 1991, despite significant changes in revenue and
expenditure patterns at federal and provincial levels.
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2.14 The 1997 NFC Award attempted to correct the weaknesses of the 1991 Award by
including all federally collected taxes (other than the petroleum surcharge, surcharge on natural
gas, and excise duty on natural gas)'0 in the pool of divisible taxes, while reducing the
provincial sharing rate to 37.5%. All straight transfers, which are transferred on the basis of
collection rather than the NFC formula, were continued (see Box 2.4 for details of the 1997
NFC Award).

1' The petroleum surcharge remains in its entirety with the federal govemment, while the proceeds of the latter
two are turned over to the producing provinces via direct transfers.
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that of normal Cash aievelopment Loans.
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Table 2.2: Evolution of Revenue Sharing Arrangements between
the Federal and Provincial Governments

(Percent)
Niemeye Raisman NFC NFC NFC NFC NFC NFC

Award Award Award Award Award Award Award Award
1937 1951 1962 1964 1970 1974 1991 1996

Income Tax 50 50 50 65 80 80 80 37.5
Wealth Tax 0 0 0 0 0 0 0 37.5
Capital Value Tax 0 0 0 0 0 0 0 37.5
Sales Tax 0 50* 60 65 80 80 80 37.5
Central Excise Duty On: _I__ _ ___

Tea & Beetlenuts 50 60 65 80
Tobacco 0 50 60 65 80 0 80 37.5
Jute and Cotton 62.5 62.5 100 65 80 80 80 37.5
Sugar 0 0 0 0 0 0 80 37.5

Natural Gas** 0 0 0 0 0 100 100 100
Others 0 0 0 0 0 0 0 37.5

Export Duty on Cotton 0 0 0 0 0 80 80
Import Duties 0 0 0 0 0 0 0 37.5
Estate and Succession Duty on Agri. 100 100 100
Duties on Capital Value of Immovable 100 100 100 --

Surcharge on Natural Gas** 0 0 0 100 100
Royalty on Natural Gas** 0 0 100 100 100
Royalty on Crude Oil** - -- 0 0 0 100 100
* 50% of collection in each province was given to that province, and in addition, 50% of collection in Karachi was shared by
Punjab, Bahawalpur, and other administrative units.
* * Straight transfer, i.e. distributed entirely to the provinces on the basis of collection rather than the population-based formula
Note: In addition to the revenue heads specified above, the 1991 (and 1997) NFC Award provided for transfer of profits from
hydro electricity from WAPDA to the provinces on the basis of location of generation stations.

Source: Ministry of Finance, Government of Pakistan, Explanatory Memorandum on Budget.

DEVELOPMENT LOANS

2.16 In addition to funding several federally sponsored schemes in the provinces, the federal
government also finances the provincial Annual Development Programs (ADPs) through Cash
Development Loans (CDLs)'1 and development grants. With the exception of a short period
after the 1991 NFC Award when the provinces were able to cover part of their development
budgets from their revenue surpluses, the provinces have been relying entirely on development
assistance from the federal government for financing their development programs. Over time
the composition of federal development assistance has undergone a marked change, with the
share of grants in total development assistance declining to only a small fraction (except for
SAP-related grants during 1992/93-1996/97). As rupee loans provided by the federal
government usually carry an interest rate of about 16%, this has aggravated the provincial debt
servicing burden." The problem is further compounded by the fact that social services

" In theory the distribution among provinces of these CDLs is based on a fixed criterion as determined by the 1974
NFC, under which 10% of the ADP is equally divided between NWFP and Balochistan and the remaining 90% is
allocated on the basis of population shares among all provinces. In recent years, however, an element of discretion
has crept into the distribution of CDLs.
12 With lowering of rates on government's financial instruments, interest rate on CDL was recently lowered to
14%. However, with the projected increase in federal revenue transfers, no CDL is expected to be given to the
provinces in 2000/01.
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provided by the provincial governments do not yield direct financial returns, although they
generate potentially large economic returns to the society.

2.17 With the 1997 NFC Award and subsequent changes in tax structure, provincial current
account budget surpluses all but disappeared, and the federal government had to provide low-
interest loans to the provinces to finance the local portion of their ADPs. Although
concessional in nature, these loans are a poor substitute for the revenue loss because they
increase the provinces' already large debt to the federal government and the corresponding debt
servicing burden. Moreover, unlike general-purpose revenue sharing, these loans finance only
development expenditures, which can lead to distortions in provincial resource allocation.
Finally, there is no mandate to ensure the size or even the continuation of these loans.

W%~~~~~~~~~~~~~~~~~~~~~~~~~~t

2.18 Although in principle each province has full autonomy in formulating its ADP, the
provinces' dependence on the federal goverment for development furds makes this
impossible. Moreover, the CDL mechanism impedes the provinces' autonomy in determining
their development priorities. The quantum of CDL for each province may be inconsistent with
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the need for counterpart funds for donor-assisted projects, as CDL is transferred on the
population-based fornula while donor assistance is passed on as per terms of loan or credit
agreements and project implementation. Finally, the financing of provincial ADPs depends on
the fiscal strength or weakness of the federal government and is vulnerable to overall budgetary
cuts and pressures to expend resources on politically-motivated federal programns.

OPTIONS FOR REFORMING INTERGOVERNMENTAL FISCAL RELATIONS

2.19 Properly designed intergovernmental transfers can enhance fiscal accountability, foster
regional equity, provide adequate incentives for revenue mobilization by different levels of
government, and promote fiscal harmonization. In Pakistan, the disconnect between taxing
and spending responsibilities under present arrangements has weakened fiscal accountability,
especially at sub-national levels. There are no easy answers to these and other problems of
fiscal federalism in Pakistan. Some policy options in key areas of reform are outlined below:

(a) Review the Roles of Government: It is of paramount importance to carefully evaluate
the role of government, with a basic objective of equitable and efficient provision of
public goods and services. All avenues need to be explored to disengage the federal
and provincial governments from functions which the private sector and non-
governmental organizations (NGOs) can perform equally well (or better). Some
progress in this direction has already been made, with the federal government largely
exiting from production sectors, and attempts are being made to privatize state-owned
financial institutions and energy-related corporations. Similarly, progress has also been
made by the provincial governments in privatizing some activities. However, the pace
has been slow and there is a need to accelerate it. There is a need to put the privatization
process into a more systematic perspective through functional reviews (see para. 4.5) of
all govemrnment agencies, departments, autonomous bodies and enterprises.

(b) To the Extent Feasible and Appropriate, Induct the Private Sector and NGOs into
Areas of Pubic Service Delivery: While the provision of basic social services (due to
their positive redistributive impact and positive externalities) should remain a
fundamental public sector responsibility, the scope for greater private sector
involvement to assist the public sector in the delivery of social services is substantial
and should be actively pursued. This would not only develop healthy competition
between the private and public sectors, but also would conserve scarce public resources
and augment the quantity and improve the quality of services.

(c) Each Level of Government should Vacate Domains of Other Levels: Clarification
of the roles of each level of government should have as a major objective elimination
of overlapping functions of different levels of government and specifically
reducing the role of federal and provincial government(s) in areas that are either
provincial or local responsibilities or where central involvement can hinder
lower-level governments from developing appropriate solutions. This, however,
does not imply that the federal government should abdicate or even curtail its
supervisory role, which is essential in any federal system and needs to be non-
intrusive and non-impinging on sub-national autonomy, and provide incentives (and
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direction) for the sub-national governments to meet (or maintain) national standards
and fiscal discipline. Functions where the role of the federal government needs to be
reduced include: planning and development (especially regarding provincial
development programs), irrigation, tourism, justice, transport and communications,
population control, curriculum development, syllabus planning, and establishing
centers of excellence'3 . Such a reassignment of responsibilities should have a positive
effect on the federal government's budgetary flexibility and reduce the federal deficit.
Similarly, provincial governments do not have the capacity to oversee, monitor,
and manage the performance of vast networks of services like primary education
and basic health, as well as localized urban services. Therefore the provincial
governments should devolve responsibilities to local governments in areas like
land development, urban and rural water supply and sanitation, irrigation,
drainage, primary and secondary education, basic health, preventive care and
local roads. For all these services, the provincial oversight role and assistance with
respect to technical and financial matters needs to be strengthened.

(d) Strengthen Local Governments for Improved Delivery of Public Services:
Provincial governments have increasingly adopted an intrusive and unhelpful role in
local government. Local governments have been denied an opportunity to succeed and
instead their roles have been taken over by provincial governments. Arresting this trend
would help restore public confidence in the public sector. There may therefore be a
need to provide local government with Constittutional cover as a separate and
autonomous level of government (see Chapter 5). The provincial governments can
play an important role in helping develop the technical capacity of local bodies. This can
be undertaken concurrently with devolution of responsibilities to the local level.

(e) Devolve Suitable Taxes to Sub-National Levels: Regarding tax and revenue sharing,
reassignment of some revenue responsibilities, through tax devolution, tax base
sharing and tax abatement, is needed to reduce vertical fiscal imbalances and
reliance on general revenue sharing. This is important because unconditional grants
and revenue sharing separate taxation and spending responsibilities and thereby impair
accountability to stakeholders. General revenue sharing should be relied on only to the
extent that decentralization of fiscal responsibility fails to achieve the desired results.
The following options may form a basis for tax devolution:

. The federal government may retain exclusive responsibility for taxation of
international trade and corporate income. Moreover, the federal government would
have primary responsibility for taxing personal income and General Sales Tax (GST),
but giving the provinces an option to impose a supplementary rate over and above the
federal rate, which would be collected by the federal governnent but transferred to
the provinces on the basis of collection.

* Although sales tax on services is Constitutionally a provincial subject, due to weak
provincial tax administration instituting an autlonomous, provincially-collected

These are elite institutions of higher learning which are high cost and waters mainly to the needs and demands
of affluent groups.
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GST on services would not be desirable at present. Hence a more promising
option would be to integrate services into the existing federal GST under a tax
rental agreement from the provinces to the federal government. In other words,
the federal government should levy and collect the tax and then transfer the
revenue to the provinces as straight or divisible-pool transfers (after retaining
collection costs).

* While most federal excise duties are likely to be subsumed in the GST on services,
control over specific purpose excise duties (e.g. on tobacco and tobacco
manufactures, etc.) may be given to the provinces.

* Energy taxes may either be devolved to the provincial governments or be considered
for inclusion in a general revenue sharing pool to be distributed on a per-capita and/or
need basis. Alternatively, such revenues may accrue only to the federal government
but for the purpose of providing fiscal equalization grants to the provinces. The
assignment of hydel profits to the province of location of the facilities should be
reassessed, as it underrnines the financial condition and autonomy of the national
power enterprise (WAPDA).

* The urban immovable property tax should over time be devolved to the local
governments, which would set its rate and define the tax base according to local
needs and conditions, and also would become responsible for assessment and tax
collection.

* The revenue from Motor Vehicle and Entertainment taxes should be shared between
provincial and local governments and the possibility should be explored to allow
local governmnents to share the bases of these taxes by levying supplementary rates.

(t) Review Non-Tax Revenue Transfers: Transfers of non-tax revenues which
undermine the autonomy of sub-national governments may be replaced by conditional
grants which promote the federal government's objectives of enhanced fiscal effort,
fiscal harmonization, uniform standards, and regional equity.

* Good public expenditure management practice dictates against the direct allocation
of resources to political representatives for uses that circumvent ADP discipline.
The system of allocations therefore should be discontinued and should not be
revived in any form.

. In addition, to the extent that in practice politicians directly influence other
components of the ADP, this also is not compatible with good public expenditure
management practice. Hence interference by politicians in decisions and spending
on particular public investment projects should be stopped and channeled through
a formal process, so that local priorities are accommodated in the budgetary
process without opening it to governance problems and violating fiscal discipline.
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* The apparent capability of the federal government to override existing procedures
at the provincial level also is not consistent with good public expenditure
management practice. The Tameer-i-Sindh program is an example where, at the
initiative of a previous Prime Minister, a range of development projects were
undertaken with initial funding from the federal government. The financial burden
of the program has now effectively become a responsibility of the government of
Sindh, even though the projects concerned by-passed the regular procedures of the
provincial government.
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CHAPTER 3. MOBILIZING ADEQUATE PROVINCIAL REVENUE

3.1 As mentioned in Chapter 1, the provinces rely excessively heavily on revenue
transfers from the federal government to meet their expenditure obligations. Moreover, since
the mid-1 980s the financing of provincial expenditure has changed significantly in
composition, and the provinces have become almost wholly dependent on formula-based
transfers from the federal government's divisible pool under the NFC Award (see Table 3.1).
At present, federal transfers (excluding federal grants and hydroelectricity profits from
WAPDA, which according to the provincial budget classification are treated as non-tax
revenues of the provinces) account for 72% of provincial revenue resources. Excluding
federal grants and hydro electricity profits from WAPDA, which constitute another 8% of
provincial revenue resources, the provinces contribute a mere 20% of total provincial receipts,
from their own tax (12%) and non-tax (8%) revenues.

Table 3.1: The Structure of Provincial Revenue

1984/85
Punjab Sindh NWFP Balochistan Total

Federal Tax Assignments 45.9% 61.6% 32.7% 60.8% 47.7%

Provincial Taxes 14.0% 23.7% 6.2% 2.8% 13.3%

Non Tax (mcl. Grants) 40.1% 14.7% 61.1% 36.4% 39.1%

O/w Grants 23.9% 0.0% 52.2% 29.5% 25.3%

Total 100.0% 100.0% 100.0% 100.0% 100.0%

1990/91

Punjab Sindh NWFP Balochistan Total

Federal Tax Assignments 65.0% 75.6% 44.4% 59.4% 62.9%

Provincial Taxes 12.3% 12.7% 3.6% 1.8% 9.9%

Non Tax (mcl. Grants) 22.7% 11.6% 52.0% 38.8% 27.2%

O/w Grants 9.9% 0.0% 43.0% 34.9% 16.0%

Total 100.0% 100.0% 100.0% 100.0% 100.0%

1998/99 (R)

Punjab Sindh NWFP Balochistan Total

Federal Tax Assignments 76.7% 77.0% 52.2% 69.0% 72.00%
Provincial Taxes 14.6% 14.5% 5.0% 1.7% 11.70%

Non Tax (mcl. Grants) 8.7% 8.5% 32.8% 29.3% 16.30%

O/w Grants 0.0% 0.0% 13.20% 27.1% 4.90%

Total 100.0% 100.0% 100.0% 100.0% 100.00%
Source: Provincial budget documents.

THE STRUCTURE OF PROVINCIAL TAXES

3.2 The present provincial tax system is inefficient and inequitable. It is incapable of
generating enough resources to meet the provinces' growing expenditure needs. While the
provinces have generally been assigned non-buoyant and narrow-based taxes, lack of political
will to collect key provincial taxes, the economic and political complexities of taxing
provincial revenue bases, and weak tax administration capacity have prevented the provinces
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from realizing the full revenue potential of the several mcore buoyant and potentially broader
tax bases assigned to them. Agricultural income, consumption of services, and capital gains
on physical assets are the three potentially important tax bases available to the provinces
under the Constitution, but no tax is imposed on the latter two bases (other than some stamp
duties), and the revenue yield from agricultural income tax is only a fraction of its potential. '

3.3 Rather than concentrating on broad-based taxes, the provinces have imposed a large
number of taxes and other levies, most of which have only meager yields.2 The wide array of
taxes or levies increases administrative costs, renders the tax structure highly complex,
increases compliance costs to the taxpayers, and in some cases inhibits economic activity.

3.4 Unlike in other large federal countries, where high-yielding revenue bases are either
individually distributed among various levels of governmrent or are jointly (but independently)
utilized by two or more levels of government, in Pakistan the Constitution assigns all major
taxes with the highest revenue potential (other than the three discussed above) exclusively to
the federal government. The provincial (and local) governments are left for the most part
with only residual taxes, which have narrow tax bases and low buoyancy (see Table 3.2).
Strikingly, instead of broadening the provinces' tax base, the federal government over time
abolished a few provincial taxes including the capital gains tax, which despite its structural
weaknesses and massive evasion, generated significant revenues and, if effectively
administered, would have had high revenue potential and buoyancy.

Table 3.2: Indices of Provincial Tax Buoyancy

|Year Punjab Sindh |NWFP Balochistan

1995/96 0.58- 1.49 0.84 1.58

1996/97 1.26 1.64 0.99 0.84

1997/98 0.42 -1.04j 1.09 0.83

Average 0.76 1.06 0.94 1.16

Source: World Bank estimates.

3.5 Provincial taxes can be broadly classified into five types of direct taxes, eight indirect
taxes, and a few minor levies or cesses (for details of these taxes see Annex D). Currently,
indirect taxes contribute 70% of provincial own tax receipts, of which about one-third is raised
from stamp duties and another 14% from the motor vehicle tax. Direct taxes consist of the
newly-levied agricultural income tax, land revenue, urban inmmovable property tax, registration
fees, and the tax on trade, professions, and callings. The forner two taxes raise almost 22% of
provincial tax revenues, the latter three only about 8%.

The difficulties of taxing agricultural incomes are well known. Among others, the key problem in implementing
an agricultural income tax is the determination of gross output, cost of inputs (including family labor), prices, and
the element of home consumption. A land-based presumptive tax has therefore been devised by all provinces, but
at present with very small revenue yields.

2 Moreover, the provinces also levy some non-budgetary taxes, like the labor-related cesses, sugarcane
development cess, etc., the revenues from which are generally earmarked and do not accrue to the provincial
consolidated fund. Although small in revenue yields, these taxes are costly in terms of their incidence and
administration and there is significant scope for improving their struc-ure and accountability. Some of these
taxes could be abolished.
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3.6 Annex E shows the structure of provincial taxes in Punjab and Sindh. The most
striking features include:

* The large number and variety of taxes levied.
* The large number of different taxes in each category.
* The tiny revenue yields from some categories of taxes.
. The confusion between taxes and administrative fees (e.g. stamp duties, land

registration, mutation fees) or charges for services (such as rent).
* Some fees are not fees but rather taxes (e.g. cotton and paddy husking fees).

3.7 As taxes, administrative fees, and service charges play different roles in fiscal and
sectoral policies, a first step toward analyzing and streamlining the provincial tax structure is
to correctly classify each revenue item according to its type and end use. To isolate the true
tax collection of Punjab and Sindh (excluding user charges and administrative fees), the
provincial "taxes" in Annex E are reallocated to administrative fees and taxes. The result of
this exercise is shown in Table 3.3, which presents the complete revenue position of these two
major provinces (1998/99 budget estimates). The table shows that some 17% of what is
considered tax collection in Punjab (or 2.2% of total revenue) is from administrative fees,
while the comparable figure for Sindh is 10% (1.4% of total revenue). Although these
administrative fees contribute to provincial revenue, they are not taxes and should be
separated from tax revenues in the same way as user charges are.

Table 3.3: Composition of Provincial Revenue of Punjab and Sindh,
1998/99 Budget

Punjab -o% Sindh %
Rs millions Share Rs millions Share

Federal Transfers 70,815,23 78.88% 35,881,129 80.50%
Revenue Assignments 68,475,366 76.27% 2,7,541,57 61.79%
Straight Transfers (including electricity profits) 2,339,869 2.61% 8,339,552 18.71%

Total Provincial Fees and Taxes 11,268,266 12.550/ 5,767,647 12.94%
Provincial Fees shown as Taxes 1,961,479 2.18% 605,345 1.36%
Provincial Taxes in the form of Taxes 9,306,78, 10.37% 5,162,302 11.58%
Non Tax Receipts 6,884,625 7.67% 2,274,618 5.10%
Total Provincial Receipts 18,152,891 20.22% 8,042,265 18.04%
Miscellaneous Transfers 811,661 0.90% 650,000 1.46%
Total Revenue Receipts 89,779,78 100.00% 44,573,39 100. 00%
Capital Receipts 30,647,240 12,646,758 1
Total Receipts 1 120,427,027 1 = 57,220,1521

Source: Provincial budget documents.

3.8 Aside from these classification problems, the provincial tax system faces a plethora of
issues relating to both tax policy and tax effort:

(a) Lack of Sound Fiscal Policy: The provincial tax structure is not based on sound tax
design. The tax system at present has an exclusive revenue focus. Taxes are imposed
only when growing expenditure needs leave no other avenue for the government but to
impose new taxes or raise rates of existing taxes. Little or no importance is given to
the incidence, equity, or efficiency of these taxes.
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(b) Complexity of Tax Structure due to the Large Number of Taxes: The myriad of
taxes clouds the transparency of the tax system and adds to administrative costs, as
scarce resources are allocated to pursue what can only be termed as nuisance taxes.
The tax structure also inhibits economic activity, increases complexity, reduces tax
compliance and encourages corruption.

(c) Over-Utilization of Limited Tax Bases: The combination of taxes of the federal
government, provincial governments and local bodies (such as octroi) on the same base
raises tax rates to levels that are likely to encoiurage non-compliance as well as
generating serious disincentives to economic activity. Moreover, overreliance by the
provincial governments on stamp duties to raise revenue has increased the effective tax
rates to a level where they have become a deterrent i:o documented economic activity.

(d) Improper Design of Provincial Taxes: Many taxes, particularly stamp duties, are
levied directly on economic activity (e.g. administration bonds, agreements or MOUs,
articles of associations, etc.) and inputs (e.g. bills of lading and exchange, conveyance
and transfers, etc.) rather than on income, thereby creating further disincentives to
production and economic activity.

(e) Disconnect and Instability of Tax and Economic Policies: The element of stability
that is desirable in any tax system is missing. The provinces frequently raise tax rates
in order to increase revenue, apparently without due consideration of the economic or
administrative impact. Other changes also are frequent, further undermining the
stability of the provincial tax system.

(f) Ad-hoc Nature of Provincial Taxes: The taxation system is at times confused and
incoherent. The imposition of a one-time tax on luxury vehicles in the Punjab Finance
Act 1997, with retrospective effect from June ] 994, is a clear indication of the
confused nature of tax policy and tax administration.3 In a Court dismissal of appeals
against the tax, it was reported that "luxury vehicles fall outside the necessities of life
and should be discouraged like other items in the interest of austerity, economic
development and a just socio-economic order. Precious foreign exchange should not
be wasted on luxury goods."4 In this instance, applying an excise tax would be more
appropriate, but making it retrospective compromise-s principles of sound taxation.

(g) Weak Fiscal Effort: As mentioned earlier, provincial tax effort has been lacking.
This is partly an outcome of the evolution of intergovernmental fiscal relationships in
Pakistan, but also of weak tax administration in the provinces (see below). An
underlying factor behind both of these problems is the weak political will of the
provincial governments to raise sufficient revenues from their own sources. Table 3.4,
which presents indexes of tax effort for all provinces, clearly indicates that except for
Punjab, tax effort in all other province has been significantly below potential.
Moreover, tax effort in all of the provinces appears to have declined over time. The
increasingly lax fiscal effort of the provinces in the 1990s has been largely due to the

3 The justification for the tax may be questioned in terms of incentives and changes in broader economic policy.
4 Dawn (newspaper), April 17, 1999
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"windfall" received by the provinces from the 1991 NFC Award, and represents a
myopic and imprudent approach to long-run fiscal management.

Table 3.4: Indexes of Fiscal Effort by the Provinces

~PIOVINCES 9mI
Stamp Duties

Punjab 1.46 1.56 1.69 1.50 1.43 1.16
Sindh 0.56 0.48 0.35 0.55 0.61 0.86
NWFP 0.72 0.55 0.39 0.51 0.68 0.99
Balochistan 0.34 0.23 0.18 0.23 0.21 0.25

Motor Vehicle Tax-Commercial
Puniab 1.03 1.00 1.07 1.02 0.96 1.16
Sindh ~~0.88 0.95 0.87 1.01 1.16 0.89
X <0 NWFP0 - 1.10 1.04 1.11 1.07 0.97 0.85
Balochistan 1.10 1.13 0.81 0.68 0.75 0.62

Motor Vehicle Tax-Private
{Punjab 1.21 1.20 1.14 1.19 1.02 0.97
lSindh 0.89 0.90 0.97 0.92 1.10 1.15
XNWFP 0.93 0.93 0.88 0.92 0.79 0.75
Balochistan 0.76 0.75 0.70 0.74 0.64 0.64

Land Revenue
Puniab 1.41 1.39 1.37 1.40 1.42 1.42
Sindh 0.26 0.22 0.22 0.24 0.19 0.23
NWFP 0.65 0.91 0.77 0.71 0.67 0.57
Balochistan 0.25 0.13 0.57 0.24 0.18 0.19

Electricitv Duty
Puniab 0.91 1.36 0.66 0.92 1.15 0.91
Sindh 0.83 0.53 2.03 1.04 0.57 1.21
NWFP 1.99 0.53 0.61 1.56 1.35 1.19
Balochistan 0.39 0.16 0.24 0.08 0.32 0.27

Tax On Transfer Of Property _ _

Punjab -1.15 .17 I.21 1.18 1.33 0.94
Sindh 0.99 0.95 0.87 0.90 0.70 1.21
NWFP 0.22 0.34 0.37 0.41 0.45 0.42
Balochistan 0.97 0.76 0.87 0.86 0.68 0.92

Urban Immovable Property Tax .
Puniab 1.13 1.11 1.16 1.34 1.33 1.32
Sindh 0.85 0.91 0.87 0.55 0.60 0.63
NWFP 0.64 0.55 0.44 0.58 0.54 0.46
Balochistan 1.76 1.69 1.70 2.10 1.92 1.84

Tax On Profession, Trade & Callinfs
Puniab 0.80 0.81 0.78 0.82 0.73 0.65
Sindh 1.88 1.86 1.81 1.73 1.90 2.03
NWFP 0.00 0.00 0.24 0.23 0.20 0.21
Balochistan 0.04 0.07 0.05 0.06 0.05 0.04

Overall Index
Punjab 1.25 1.36 1.36 1.30 1.29 1.15
Sindh 0.69 0.61 0.63 0.68 0.69 0.89
______ NWFP 2 0.94 0.69 0.64 0.82 0.81 0.85
Balochistan j 0.63 0.52 0.47 0.43 0.43 0.43

Note: Index offiscal effort is defined as actual revenue from a tax divided by potential revenue.
Potential revenue is calculated by multiplying the average tax rate(for all provinces)
with the assessed tax base of the respective province.

Source: Estimates by the Social Policy Development Centre, Karachi, 1997.

PROVINCIAL USER CHARGES

3.9 Besides levying a large number of taxes, the provincial governments also collect
revenue from fees and other user charges for services they render as well as other provincial
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levies.5 At present, non-tax revenues comprise 40% of total revenue receipts from the
provinces' own sources.

3.10 For social and political reasons, the revenue potential of provincial user charges has
never been adequately exploited, and as a result cost recovery for these services has been
extremely poor. The large expenditures on operation and maintenance for provincial services
therefore have to be funded from general-purpose revenue, aggravating provincial fiscal stress
and, by divorcing the consumption of services from payment for their delivery, weakening
fiscal accountability and encouraging tax avoidance and tax evasion.

3.11 By their very nature, certain provincial services like general administration and law and
order provide benefits to all citizens of the province. As users cannot be segregated for the
purpose of levying charges, these services have to be funded from general-purpose revenues.
On the other hand, social services like education and health, community services like water
supply and sanitation, and economic services (agricultural research and extension, irrigation,
etc.) are provided at different levels to different sets of consumers. As basic social services
generate potentially large social benefits, very low user charges are appropriate. However, cost
recovery rates for secondary and tertiary level social services also are very low, as is also the
case for most publicly provided economic services.6 As a result, most provincial services are
subsidized. Partly because of flaws in design and partly because affluent segments are in a
position to capture these subsidized services, the intended results of low user charges are not
realized. Moreover, incentives for collection of user charges are weak because they are not
retained by service providing departments and instead form the part of general purpose revenue.

3.12 User charges at present constitute only 13% of the provinces' own revenues, and the
cost recovery ratio is only 9%. While low cost recovery is expected for basic social services
like elementary education and primary health services, considering that the provinces also
provide secondary and tertiary levels of these services, cost recovery rates of only 3% and 4%,
respectively, are not justified. Hence charges for economic- and higher-level for the education
and health sectors social services should be enhanced commensurate with the amount and
quality of services consumed (see para 3.23 below). The equity and externality considerations
of levying these charges could be addressed by varying rates for different groups of consumers
and by level of services, or through some other mechanism. This would not only generate
additional revenue, which should be allowed to be retained by the service providing departnent,
but would also help regulate demand.

3.13 Irrigation is a good example of these issues. With a series of rate adjustments, the cost
recovery ratio in the irrigation sector has risen to about 40%, but this is still much too low given
that irrigation water is more like a private good than a public good. Further efforts are required

5 These include fines and penalties, sale of government assets (timber, firewood, charcoal, etc.) tolls on bridges,
roads and barrages, interest on loans to local bodies and provincial government employees, dividends from
investment in financial and non-financial instruments, etc.
6 Enhancing user-charges for social services raises strong equity concerns, especially for health services, where
low rates of user charges, in the absence of any health insurance scheme, are essential to provide access to
service to low income groups. Nevertheless, as bulk of the subsidy generated through low rates accrue to more
affluent groups, there perhaps is need to address the equity concerr.s through better designed , targeted and
implemented subsidy schemes.
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to enhance cost recovery, both by increasing water rates and by improving the assessment and
collection machinery, so as to achieve fIll cost recovery within a reasonable period of time (see
Box 3.1).

Box 3.1: Water Chazts and CostRecovery4f Irition Water

The canal irrigation system in Pakistan is plagued by''1iw elivery efflienc'y Tbis is mainly due to age,
overuse and poor mainteratce of the irrigation system. eferred maitance, caused mainly by inadequte
budgetay alloations, constitute the biggest faor behind te flling efficiency ofthe irrigation system. Inadequate
allocations for O&M activities of the irriation and drainge sector is appautnt fiom te fact at provincial cunrt
exp tureon irrigation has increasedat an averaerted 6.3%0per annum over the lst decade. Considering that
wages have been incresing at a much faster ;ie, this implies a declining share of non-wage O&M in current
expeniture. Despite the recent inreases in water chages, Xt overal costrcvery rate of irrigation setor is only
about-42%/..

This low level of cost recovery is mainly becse, water cha4es are not linked to O&M needs, and are kept low
su4~tedly to supply irrigatioi water to smallarmersat affobe rates. This subs-o i
water, however, encourages inefficient use of water and bneis: lage tiers onatel more. Moreover
water charges are coleted by the provincial revenue departments, and ca part of a common pool of.
revenues. This compounds the cost recovery probims dtuer not only to La* of incentive for the iiation
deparments to properly assess the water revenue, but also to, rnamat plemis of misreporting and leakages Ji
colleion of water charges. Assessment procedures vest excessive discretionary powers in the irigation Patw4 
who is responsible for verifying acreage under various crps. This informaton is used for assessment of water
charges and becones the basis of demand for collecion, which is the resposbiy of provincial Boards of
Revenue. Owing to the lack of accourtability and an effective monitoring system he patwari often colludes with
the fainers in misreporting and evasion, thus undermiing the fullrealizatin ofpotetial revenie.

As recovery of O&M costs is essenti for the sustability of the irigaton systn, efforts to bridge the gapa
between O&M expenses and cost recovery shoWd focus onaignin the water res with the unit cost of providing
irigon water, achieving greater efficieny in: the delivery Y i in the assessment and collection
pro~ures, and creating a system wherby the irrigain deprmets have eough incentives to match recovery
with their O&M expenses.
The is a considerable room for upward revision in the water rates as is evident form the willingness of the fanrers-
to pay as much as much as 5 times higher cost of tubewell war in Punjab. Also, prestly the cost of canal water
consute about 1% of the total cost of production of almost allmiaor crops, and is eqivalent to only 3% to 7% of
the net income per acre derivedfrom these crops, It must be emphasized, owever, tbat while there is a significant
scope fbr upward adjustment in the water charges, increase in water chauges must be accompanied by efforts to
achieve greater efficiency in the delivery of irigation water, An efficient deliery system would ensure that
fames are not made to pay the cost of inefficiecy in the delvery of irrigation water. Also, the prevailing system
of assessment and collection,needs to be revamped by putting into place an effecve monitoring system and an
accountability process that would ensure stict compliance with procedures and serve as a deterrent against
.ma ices.

PROVINCIAL TAX ADMINISTRATION

3.14 The provincial tax administration is bifurcated into two separate departments: (1) the
Excise and Taxation Department (E&T), which is entrusted with administration of roughly
nine major and a few minor provincial taxes and enforcement of prohibitions on liquor and
drugs; and (2) the Provincial Board of Revenue (BOR), which is responsible for assessment
and collection of land revenue, local rates, development cess, and other land charges. In
addition the BOR collects ushr, drainage cess and water charges and supervises the
administration of stamp duties and registration fees which are assessed and collected by an
independent department. The E&T department is headed by a Provincial Secretary and relies
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on an affiliated department - headed by the Director General (DG) E&T - for the
administration and collection of taxes. Separate and independent from the E&T, there is an
elaborate revenue administration managed by the BOR.

3.15 Despite an elaborate network, provincial tax administration is weak. Most of the taxes
are regulated by an obsolete legal framework which was devised prior to independence and
has been only slightly modified to respond to immediate exigencies. The land and property
records and assessment schedules are outdated and inaccessible to the general public, who
have to rely on the discretion of the lowest revenue official (Excise and Taxation Officer -
ETO - or Patwari) to determine their tax liability. These persons for the most part lack
formal training and apparently in many cases use their discretionary powers to engage in
corrupt practices. Provincial tax officials in general are poorly trained and have low
motivation. Although there is an intricate supervisory network above the lowest revenue
staff, actual supervision is very weak, records are either nonexistent or faulty, and there is no
attempt to verify the information supplied by the revenue official or taxpayer. The district
administration, which is supposed to play a critical role in supervising and overseeing the
revenue administration and attending to public grievances, has other competing demands
given the wide functions entrusted to it.

3.16 Computerization of land records has not taken place,7 and all records are maintained
manually. This creates great scope for errors and conceal:ment of tax records, giving rise to
opportunities for corruption. Malpractices are widespread, and the combination of
considerable powers with low remuneration and lack of supervision among revenue
administrators constitutes a strong inducement for corruption. The efficiency and objectivity of
the revenue administration has been further undermined by political pressures exerted at the
local level. While collection efficiency is extremely low, administration cost as a ratio to
revenue collected has been increasing over time. This is especially true of BOR, where due to
rapid increases in administrative costs and falling revenue from land-based taxes, the ratio of
collection costs to tax receipts has increased sharply.

RECOMMENDATIONS FOR RATIONALIZATION AND
ENHANCING REVENUE MOBILIZATION

3.17 The following recommendations highlight the structural changes in the provincial tax
structure that are needed, as there cannot be any quick fixes in their absence.

3.18 In order to streamline the provincial revenue system, a sound and effective
provincial fiscal policy should be devised, which should be consistent with national fiscal
policy while suiting the prevailing provincial economic coniditions. A much better approach
is to integrate federal and provincial fiscal policies, which would not only remove the
possibility of any two policies being mutually inconsistent, but would also lead to a more
even distribution of tax burden.

7 There is a pilot project for computerizing land records in 51 villages ir. Punjab, however.
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3.19 The first requirement in formulating such a policy is to base it on realism. At present,
provincial expenditures do not seem to correspond either to the provincial fiscal base or to

requirements. Moreover, as mentioned above immediate expenditure needs (not based on any

objective criteria and lacking effective prioritization) have to a large extent determined the
taxation structure in Pakistan. As a result ambitious revenue targets have been imposed on
the provinces' tax collection departments, without due regard to the capacity of the provinces
to collect in the absence of a major reform of the entire tax system. The policy response to
overall shortfalls in revenues (including in the federal divisible pool) has focused on
extracting more revenues from an already over-stretched tax system.

3.20 For provincial governments to have a significant degree of autonomy and
accountability, they should be made responsible for raising a substantial portion of their total
revenues rather than relying primarily on transfers of federal taxes from the federal
government. The standard prescriptions emanating from the theory of tax assignment to

different levels of government suggest that some of the more buoyant and high-yielding taxes
could be transferred to the provincial governments, or they should be allowed to share federal
bases by levying supplementary rates (over and above the federal rates), consistent with the
objectives of the overall integrated fiscal policy. In this regard, provincial sharing of income
tax, excise duties (especially in areas which are constitutionally assigned to the provinces),
and especially GST bases may be considered (see also Chapter 2).

3.21 Given the present nature of provincial taxes and levies, it is improbable that any
significant revenue could be raised by increases in the numbers or rates of existing
provincial taxes. On the contrary, such measures may undermine economic activity by
distorting incentives, as well as exacerbating inconvenience and rent-seeking. Also, as
already proposed, the element of revenue that is collected from administrative fees and
user charges needs to be isolated from taxes. There is a need to reclassify taxes according
to their functions and objectives before a serious restructuring of the tax system is engaged in.

3.22 In order to maximize the revenue potential of provincial taxes, there is an overriding
need to simplify the tax system at the provincial level by: (i) consolidating the many small
taxes into a limited number of relatively high-yielding, non-distortionary and buoyant
provincial taxes; and (ii) eliminating taxes which have only "nuisance" value. The
provinces in their 2000/01 budgets have taken major steps in this direction, by consolidating
and reducing the number of provincial taxes by around half or more. The resulting improved
tax structure should provide a better foundation for rapid growth of provincial revenues in the
future.

3.23 Serious consideration should be given to consolidating taxes on services into either
one provincial level tax, or better still into the GST. The revenue needs of the provinces
could then be met by making adequate adjustments in other broad-based taxes (e.g. GST) and
ensuring that these changes are reflected in the NFC transfers.

3.24 As already suggested, user charges and administrative fees should be enhanced
and rationalized, both for improved cost recovery and also to help regulate demand for these
services. Given Pakistan's unsatisfactory social indicators, low ability and (perhaps)
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willingness to pay for economic, community and social services, especially in the rural and
poor urban areas, enhancement of user charges needs to be undertaken with care. Table 3.5
provides some tentative suggestions for rationalization of user charges (in terms of improving
cost recovery) for some key provincial services. These suggested improvements in cost
recovery rates would generate estimated additional revenue of Rs 16 billion from user charges
(equivalent to 10% of present overall revenue receipts of th1e provinces).

Table 3.5: Suggested and Actual Cost Recovery Rates for Provincially
Delivered Services

Sug ested Rates (%) Present Rates (%
Urban Rru~al Average Actual

Education_

Primary _ 0 1.5 0.1
Secondary 10 5 6 0.9

University/College 25 25 19.2

Professional/Technical 30 30 2.2
Others 30 15 20 8.1

Health

Immunization 5 0.9
Out Patient & Ward 00 1.3
Room 25 25 25 6.2
Surgery 30 30 30 17.5
Mother & Child 10! 5 6 0.7

Public Health* 50 25 30 25.5

Large Small Average Present
|Agriculture 52 26 32 10.6
Extension 50 25 30 3.5
Plant Protection 50 25 30 17.3
Seeds 50 25 30 12.5
Agricultural Machinery 60 30 35 25.3
Others 60 30 35 9.6

Irrigation 100 75 80 42.1
Forestry 100 70 80 21.3
Fisheries 70 35 40 11.5
Industry & Mineral Resources 100 60 75 67.2
,Transport & Communications 60 30 40 22.6

3.25 Specific options for streamlining and restructuring provincial taxes include the
following:

(a) The imposition of Agricultural Income Tax (AIT') is a significant development, but it
may take some time to generate substantial revenues because of the difficulties in
assessing actual income from agricultural activities (see Box 3.2 for the structure on
AIT in Punjab). A land-based presumptive tax, as adopted by three of the four
provinces, appears to be a good starting point. Nevertheless, the differential treatment
of agriculture and other sectors for the purpose cf income taxation would remain a
major anomaly in the tax structure. Thus over the longer term, agricultural income
should not be differentiated from other souirces of income for income tax
purposes.8 In the interim period, the provinces should make strong efforts to improve
assessment and collection of agricultural tax. There are several possible options and

8 The new government had stated that from the 2000/01 budget onward, for taxation purposes agricultural
income would be treated the same way as income from other sources.
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transitional paths for strengthening and relationalizing the AIT. One is to convert the
base of the tax to annual rental value of land. Another option would be to keep a
land-based farm tax on small farms (with no exemptions), while bringing the
larger commercial farms under normal income taxation.9 Such reform measures
would not only bring the tax base closer to the actual base (i.e. agricultural income)
but would also help establish the required documentation and procedures to facilitate
the move to an actual income based tax in the next stage.'0

Box 3.2: Agriculture 1nkome Tax (AIl) in Puijab

This tax which was introduced in 6 as Aricultural Income TaX (AlT), was in fact a land-based tax, I
widtf,net area sown' being the tax base, but with a- gn exempon Jimit of 12.5 acres. The tax was;
prnressive with respect to sown area. For taxable lmdowners with irrigated a4 the tax rate was Rs 100 per
ace if the area sown was less than 25 acres, Rs 300 per acre if area sown was between 25 and 50 acres and PR* 
3per a if area sown was over 50 acres. For unirrigated areas the tax rtes were half of those in the irigate4
area~ AThe estimated potential xevenueom agri-culture taxs a Rs 2 iion wiactual collection'
ati.m 75 % of the potetial. This is in conipmIs.n to a,estated Rs sO billion that could be collected by,
tanricultural income the same way as Is done frw non-eakr sectrs.

In assessing the incdence of the AIT on the it sector, it to be borne in mindthatthe .
-h.a&replac the old land revenue, which in turn had largely been replaced by Ushr (an Islamic welfe tax) i
t1weaffy 1980s. The ushr system worked reasonable well Xor te initial few years, but since ten i has lare.
ceased function and collects only nominal amounts. If thie ushr systerb; h ued as efficiently as in the
eady 1980s, its net burden on the fanners in 1999100 would have.exceedethat of the AlT, Hence, introductiot3
of h AIT had not meant a breakth in detax-atio f the farm secor If anythng the burden of tax TidX
delied from the level of the early 1980s, althou i was Veater th#i tit was prior to the introduction o
AIT in 1996. The tax was not bwyant, as inceases in thie revenue couldbe ibout only by increasing th
tax ntes, or in unlikely situations of increasesin net amreasown. Moreover, by excluding farm area sown twice,

theWm tax is a poor substitute for income tax. Finaly theALT gives undue discretionary powers to lower-
rMliifig revenue officers (patwaris) to assess evolmiof et area sown. 

Considering the limitation of land-based tax, the government recently converted the tax into ai
combination of income and land-based tax. PFor larger fims (of size 50 more) a full-fledged income tax
ofhe type applicable to non-agriculturl income has been initued, albeit withsomewhat lower rates and a
higberibreshold limit ta those for non-aicultural income. For smalesr fams, lamx-based tax continues, with'
theold rates and exemption lhmit.

While the present mode of AIT is clearly a much better and mTore equitable alternative than te land-
based tax, it only partially resolves the problem of cross-ector equity and,tax evasion (by declaring non-X
agruu income as farm income). Moreover, periodic rvison in tax rates t ak them realistic, so that the
burden'becomes comparable with the other sectors, is not very atracve. It would require legislative approval
eachyear, and such approa may be hard to obtain given the complexion of the provincial legislature. It is
tet6 desirable that the farm tax component of ALT be converted into an iicome tax over time . Moreover>,.
the rates and threshold limit of the tax need to be made homogeneous with othse of non-agricultural income, in
order to establish cross-sectral equity and to remove the possibility of non-agriculiural income being declared
asaultural income to evade income tax.

(b) The large number of Stamp Duties imposes an additional burden on the already weak
provincial tax administration. There is a need to reduce their number by consolidating
many duties into a few taxes and abolishing the low-yielding duties. Moreover, due to
the cascading effect of a large number of duties, the effective tax rate has become very

9 The Punjab government has already estimated annual rental value (ARV) for all farms in the province.
Nevertheless, in view of the perceived administrative problems, the province is expected to continue with the
land-based tax in the near future, especially for smaller farms.
'0 This subject is examined in detail in World Bank report "Agricultural Taxation in Pakistan" (June 1999).
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high, which not only encourages tax evasion and avoidance but also stifles economic
activity. A more rational tax structure for these duties needs to be put in place. In the
medium term, subsuming stamp duties in the sales tax on services (like other
provincial taxes) could be considered.

(c) Motor Vehicle Taxes should be consolidated into a few rates based on type of vehicle
and size of engine. Given the local nature of the tax, it should be devolved to the local
governments.

(d) Provincial Excise Duties on alcohol should be converted from specific to ad valorem
rates in order to capture the impact of inflation. Licenses would remain as adjustable
specific fees, but treated as a user charge.

(e) In order to develop a more efficient inter-governmental fiscal set-up, it may be
advisable to devolve as many federal excises as possible to the provincial
governments. Given the weak tax administration of the provinces, the federal
government may have to assume responsibility for collecting these taxes on the
provinces' behalf during a transitional period, while the provincial tax administration
is being strengthened to take up this responsibility.

(f) The Urban Immovable Property Tax would be retained as the main local
government tax, with reduction of exemptions, removal of the distinction between
owner-occupied and rented properties, and shifting the basis of valuation to capital
value. Like the motor vehicle tax, this tax also may be devolved to the local
government (or at least the revenue from the tax shared with local governments over
time.

(g) All other provincial taxes may be abolished and subsumed under the extension of GST
to the services sector or consolidated into a few heads. Any administrative charges for
services rendered would still be levied. If it is considered necessary to ensure the
legality of a document, stamp duty could be retairLed, but charged at a realistic rate
reflecting the cost of the service and not as a tax.

3.26 The concentration of provincial tax generating capacity in a limited number of
revenue-yielding taxes plus the extension of GST to services will allow the Excise and
Taxation (E&T) Department and the Board of Revenue (BOR) to administer these taxes more
effectively, which will increase their yields. Existing staff currently allocated to collecting
redundant taxes (along with an adequate operations budget) could be reassigned to the
administration of the remaining taxes so as to ensure that the administrative principles
outlined above can be achieved.

3.27 Significant revenue is lost due to weak provincial tax administration at present. Hence
improvements in tax administration are perhaps the most cost-effective way to increase
provincial revenue resources in the short run. In the short run, provincial the governments
should concentrate on improving the capacity and efficiency of the BOR and E&T
departments by improving the overall level of motivation of their staff through instituting a
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better incentive system coupled with an effective training program, and through
computerization of land and tax records. The two revenue collection agencies should be
restructured and merged into a single, autonomous entity in each province, responsible for
collection all provincial taxes. This would not only eliminate duplication of efforts, but will
also help in better assessment of taxes through use of a common database.

3.28 The Constitution of Pakistan assigns taxes on services to the provinces, but it is not
envisaged that the extension of GST to services will be administered at the provincial level.
The GST is a value added type tax, so refunds have to be made for taxes paid on inputs. GST
on services cannot be separated from GST on goods, as there will be refunds on non-service
inputs for the creation of services, just as there will be refunds on service inputs for the
manufacture of goods. Moreover, as noted earlier the provincial tax administrations are weak
and would be unable to effectively collect a relatively sophisticated tax like GST. For GST to
work efficiently under these circumstances, its administration should be unified. However, in
keeping with the Constitution's provisions, the distribution of revenue collected from GST on
services can be allocated to the provinces after deduction of a reasonable collection charge
(see Box 3.3).

3.29 The treatment of taxation on services highlights an important issue of provincial
finances. The tax base of the provinces is narrow, and this is reflected in the fact that some
80% of provincial revenues are federally collected (and then transferred to the provinces via
the NFC mechanism). This is not surprising given that the taxes administered at the federal
level of government are those with the widest tax base. These are also the taxes where it is
easiest both from an administrative and policy perspective to adjust tax rates to meet resource
requirements for expenditure programs.

3.30 This leads to the conclusion that attempts to address the provincial revenue shortfall
(after expenditures are rationalized) should not be limited to rationalizing and improving the
collection of existing provincial taxes. As discussed in Chapter 2, over the longer run various
options need to be explored for reducing the disconnect between the provinces' limited tax
bases and their very heavy expenditure responsibilities, through an appropriate form of fiscal
devolution.

3.31 As suggested in Chapter 2 in the context of tax devolution, provinces could decide to
levy supplementary rates on GST (on both goods and services) over and above the
(rationalized) federal rates, while collection would remain a federal responsibility. Such
"add-ons" by the provinces on a federally-collected tax like the GST could be implemented in
a phased manner. For example, in the early stages the supplementary rate charged by the
provinces could be limited by the federal government to a stipulated, fairly narrow range to
ensure that rates do not vary substantially across provinces, or even the supplementary rate
could be fixed for a time. Such restrictions could be subsequently eased as implementation of
fiscal devolution progresses.
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3.32 Implementation of all of the above recommendations would improve the structure of
provincial taxes (and user charges) and their revenue potential over the medium term. In the
short run, however, these changes, along with the devolution of certain provincial taxes to (and
sharing the revenue of others with) the local governments, would probably leave the level of
provincial revenue unchanged. Therefore, in the short run the provinces would need to continue
to rely heavily on federal revenue transfers to meet their expenditure needs. Higher revenue
transfers to the provinces would come from sharing the presently unshared taxes (e.g. surcharge
on petroleum) and conversion of federal excise duties on services into GST (with the entire
revenue from these taxes transferred to the provinces, which would then be shared with local
governments). This reassignment of tax revenues is likely to increase provincial revenue receipts
by about 15% (about Rs 23 billion), while at the same time it would more than double the
revenue of local governments (increasing them by Rs 13 billion). Such short-term adjustments
should not, however, be considered a substitute for the major tax devolution proposed to address
the severe vertical fiscal imbalances that plague Pakistan's system of intergovernmental fiscal
relations.
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CHAPTER 4. IMPROVING PROVINCIAL EXPENDITURE
MANAGEMENT AND GOVERNANCE

4.1 Budgeting and expenditure management processes at the provincial as well as the
federal level have failed to deliver public services in an effective and efficient manner. This
can be attributed to a number of problems which have remained unaddressed for decades.
Moreover, the deteriorating fiscal situation of the provinces has adversely affected service
delivery, as a result of the shrinking level of resources and the inability of the budget process
to make needed structural adjustments in a timely manner. In the absence of improvements in
provincial budgeting and expenditure management, these problems will continue and worsen
over time.

4.2 The weaknesses of the budgeting process mainly stem from (a) its short-run and input
focus, with hardly any attention given to "outputs" of the process or to medium-term
expenditure liabilities or resource availability; (b) procedural bottlenecks, which make the
budgeting process extremely rigid and inhibit appropriate prioritization; (c) the absence of
effective links between policy-making, planning, and budgeting institutions and processes; (d)
weak and inappropriate institutional arrangements and mechanisms; (e) ineffective and
diffused decisionmaking; and (f) political intervention, lack of transparency, and insufficient
accountability.

SHORT-TERM AND INPUT FOCUS

4.3 Unlike in a number of developing countries which have adopted program budgeting
based on a Medium-Term Budget Framework (see Box 4.1 for a discussion of Uganda and
Tanzania), the budgetary process in Pakistan continues to have an almost exclusive input
focus, with performance judged mainly in terms of spending the allocated budget. Moreover,
this approach to budgetary decisionmaking is oriented toward the short run and fails to take
into account longer-term costs and benefits. This inappropriate focus of the budgetary
process is a manifestation of the fact that the government (and to a very large extent, the
society) has lost sight of the appropriate role of the public sector. The role of the provincial
governments has become mainly associated with direct provision of employment, to the
detriment of effective and efficient delivery of public services. As a result, employment in the
provincial civil services has increased rapidly over the lasi: two decades. Although from an
international perspective the size of public employment in relation to the total population in
Pakistan has remained relatively low, the government establishment appears oversized in
relation to the size of the economy, the resources available to the public sector, and the level
and especially quality of public services delivered.

4.4 The crux of the issue is that an increasingly large proportion of provincial expenditure
budgets is being devoted to personnel spending, and few resources are left for high-priority
non-wage requirements. Both the provincial governments and to a large extent communities
appear to view government mainly as "employer of first anc last resort." As a result, although
the provincial wage bills are protected, insufficient funds are left for O&M of existing public
infrastructure and services. This has led to a sub-optimal rmix of wage and non-wage inputs,
resulting in lesser quantity and poorer quality of services provided. The clear prescription to
improve outputs in such circumstances is to shift resources from wage to non-wage inputs by
adjusting the size of the provincial civil service.
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Box 4.1: MTBF Experience in Uganda and Tainania

Since the early 1990s, the Govenment of Ugada has been progressively introducing a medium-term
budge framework. The process involves close collaboration between Minsty of Finarce (MOF), which is in
charge of the prepaation of the anmual budget, and the. Ministy of Planning: and Economic Development
(PED)., which is responsible for medium-term budget plaing. The i-ti MtF reforms were introduced
with the 1992/93 budget and focused on strengthening the macro framework for the budget and making
irovements in fiscal forecasting in order to provide more robust paramters for budget setting. By the time of
the 1995/96 budget, it was felt that sufficient progress had been made to allow the setting of three year resource
frameworks for each sectoral program covering both recurrent and development expenditures. This involves a
serie,of sector review meetingS held between MOFA/PED and the line ministries, These meetings seek to
sdy shifts in expenditure patterns that are implied by government policy objectives and strategies or are

necssary to improve the delivery of public services. After the completion of the sector review meetings, the
MOP/MPED puts together a Budget Framework Paper (BFP) which:
* Ouies th ree-year ffamew or the public expendte program;
* Set- forth the main expediture policy issues; and
* Proposes recurrent and development resource ceilings: fr each of the principal sector programs for the

coming three-year period, consistent with the macro fiamework.
-Once prepared the BFP is considered for apprvW by the cabinet, and after its approval it provides the

framework for the subsequent detailed budgetprepation exercie.
| Uganda's MTEF is to be further strengthened by (i) insitutionalizing the two-stage budgeting procs

that ha been introduced with the BFP; (ii) inculcating a stronger outcome focus to the MTBF; (iii) bringing all
39 district budgets within the MTBF; and (iv) introducing a common program framework to be lied to both
development and recurrent budgets as a prelude to eventual integration of the two budgets.

Although considerable progress has been made with the intoduction of the MTBF, a number of
difficuties have been encountered. These include: (i) the unwillingness of the stakeholders to consider
rationaization of their progrms; (ii) the limited detail of the sector review submissions required from the line
m= isries; (iii) delays experienced in finalizing the BPP and getting Cabie agreement to the resource ceilings;
and; ( diffculties in holding line ministry budgetsto the resoure ceigs.

Tanzania has also endeavored to introduce an MO7F, in the fom of a Rolling Plan and Forward
Budget (RPFB), since the early i990s. This has involved cooperaion between the Planning Conmission and the
M-inty of Finance and has superseded the previous systemof Five Year Plans. The exercise has had limited:
success so far,

On the positive side:
* The RPEB provided a succinct, coherent, and widely available statement of the government of Tanzania's

macroeconomic and sctor policies. It played a sigifant part in m6di6fing prevailing perceptions about
the role of government and of planning i a marketeconomy.

* There was considerable progress in developing consisnt fiscal prcjections based on a model shared by the
cetal resource agencies ofgovernment

* Ther was also some progress in pnming and consolidating the excessive number of development projects.
On the other hand:

* Adequate political involvement in the exercise was not achieved, contributing.to failure to adhere either to,
the macro targets or to the sector allocations put forward in e RPFB.

* Te Forward Budget proJections remained an academic exerise. Th urgency of annual budget preparation
continually led to focus on the next yeaes budget at the expens of medium-tenn prQjections, and failure to
adhere even to the annual expenditure target robbed the proecions for later years of credibility.

* For similar reasons, the intended integration between recent and development budgets was not achieved.
(However, the governmeat has recently assigned responsibility for both recwrent and development budgets
to the Ministry of Finance.)

The Tanzanian experience demonstrates the importae of politic commitment to the MTBF, and also
that of the sequencing of decisions. High-level political agreement on strategy and on broad expenditure targets
needs to precede annual budget preparation if the strategic framework for budgets is to be taken seriously. And
the government must demonstrate the determination and ability to enforce expenditure controls.
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4.5 An important initial step in this direction would be to collect and compile complete and
accurate information on provincial employment through baseline surveys and/or censuses, which
would determine the size, composition, and skill mix of staff in each provincial government
department, agency, public enterprise and autonomous bedy. This has to be followed by
professional functional reviews of all provincial public sector entities, which would not only
assess their objectives, roles, and staffing needs, but would also deternine the scope for shifting
some (or all) of their activities to the private sector or devolving them to the local governments.
The implications of the government's devolution initiative (see Chapter 5) would need to be fully
taken into account in these reviews. It is of critical importance that these reviews be led by
experts outside the government but with full support and cooperation of high-ranking officials.
More generally, and building on the reviews, the provinces need to develop a vision of the future
size, structure, roles, incentives and management of the provincial civil services. Based on this
vision, phased restructuring of staffing and expenditures should be initiated, perhaps by
focussing on key agencies whose improved functionning i:, most critical for the progress of
reforms and for better governance (e.g. tax administration, police, basic social service providers,
judiciary).

PROCEDURAL INADEQUACIES

4.6 Budgetary processes in Pakistan are marred by procedural inadequacies and rigidities,
which affect both the recurrent and development budgets. These include:

(a) Structural Rigidities: Existing budgetary processes and practices exacerbate structural
rigidities. For example, when budgeting, spending is bifurcated into "permanent" and
"-new" expenditures, subject to different budgeting processes and leaving no scope for a
more general assessment of both the priorities and the funding requirements of current
activities. About 90% of the current budget is "permanent" and is generally formulated
on an incremental basis. Consequently there is no incentive for a line department to scale
back or close down a "permanent" activity that is no longer of high priority. This is so
because the net outcome of stopping any particular "permanent" expenditure activity
would be a straightforward loss of resources to the department. The result is protection
of the existing structure of activities irrespective of their efficiency or the associated
outputs.

The "new" expenditures (i.e. the Schedule of New Expenditures - SNEs) in principle are
somewhat better examined for relative priorities, bur: in practice this is diluted by the
incessant political pressure to shift completed schemes from the development to the
recurrent budget. The provincial budgets therefore neither adequately reflect nor are
capable of quickly adapting to changes in government priorities.

Moreover, as the budgets formulated in this manner are inconsistent with changes in unit
costs of providing services or operating provincial and local infrastructure, the allocations
made through this incremental budgeting process are usually inconsistent with funding
needs, as the emphasis of annual increments in allocations is to protect the wage bill, thus
exacerbating shortfalls in non-wage allocations. T his problem may also be partly
responsible for the building up of provincial deferred liabilities, especially to WAPDA.
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(b) Outdated Yardsticks: A large number of expenditure yardsticks exist at the provincial
level which, in principle, permit the calculation and application of unit costs in planning
expenditure activities in the budget. In practice, these yardsticks are updated infrequently
and, in the interim, are adjusted only according to the projected increase in "permanent"
expenditures, irrespective of actual changes in the underlying costs of inputs. To the
extent that prices of particular inputs are increasing faster than the percentage increase
allocated to "permanent" expenditures, O&M allocations will become increasingly
inadequate.

(c) Budgeting for Vacant Posts: It is normal practice for the provincial governments to
make full budgetary provision for the public service establishment, including unfilled
vacant positions. Under normal circumstances this would not be considered unusual,
although some ex-post adjustments in spending may be needed depending on actual
recruitment. Currently, however, a recruitment ban is in force in the provinces.
Nevertheless, the provincial budgets continue to include provisions for all vacancies. In
fact, it has become normal practice to use the allocation for vacancies as an informal
buffer in the provincial budgets to help offset revenue shortfalls or overspending in other
expenditure categories. This undermines the transparency of the budgeting process and
the credibility of budget allocations.

(d) Weaknesses in Preparation and Budgeting of the Development Program: In principle,
the provincial Annual Development Program (ADP) is conceived and formulated in a
"bottom-up" manner according to provincial priorities as identified by line departments
(but consistent with national priorities and within a hard resource constraint established by
the federal government). In practice, however, project initiation for a substantial
component of the ADP is not determined by provincial priorities, and the aggregate size of
the provincial development budget bears little relation to available resources. The net
outcome is a series of projects, and associated development budget activities, which are
inadequately funded, poorly prioritized, and not well-linked to overall or sectoral
development strategy.

Moreover, as in the case of the recurrent budget, the guidelines for preparation of the
development budget are essentially incremental. The planning department generally
specifies a given percentage increase in the overall development budget, which in theory
provides scope for inter-sectoral adjustments. In practice, however, these guidelines are
interpreted by the line departments to apply to each sector and sub-sector, allowing little
scope for re-prioritizing between sectors.

For most of their fiscal history, the provinces have relied heavily on cash development
loans (CDL) provided by the federal government and project assistance from the donors
to finance the bulk of their development spending. CDL is apportioned on the basis of
population shares and is used to finance local schemes as well as the counterpart funding
requirements of donor-assisted projects. Donor assistance is made available to the
provinces on the same terms and conditions as provided by the donors. The different
criteria used in allocating local and foreign development funds to the provinces can result
in a mis-match between donors' (expected) disbursements and the counterpart funds
available to execute donor-assisted projects, leading to poor implementation of these
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projects, lower foreign aid disbursements, and correspondingly reduced effectiveness of
donor funding.

STRUCTURAL DISCONNECT BETWEEN POLICY, PLANN:[NG, AND BUDGETING

4.7 At present there is a very sharp and unwarranted distinction between development and
current expenditures in all budgetary processes. Line departments can increase their claims on
scarce budgetary resources by initiating as many development projects as they can get approved,
irrespective of their own implementation capacity and expected future resource availability. The
provincial expenditure budgets thus have become heavily biased in favor of asset creation as
opposed to asset maintenance and service delivery. The disconnect in preparation of the
recurrent and development budgets is related to the provinces' inability to link policies, planning
and budgeting, which are undertaken independently by different players in the government.
Whereas policy making remains fundamentally the responsibility of the politicians, planning is
done by the planning departments and is confined mainly to public investment activities, usually
not closely related to the budgeting of the aggregate size of the development program (which is
the responsibility of the finance departments). As discussed earlier, budgeting of recurrent
expenditures is handled separately from the development budget and is overseen by the finance
department.

4.8 In the initial stages, the development program is prepared with little knowledge or
consideration of the resources that would be available to finance it. As a consequence, the
development budget tends to be over-programmed and substantially in excess of the likely
resources available. It therefore has to be compressed, usually arbitrarily, to fit into the resource
constraint, leading to overcrowding of development programs, with a large "throw-forward" (i.e.
claim on future development resources) of on-going projects (see Box 4.2). This is usually done
by spreading resources thinly over a large portfolio of projects, thereby delaying completion,
which raises their costs and erodes their economic and social returns. Moreover, the preparation of
development budgets does not take into consideration the impact on future current expenditures,
required to operate and maintain the assets created. Although at the decision point for going
ahead with a project, information on recurrent cost implications is recorded on the PC-1
proforma, in practice this information is rarely used to assess the sustainability of the project and
determine whether it should be approved or rejected.

4.9 In this regard, the role of the donor community in the budget process often has been
somewhat problematic. First, through their project interventions they have sometimes
inadvertently promoted a culture whereby new development expenditure is given priority over
adequate O&M spending. Second, until recently donor missions paid only limited attention to
the prevailing fiscal situation and the broader public expenditure management process in the
provinces and their impact on the implementation and sustainability of projects. The result is the
creation of critical masses of support for projects (also related to associated benefits and
perquisites) without taking into account the resource context and relative priorities.
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4.10 The consequence of all these factors is that there is a large flow of new and commritted
projects for which there has been no operational assessment of whether the future funding
requirements are compatible with the likely availability of resources. This is further
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compounded by the fact that revenue forecasting looks no 1,Farther ahead than one year. The
combination of these two factors leads to overextended and cvercrowded provincial investment
programs, an excessive amount of work in progress, and delayed project completions with
associated cost increases, as well as shortfalls in downstream O&M funding.

INADEQUATE INTER-GOVERNMENTAL COORDINATION

4.11 Lack of coordination both within provincial governments and especially across different
tiers of government constitutes another major impediment to an effective budgeting process. The
more important of these include the following:

(a) Lack of Revenue Projections: The failure of provincial governments to produce
meaningful medium-term revenue projections partly reflects the lack of any provision in
the existing procedures for estimating the resource envelope beyond one year ahead. More
important, the provinces have effectively abdicated their responsibility for estimating future
revenues from federal transfers. Mainly for strategic reasons, they simply assume that the
projections originally made for the current NFC revenue sharing arrangement will continue
to hold throughout the lifetime of the arrangement. Ihey fear that if accurate revenue
projections during a time of fiscal crisis result in a reduclion in provincial expenditures, this
may be used as a justification by the federal government to adjust the next NFC revenue
sharing formula in its favor. While preparing their respective budgets, the provinces take
the federal government's projections of current-year revenue transfers at face value. In
other words, no projection at all is made by the provincial governments for some 80% of
their total resources.

This represents a major flaw in the provincial budget process, as is illustrated in Table 4.1.
The table shows that actual federal tax transfers to Punjab province in 1997/98 fell more
than 10% short of those "projected" by the federal government for the year. Without more
accurate forecasts of federal revenues, it will be very difficult to formulate meaningful
provincial budgets. Under the current institutional relationship between the federal and
provincial governments, there is a serious disincentive to accurately project provincial
revenues and to adjust the structure of expenditures accordingly.

Table 4.1: Budgeted, Revised and Actual Revenues from Federal Tax
Assignments, Provincial Government of Punjab 1997/98

(Rs millions)
Budgeted Revised Actual

Revenue from shared tax transfers 66,012 61,935 58,992
Percentage of amount budgeted 100% 94% 89%

Source: World Bank and Provincial Government of Punjab Finance Accounts 199 7/98

(b) At-Source Deductions: Although an outcome of the general deterioration of the fiscal
situation in recent years, the practice of at-source deductions for payment of utility and
other charges is a powerful disincentive to the preparation of realistic budgets and
appropriate use of resources. The problem is compounded by the fact that metering of
individual consumers within the provincial governments (especially electricity
consumption) to a large extent appears not to take place. As a result of these two factors,
excessive utility consumption is effectively guaranteed by a "first call" on the resources

54



of the provincial governments. Although in principle a given office, agency or
department is allocated a budget line for such consumption, this allocation has no
meaning. De facto consumption simply goes ahead in excess of the budget allocation, to
be paid ultimately via at-source deduction from the divisible pool. This has led to a
situation of great uncertainty with regard to resource availability for the provinces (net of
at-source deductions), allocation of resources within the provincial budgets, and the
provinces' overall net fiscal position.

Moreover, the provincial governments cogently argue that the practice of at-source
deduction for electricity consumption has facilitated serious over-billing of the provinces
by WAPDA. While WAPDA claims that the Sindh govemrnent owes WAPDA Rs 12
billion in unpaid electricity bills, the provincial government considers that WAPDA had
been over-billing the provincial government and contends that WAPDA should refund
about Rs 6 billion to the Sindh government. Similarly, according to WAPDA the Punjab
government owed WAPDA Rs 3.8 billion as of April 1999. However, the Punjab
government considers that WAPDA has been overbilling the provincial government and
in addition has not been transferring the revenues from electricity duty which it collects
on behalf of the provincial government. For these reasons, Punjab considers that
WAPDA owes Rs 5 billion to the provincial government.

INEFFECTIVE DECISIONMAKING

4.12 Planning in Pakistan is a top-bottom process. While the provincial governments are
asked to provide inputs into the Five Year Plans, Plan priorities are generally set by the federal
government. Even in annual planning, the sectoral and project-wise priorities reflected in the
provincial ADP are somewhat distorted because of pressures from the federal government to
include certain projects and programs in the ADP, which may not conform to provincial
priorities. For example, the hard currency made available through donor funds for ADP projects
is routed through and retained by the federal government. The equivalent local currency is then
passed on to the respective provincial government(s). Considerable pressure is put on provincial
governments to propose development projects that have the greatest possibility of receiving
donor support, in order to expand the federal government's access to much-needed foreign
exchange. In this context, the role of donors in the provincial budgetary process has sometimes
been problematic.

4.13 In addition to the explicit obligation under the development budget guidelines to
adequately fund foreign-aided projects (irrespective of priorities), provincial governments also
experience pressure at the stage of initiating new foreign aided projects. The nature of the
provincial government bureaucracy and political structure is such that it is frequently possible to
generate a critical mass of support for a foreign-aided project within the relevant line department,
without due regard to its funding implications or relative priority. This could occur as a result of
various incentives associated with donor-funded projects (e.g. provision of project vehicles,
computers, opportunities for travel, expansion in employment, etc.), or simply a desire on the
part of departments to expand their access to resources in order to achieve departmental
objectives. Once the line department is convinced of the "benefits" of a project, it may be
possible to generate the requisite political support for the project to override any prioritization
concerns of the Planning and Development Department and budgetary concerns of the Finance
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Department. As a result, the provincial ADPs may contain a portfolio of donor-supported
projects that does not necessarily correspond to provincial priorities and whose completion and
subsequent O&M requirements exceed the financial resources that can reasonably be expected to
be available to the provinces.

4.14 Donors can mitigate their potentially negative influence by, first, explicitly recognizing
the issue and ensuring that donor missions are fully briefed accordingly. In addition, much
closer relationships need to be established with both the Plarning and Development Department
and the Finance Department during the early stages of project identification and preparation.
The purpose would be to ensure that the donor becomes fully aware of the views and concerns of
these agencies with regard to the relative priority of a given project within the overall ADP and
its budgetary implications, before the project gains momentum which would be very difficult to
reverse.

4.15 It is becoming increasingly recognized that the productivity of donor support depends to
a large extent on appropriate allocation and use of government budgetary resources. Thus a
fundamental means of making donor assistance more effiective is to bring in good public
expenditure management practices. Once public expenditure management is improved, it makes
sense to provide donor resources (with appropriate accountability and safeguards) in as
unconstrained a manner as possible. This in part explains the increased use of program aid and
policy-based assistance in the delivery of donor support to developing countries.

PROBLEMS IN FINANCIAL MANAGEMENT

4.16 Although well-defined functions and responsibilities are assigned to various individuals
and institutions, financial management in Pakistan, especially in the provinces, has remained
weak. This is partly because financial management in the provinces has tended to be associated
with financial controls, and partly because the financial rules are frequently by-passed and
circumvented. Furthermore, interference in finance-related matters by political leaders, lack of
transparency in financial management, weak capacity of financial institutions and weak
accountability have all contributed to weakening of financial management. Financial controls
are needed to impose a hard budget constraint, but excessive pre-occupation on the part of
provincial finance departments and accountant generals' offices with financial controls may
become an obstacle to smooth and efficient government functioning.

4.17 By-Passing of Procedures: Regular procedures are frequently by-passed in response to
"pressures" to ensure that projects and programs are funded, irrespective of resource availability
or prioritization. The provincial ADPs contain projects which have been initiated without having
obtained the required approvals - a direct (and apparently established) contravention of
established procedures. Similarly, while the budget procedures clearly stipulate that only
approved projects should be considered for ADP financing, the development programs of every
province contain a significant number of unapproved projects.

4.18 Weak Financial Institutions: Institutions responsible for managing the provinces'
finances and maintaining financial discipline have neither the technical capacity nor the
motivation to undertake these important tasks. The finance departments play a pivotal role in
financial management. Although they usually attract high-quality bureaucrats, the technical
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skills required for modem public sector financial management are generally lacking, especially
among mid-level officials. The situation is even worse in the Accountant General's and treasury
offices, which are essential components of financial management and control. Although the
District Accounts Officers (DAOs) as representatives of the AG's office and the treasury
officers play the most important role in disbursement and control of provincial expenditures, they
usually lack basic training. Moreover, coordination between the financial management
institutions and provincial line departments is less than adequate. While the finance
departments, due to their central coordinating role, are often in a position to give helpful advice
on financial matters to the line departments, they generally refrain from doing so.

4.19 There are also serious problems with the timeliness and reconciliation of provincial fiscal
data. There are some significant discrepancies between the federal and provincial government
data on financial flows between the two levels of government, mainly because some transactions
are treated as "net" by the provinces, while the federal government treat them as "gross" flows.
The problem lingers on due to lack of an established inter-govemmental institutional framework
for reconciling data, and it is compounded by accounting weaknesses at the provincial level. As
per rules, the DAOs and treasury officers are to submit a monthly account of receipts and
expenditures (and of deposits) to the Accountant General's office by the fifth of the following
month. The Accountant General's Office then consolidates and compiles these Civil Accounts
and submits them to the Finance Department by fifteenth of the month following the month for
which the accounts pertain. While these data could provide important information for the
finance departments for improving fiscal monitoring, their usefulness is compromised by lack of
concern of the Principal Accounting Officers (PAOs) of the line departments for their accounting
responsibilities, which provides disincentive for regular reconciliation of data between the
Drawing and Disbursing Officers (DDOs) of the line departments and the DAOs.1 Similarly,
delayed communication of expenditure information (to the AG's office) by the National Bank
(NBP) and State Bank of Pakistan (SBP) further aggravates the problem.

4.20 Increasing and inappropriate use of Personal Ledger Accounts (PLAs) is another factor
adding to data reconciliation problems. The PLAs were created mainly to accelerate the pace of
disbursements for development projects. However, the amounts transferred to a PLA are booked
as expenditure by the AG's office, even when no actual transaction has taken place. As all PLAs
lapse at the end of each fiscal year, adjustments are made to end-June civil accounts (final) by
accommodating surrenders of excess amounts back to the finance departments (if any). Until
such adjustments are made, the expenditure shown by the civil accounts would be higher than the
expenditure actually incurred.

4.21 Nevertheless, the most serious problem with the AG's data on expenditures is that not all
development expenditure is officially recorded in the public accounts. This situation arises from
arrangements reached with donors, which allow project entities to send SOEs directly to donors
for reimbursements. Although expenditure reports are sent to the Economic Affairs Division
(EAD), these expenditures are never fully recorded in the AG's accounts. This results in under-
estimation of development expenditure and leads to a significant discrepancy between provincial
fiscal deficits (as calculated using AG's data) and available financing (as obtained from the
monetary survey).

In Punjab, for example, about 35% of DDOs fail to reconcile their accounts with those of DAOs.
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4.22 Political Interference: A key issue with regard to public expenditure management in
Pakistan concerns the role of politicians. Politicians have an integral role in public expenditure
decisionmaking, which should mainly involve establishment of the policy agenda based on
which expenditures are prioritized. The political level also should be involved in making final
decisions on broad expenditure allocations consistent with such priorities and based on analysis
and advice from line departrnents. Finally, the provincial assemblies have a mandated role in
monitoring the utilization of budgetary resources and associated outcomes (e.g. via the Public
Accounts Committees).2 Unfortunately, while not adequately taking on these mandated
responsibilities, politicians in Pakistan have become involved in public expenditure management
in other, counterproductive ways.

4.23 A perennial issue in the allocation of budgetary resources, especially in a large country
with a dispersed population, is how to respond to needs and relative priorities at the local level.
In Pakistan there has been no effective institutional arrangement to address this issue, which
appears in practice to have been dealt with through inforrnal interventions by local political
representatives. This informal mechanism operates through expression of priorities by a local
community to their political representative, who then tries to directly influence the distribution of
budgetary resources accordingly. While it may be a useful source for project identification, there
are obvious and significant problems with this approach:

(a) This informal role of politicians in the budgetary process is not accommodated (and is not
intended to be accommodated) within the established fornal procedures.

(b) There is no way of ensuring that all available information is applied to any decision to
promote or support a given project or expenditure activity.

(c) Whatever mechanisms are employed to identify and appraise projects in this informal
process, they are unlikely to be either objective or transparent. Hence there can be a
breakdown in accountability.

(d) It is likely that within the community a certain group will enjoy relatively greater
patronage with a local representative, distorting local priorities.

(e) The relative claim on resources from a given community is likely to depend more on the
political power of the local representative than on inter-locality priorities.

(f) There will undoubtedly be instances where the true rmotivation for intervention in the
budgetary process is not to serve the local community. In fact, these informal political
interventions provide a ready-made vehicle for self-serving actions by politicians.

4.24 Moreover, the informal role of politicians in public expenditure decisionmaking
undermines both the technical soundness of the process ancl its accountability. In order to
facilitate and accommodate local priorities within the budgetary processes, appropriate
decentralization is needed. Decentralization does not mean abdication of fiscal and policy
responsibility by provincial governments. Instead, the focus would be on establishrment of

2 This system has broken down, however, as the Public Accounts Committees (PACs) fail to meet regularly to keep
the system current. Delays of two years or more between incurring of exienditures and the PAC's taking up the
related audit reports for discussion are quite common.
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provincial policies and provision of the requisite budgetary resources at the provincial or local
level, with responsibility for service delivery being managed by an appropriate tier of local
government. With regard to education, for example, this would involve transfer of the existing
apparatus (schools, establishment, etc.) and the corresponding budgetary resources for delivery
of primary education to the district level. Similar actions would also be taken with regard to
other basic services (e.g. public health facilities, water and sanitation).

4.25 Transparency: Details of the provincial budget are prepared by the finance department
and submitted to the Provincial Assembly (via the Provincial Cabinet) for approval. The
Provincial Assembly is empowered to make reductions in expenditure allocations and changes in
revenue proposals, but it does not have the authority to increase the resources devoted to the
budget.3 There is currently no procedure for updating the budget documents in accordance with
changes made by the Provincial Assembly. Seemingly to avoid having to reproduce the entire
budget documentation, the original details of the budget, as presented to the Provincial
Assembly, are retained in the final budget documents. Any changes are reflected in the relevant
budget heads and are subsequently communicated to the Accountant General's office. This
obscures the final budget allocations from the public, which cannot easily ascertain the actual
(i.e. approved) allocation for any sector or activity. Also, the Accountant General does not
prepare the finance accounts in the same detail as the budget is prepared and subsequently
submitted to the Provincial Assembly. Finally, the classification of both revenues and
expenditures and budgetary terminology remain difficult for an ordinary person to comprehend,
frequently leading to confusion and misunderstanding among the public.

4.26 The transparency of the development program is compromised by its presentation in the
budget. The ADP document focuses only on the locally financed portion of the program. While
foreign project assistance (FPA) for each donor-assisted project (along with the name of the
donor) is supposed to be listed in the ADP document, at times this is not done. Moreover, even
when FPA is listed in the plan document, it is not aggregated to give a complete sectoral or
aggregate picture of the provincial development program. Transparency is further eroded by
including a number of block allocations (e.g. allocations for district development funds, priority
program, etc.) in the ADP, without any sectoral or program-wise breakdown.

4.27 Accountability Issues: The accountability procedures with regard to provincial
government expenditures are summarized below:

(a) For most expenditures, the relevant Drawing and Disbursement Officer (DDO) prepares a
bill and checks whether the purpose of the expenditure accords with the budget head to
which it is being charged, and whether sufficient resources are available under that head.
If these criteria are met and there has been no instruction by the finance department to
apply any informal "checks" on expenditure, the bill is presented to the State Bank of
Pakistan (SBP), or to the National Bank of Pakistan (NBP) which uses its branch network
to act as an agent for the SBP, where payment is made.

The authority to enhance budgetary spending is not vested with the executive. The fmance department approves
increased allocations on the basis of need, and the Provincial Assembly (as a fait accompli) approves this
supplementary expenditure along with the next year's budget. Moreover, in recent years inadequate time has been
given to the Provincial Assembly to debate all aspects of the budget.
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(b) All transactions for expenditures under this process (and expenditures under related
procedures such as Personal Ledger Accounts4 ), plus all transactions relating to receipts
from tax payments etc., are summarized on a daily basis by the respective branch of the
NBP or SBP and forwarded to the appropriate District Accounts Officer (DAO). The
civil accounts are compiled each month on the basis cf this information and forwarded to
the head office of the Accountant General (in principle by around the fifth of the
following month in the case of Sindh). The Accountant General then compiles the
accounts of all DAOs and Treasury Offices ancd forwards these to the Finance
Department (by the fifteenth of the following month for Sindh).

4.28 With some relatively minor caveats,5 the accountability procedures of the system appear
to be sound. They are neither overly cumbersome (given the circumstances of Pakistan) nor do
they exhibit obvious flaws. Nevertheless, accountability is a very serious problem, for the
following reasons:

(a) There is no separation of functions between the Accountant General and Auditor General.
The Accountant General's office for each province operates under the authority of the
Auditor General. It is an attached department of the Federal Ministry of Finance with the
status of a federal government agency. The Auditor General therefore has ultimate
responsibility for preparing and keeping the accounts of each of the four provinces and
for auditing the same accounts, a clear conflict of interest.

(b) The payment of wages and salaries is an accountability black hole. Payrolls of
employees in grades 16 to 22 are computerized, but only for the metropolitan cities. This
comprises a relatively small percentage of total salary payments. The scope for ghost
employees and related abuses for the non-computerized component of the payroll is
significant. In the absence of recent civil service census information (and the concurrent
establishment of appropriate accountability checks',, there is also scope for ghost
employees and related abuses in the computerized component of the payroll.

(c) A penalty system exists for misdemeanors in the public service (e.g. unauthorized
expenditures and misuse or theft of resources). A range of sanctions are applicable,

4Personal Ledger Accounts (PLAs) are opened with either SBP or NBP to facilitate regular payments for certain
activities. A block of funds is released to a PLA to cover a range of expenditures. Checks can be drawn on this
account by the competent officer without prior reference to the DAO, as long as adequate funds remain in the
account. The pre-audit function of the DAO is by-passed in the interest of expediency of payments. PLAs are used
relatively infrequently and are subject to the same process of regular post-transaction accounting as for other
expenditures.

5 For example, in both Sindh and Punjab the DAOs and district treasuries have been combined into one office. The
exception is in Karachi and Lahore, where the respective Treasury Office continues to function separately from the
DAO. This is justified with regard to its non-payment functions (e.g. issuinig of stamps etc.) but is not justified with
regard to the payments function, whereby requests for expenditures have to be routed through both the respective
Treasury Office and the DAO's office before sanction for payment is obtained. This is because the sanction for
payment that the Accountant General's office provides (in Lahore and Kamachi) is sufficient both to trigger release
of funds from the SBP/NBP and for the process of accountability. The current arrangement was appropriate when
the treasury acted as a payments office per se (i.e. as a treasury). Since it no longer has this function, the routing of
payment bills through this office is superfluous and acts only to delay the processing of payments.
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including dismissal. The procedures for exercising such sanctions, however, are
inordinately cumbersome and lengthy, with the result that they are ineffective.6

(d) Although dismissal of staff through regular procedures appears to be virtually
unachievable, anecdotal evidence suggests that informal intervention from politicians at
least in some cases can result in swift dismissal or transfer (and also in appointments
which circumvent procedures) - with adverse implications for accountability and morale.

(e) Recruitment into the provincial civil services frequently has been politicized and not
merit based. Promotions have tended to be seniority-based, with only limited relationship
to performance. The system of Annual Confidential Reports (ACRs) is a mechanical,
nonparticipatory process of performance evaluation, with considerable scope for bias.

(f) Procedures for recruitment under contract (e.g. advertising, appointment by merit, etc.)
have often been by-passed, with decisions subject to political influence.

(g) The lack of computerization of the accounts system makes the accounting process subject
to considerable error given the sheer volume of data that has to be contended with (e.g.
only eight of the 34 DAOs in Punjab have computers).

RECOMMENDATIONS FOR BUDGETARY REFORM

4.29 The discussion and analysis in this chapter amply demonstrates that the provincial
budgetary process is out of tune with modem-day realities and is marred by a host of problems.
In view of the fiscal problems faced by the provincial governments, there is an urgent need for
reforms. Archaic and irrelevant budgetary processes need to be done away with, and a Medium-
Term Budget Framework (MTBF) type of approach to provincial planning and budgeting should
be instituted. Such an approach would be based on multi-year projection of resource availability
and an outcome-oriented program approach to expenditure allocations, and its specific features
should be suitably designed to fit the situation in Pakistan. (A description of a standard MTBF is
given in Annex F.) Punjab has already made a start in this direction by initiating some sensible
budgetary reforms (see Box 4.3). However, the success of these reforms will depend not only on
the govermnent's efforts to tackle and remove various impediments (see below) which are likely
to thwart any reform effort, but also on the strength of political will for real change and the
leadership's efforts to this end. There is also a need to coordinate reform efforts by the provinces
with similar reforms by the federal government. And the budgetary practices of the local
governments emerging from the devolution process need to be put on a sound footing.

6 In contrast to the lack of timeliness of such sanctions, staff can be transferred to different departments and different
areas of the country at relatively short notice. Transfers are regarded informally within the public service as an
effective power of sanction, although this method is not used officially for this purpose. Instead, it increases the
scope for breakdowns in accountability by virtue of the power that the authority to transfer bestows.
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fully incorporate the implications of devolution. Based on these reviews, phased
restructuring of staffing and expenditures should be initiated.

* In the light of these functional reviews and a much needed baseline survey (or census) of
provincial civil servants, the provinces need to develop a vision of the future size, structure,
roles, incentives and management of the provincial civil service, taking fully into account the
potentially profound implications of devolution. Concrete steps can be taken with respect to
individual agencies (e.g. tax administration, police, autonomous bodies, etc.) in line with the
reform vision.

* Induct highly skilled professionals into the civil service (preferably on contract basis) by
improving the incentives structure.

ii) Implementing budgetary reforms: These may require:
* Removing the distinction between "permanent", "continuing" and "new" expenditures and

the differing approach to the preparation of budgets for each type of expenditure.
* Moving toward integrated budgeting of recurrent and development expenditures.
* Establishing a reliable mechanism in the provincial governments for the projection of

revenues (and expenditures) over the medium term. This will require training and capacity-
building in the provincial finance departments to build the economic skills and tools required
to carry out this work effectively. It will also require a change in the institutional
arrangements between the Federal Government and the provincial governments with regard
to cooperation and sharing of policy and technical information (e.g. timely information on
CBR collections; timely information on policy changes; and the anticipated revenue and
expenditure impact of these changes.)

* Taking measures to reduce the disconnect between the recurrent and development budgets by
using information contained in projects' PC-1 forms at inception to determine whether the
recurrent budget can support the project.

* Ensuring that O&M requirements are adequately covered. This may be achieved partly by
ensuring that yardsticks for determination of unit costs are appropriately designed and
regularly updated.

* Changing the procedures for budgeting and billing and payment for utilities in a manner
which promotes efficient use of resources. This implies, in particular, metering of electricity
consumption by all provincial facilities as soon as possible and doing away with at-source
deductions for utility payments. Blanket authority should be given to public utilities to
disconnect all defaulting public facilities (except emergency services, which should be well
defined). In addition, the dispute over the WAPDA payments issue needs to be resolved in a
timely and fair manner.

iii) Strengthening expenditure management and monitoring:
* Establishing and enforcing a system of requiring a-priori legislative (or at least Cabinet)

approvals for supplementary grants.
* Effectively separating the auditing and accounts functions of the Pakistan Audit Department.
* Making Principal Accounting Officers (PAOs) of provincial line departments responsible for

timely delivery of monthly financial, information to the accounts offices or treasuries; and
full and timely reconciliation of DDOs accounts with those complied by the DAOs or
Treasury Officers.
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* Reactivating the pre-1987 requirement of sharing with the DAO the monthly information on
bank balances and transfers of funds which the district branches of NBP convey to their
headquarters in Karachi.

* Limiting the use of PLAs to only a few special cases.
* Improving the accounting procedures for donor reimbursements.
* Ensuring that provincial line departments give due importance to the review and early

settlement of audit observations made by the departmental audits.
* Improving the present mid-year review process so as to make allocations more consistent

with changes in priorities and to make expenditure mDre productive by reallocating funds
from slow-moving and low-return to more productive arid high-priority activities.

iv) Enhancing the transparency of the budget and budgetary processes and procedures:
* Better dissemination of relevant information to and increased involvement of line

departments in the budgetary process; and increasing the accessibility of budgetary
information to civil society by providing more understandable budget overviews (e.g.
improved White Papers) and by making all budget documents available to the citizens (at
cost price).

* Expenditure financed from foreign project assistance should be explicitly incorporated into
the provincial development programs to present an integrated development budget.

- The non-budgetary programs of provincial autonomous bodies should be presented either as
part of integrated provincial development programs or as separate section of the development
budget.

4.31 Options for further developing and improving the NTEBF over the medium term include:
i) Adapting the MTBF to incorporate a program approach to expenditure allocation for each

sector by eliminating the artificial distinction between budgeting development and non-
development expenditures.

ii) Extending the MTBF approach to the local governments (perhaps in simplified form) to
encourage a programmatic, results-oriented approach to budgeting and financial
management.

iii) Developing and implementing more comprehensive civil service reforms.
iv) Preparing appropriate and affordable severance packages to reduce redundant employment in

ciVil service.
v) Ensuring quick and effective disposal of provincial audit reports by the provincial Public

Accounts Committees.
vi) Implementing the improved system of financial reporting and audited through the PIFRA

project.
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CHAPTER 5. STRENGTHENING LOCAL GOVERNMENT FINANCES

5.1 As noted earlier in this report, the delivery of local public services in Pakistan has been
adversely affected by progressive centralization during the past several decades. As they lost
control over key services such as elementary education, urban water supply, and land
development, as well as corresponding fiscal resources, local governments have atrophied.
Lacking Constitutional protection, their existence and functioning have become entirely
dependent on provincial decisions. In recent years, political local governments have been in
abeyance (i.e. dissolved by provincial decrees), and their administrations have been supervised
by the provincial governments. These trends have contributed to the reduced effectiveness of
Pakistan's public sector. The large distance (geographical and hierarchical) between
beneficiaries of local public services and the management and funding of such services has
drastically weakened the incentives and accountability of service providers and decisionmakers.
The result is absenteeism, underutilization of public sector service facilities, deterioration of
infrastructure, inappropriate mix of inputs (e.g. wage versus non-wage), corruption, poor quality
of services, and exit by much of the population to private sector providers.

5.2 The present government publicly highlighted the issue of overcentralization as soon as it
came into power and stressed that devolution would be one of the cornerstones of its reform
program. A detailed devolution proposal, prepared by the National Reconstruction Bureau
(NRB), was made available to the public in May 20C0. The devolution plan clearly specifies
the multi-level political structure and election processes. The administrative structure also is
spelled out. Perhaps most important, the plan explicitly takes into account the need for checks
and balances, effective accountability mechanisms, and citizen/community/beneficiary
participation to make local government work. In certain other areas, the devolution plan has not
yet been specified in concrete terms. These include most notably (1) the fiscal transfer
mechanisms between provincial and local governments; (2) local governments' revenue base;
(3) the implications of devolution for provincial administrative structures and staffing; and (4)
details of local government functional responsibilities for social and economic services.

5.3 By bringing decisionmaking, management, and financing related to local public services
much closer to beneficiaries, devolution carries great potential for better service delivery and
accountability. There are also risks, however. If the devolution plan is not soundly designed
and effectively carried out, it could lead at one extreme to continuing centralized
decisionmaking, with additional costs and duplication of functions at the local level. At another
extreme, inadequate or ineffective checks and balances and lack of popular participation could
open the way for capture of local governments by entrenched elites. There could also be
interruptions in service delivery (even in relation to current low levels and quality), and
continuing failure to make progress toward national objectives for poverty reduction, improving
social indicators, etc. These risks highlight the need to make devolution work well.

65



BACKGROUND AND EXISTING SITUATION

5.4 Legal Basis and Structure. The Constitution of Pakistan does not fully recognize local
governments as a separate tier of government with their own powers and functions. They are
essentially viewed as extensions of the provincial governments, having been created by
provincial legislation, through which some functions have been delegated to them. This
institutional arrangement has not only affected the evolution of local governments in Pakistan
but has also influenced the fiscal structure and related distribution of authority for revenue
mobilization and expenditure obligations among different levels of government. As a result of
centralization, the provinces have to shoulder a heavy responsibility for delivering local public
services to a large population through provincial departments. Consequently, many provincial
departments have grown to a size that is substantially larger than optimal from the perspective
of efficient and effective management.

5.5 The existing legislation governing the organizational structure, management and fiscal
powers of local bodies (LBs) is contained in the LocaL Government Ordinances (LGOs)
promulgated by the provincial legislatures. These laws divide LBs into two broad categories,
rural and urban, based on their geographical location. The councils in rural areas have been
further subdivided into Union and District councils (whose areas of operations are based on
existing administrative boundaries determined by land revernue records), whereas those in urban
areas are differentiated and classified according to the population of the area under their
jurisdiction. The LGOs identify the regulatory and service delivery functions of the LBs in two
separate lists. The first contains compulsory functions which the local councils are expected to
perform, while the second includes functions which these agencies may or may not perform. 1

5.6 The local government structure, especially in urban areas, has been fragmented and
complicated by the existence of a number of specialized provincial government agencies, which
are responsible for various local functions. The most notable examples are the urban
Development Authorities (DAs) and Water Supply anc, Sanitation Agencies (WASAs).
Moreover, Commissioner and Deputy Commissioners, the key administrative officers at the
local level, are federal government employees reporting to the provincial government. This
pattern has resulted in a high degree of de facto centralization even when local governments are
not dissolved. Still another factor which adversely affected the development of local
governments has been the extensive involvement of elected representatives of the federal and
provincial assemblies in local decision-making on develcpment schemes, recruitment and
transfers, site selection. Table 5.1 provides a typical division of functional responsibilities
between local and provincial governments.

5.7 While in principle the LGOs specify a large number of areas where LBs can exercise
autonomy, in practice local councils are controlled by the provincial (and federal) governments
through various mechanisms. The regulatory instruments available to the provincial
government include approval of projects,2 budgets and taxation proposals of LBs, and

' These latter functions are either performed by local govemments or tby provincial governments, or jointly by
both.
2 Each local council is required to forward its approved Annual Works Program to the respective provincial
govemment.
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appointment or transfer of their key personnel. In addition, there are legislative provisions
ranging from supervision and inspection of the LBs to their outright dissolution by the
provincial governments (a frequent occurrence). In the rural areas, administrative control over
LBs is still vested with the district bureaucracy. This is partly because the administrative
machinery of local governments does not report to a political authority at the local level, and
checks and balances instead of being internal to local governments are being exercised through
the provincial bureaucracy (at district level). Moreover, local councils are required to comply
with lengthy and cumbersome consultative mechanisms before they can revise tax rates.

Table 5.1: Actual Allocation of Functions Between Local Councils,
Specialized Agencies and Provincial Line Departments

. W........... ........ ............... . ........ ........ .............. ........... ...... .................... .. ...... . .. -. ... . ................. - .. . ... .. . .............. . .. . .... ..... ........ .. . .............. .... .. .. ... ...... . . .. . . . . . . .... .. .. . . .. .... . . .... .... . . ......
Key to acronyms used

.CWD = Communications and Works Department LGRDD = Local Government and Rural Development Department

.ED Education Department PHED = Public Health Engineering Department
HD Health Department PPHD = Physical Planning and Housing Department
LC - Local Council SA Specialized Agency (Development Authority/WASA etc.)............................ .............. .............. ..................................... ...... . .. ..... ........ ... ............... .-..-.-. .-..............- . ................ ... .........-....t...

Large Intermediate Small Rurial,
Service Function Cities Cities Towns Areas
Water Supply and Sewerage Development SA PHED/LC PHED PHED/LGRDD

Maintenance SA LC LC PHED/LGRDD/LC

Drainage Development SA/LC PHED/LC PHED/LC PHED/LC
Maintenance LC LC LC PHED/LC

Roads Development LC/SA LC LC CWD/LC
Maintenance LC LC LC CWD/LC

Garbage Collection Development LC LC LC
Maintenance LC LC LC

Primary Education Development ED/LC ED ED ED
Maintenance ED/LC ED ED ED

Curative Health (Incl. Veterinary) Development HD/LC HD HD HD
Maintenance HD/LC HD HD HD

Preventive Health Development LC LC HD/LC HD/LC
Maintenance LC LC HD/LC HD/LC

Street Lighting Development LC LC LC
Maintenance LC LC LC

Fire Fighting Development LC LC

Maintenance LC LC

Parks and Playgrounds Development LC/SA LC

Maintenance LC/SA LC

Libraries Development LC

Maintenance LC

Land Development Development SA PPHD

Maintenance LC LC

Source: Based on information contained in the World Bank report "Supporting Fiscal Decentralization in
Pakistan"
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5.8 Administrative authority in rural areas is heavily concentrated at the District Council
(DC) level, while the lower-tier Union Councils (UC) have very limited responsibilities.
Because of their size (on average a district contains about 900,000 persons, in Punjab 1.3
million),3 the DCs are very large from the perspective of carrying out many local functions. In
fact, the DCs are of a size comparable to that of regional governments in a number of countries.
As such, they may be better suited for planning and coorcination functions than for delivery of
many grass-roots services. The size of Union Councils (averaging about 16,000 persons), on the
other hand, compares more favourably with that of local governments in many other countries.

5.9 Local Government Finances. Local governments in Pakistan until recently have
been funding most of their expenditures from their own resources. There is considerable
variation in financial strength across LBs, however, with Urban Local bodies (ULBs), or local
councils sharing borders with large urban centers, having sizeable financial surpluses in some
cases. There are serious doubts about the financial viability of the rest of the local councils.
In aggregate, the surpluses of local councils have been relatively small and have declined over
time from around 3-5% of their expenditures in the mid-1980s to around 1% in the first half
of the 1990s. Even the nominal surpluses declared by some local bodies exist largely on
paper, as local government budgets do not reflect their payment arrears on various dues and
deferred liabilities like pension obligations. Local governments are running large arrears with
utility service providers, especially WAPDA, and in the case of local councils in Punjab, there
are also some arrears on their debt servicing obligations.4 Moreover, while preserving their
access to local revenues until recently, local bodies have lost many of their service provision
responsibilities, which have been taken over by the provincial governments. Even in the
major urban centers, where institutional capacity exists at the local government level, many
services are now provided by the provincial governmenits or their agencies (e.g. KWSB,
WASA, KDA, etc.). This has led to unclear demarcation of responsibilities among different
levels of governnent, poor coordination between different agencies providing public services,
and considerable overlapping of functions between the provincial and local governments,
resulting in inefficient allocation and use of resources.

5.10 Local Revenues. Until recently, revenue collection by local governments exceeded
that of the provincial governments. Their contribution to aggregate (national) revenues has
been in excess of 6%, compared with around 5% by provincial governments. Local
governments have received grants-in-aid from the provincial governments, but in the past
these comprised only a minor component of LBs' revenue receipts.5

5.11 Local governments have been heavily dependent on one or two taxes, principally octroi
- a local tax on inward transportation of goods - and loczl export tax mainly on agricultural

3 These are very large populations under one local government by zny standards especially when the union
councils have minimal or negligible responsibilities. In western Canada, rural districts typically serve only 20,000
people.
According to figures compiled for Punjab, local councils have a total outstanding debt of about Rs 300 million

to the provincial government, most of which is in default.
5 In Punjab, these grants constituted around 1% of the total receipts of urban local councils and 4% in the case of
District Councils during the first half of the 1980s, 3-5% and 10% respectively during the latter half of the
1980s, and 2% and 3% respectively thereafter. According to the LGRRD in Sindh, no development grants or
loans had been extended to local councils during the previous six or seven years.
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produce (see Box 5.1 for details of these taxes). In 1997/98, octroi accounted for 50-55% of
the total revenues of local councils in Punjab (excluding provincial government grants), in
excess of 65% in Lahore. In the case of the District Councils in Punjab, local export tax
contributed in excess of 60% of their total income. Thus the abolition of these taxes in 1999
(which was welcome from an economic perspective since they were distortionary and a
hindrance to the private sector) has created a big hole in the local bodies' revenue structure. In
the short run, the revenue loss to local governments has been offset by a special grant from the
federal government supplemented by provincial contributions, but this is not a viable longer-
term solution.
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5.12 Other main contributors to LBs' revenues include taxes on physical assets and
transactions in real estate. The Urban Immovable Preperty Tax (UIPT) remains the most
under-utilized local government tax. At present the tax is levied and collected by the
provincial governments, which then pass on 85% of the revenue to the local governments.
The UIPT presently contributes barely 3%-5% of the total revenue of local governments,
while for metropolitan and municipal corporations in Punjab the share is a mere 2%. (For
details on the structure and weaknesses of the property tax, see Annex G.) With the abolition
of octroi and export taxes, UIPT is the only local tax having the potential to be a major
source of revenue for the local governments. In order to strengthen their revenue base, the tax
should be fully devolved to the local governments in a phased manned, starting with larger
urban municipalities. The Punjab government has alreacly made a good start in this direction
by devolving the tax in two localities to the local governments.

5.13 The bulk of the receipts of UCs is derived from revenue transfers from District
Councils (DC). Twenty per cent of the local rate,6 which comprises 8%-10% of the revenue
of DCs, is distributed among Union Councils within the jurisdiction of each respective DC.
Fifty per cent of this amount is distributed on the basis of population and the balance is
divided equally among all UCs.

5.14 Although local governments have limited fiscal powers, even those granted to them
under the LGOs have not been fully exploited. A combination of limited fiscal effort and
heavy dependence on taxes with specific rates has led to stagnation or decline in local
government revenues as a ratio to GDP. The wide array of taxes of LBs has added to the
complexity of the tax structure while pushing up collection costs. Moreover, although yields
from existing taxes can be increased through base expan1sion and better tax administration,
weak implementation capacity prevents local govornments from achieving major
improvements in these areas. Furthermore, not enough effort has gone into resource
mobilization through exploitation of user charges for locally provided services.

5.15 There is also the issue that higher levels of government have encroached on the fiscal
powers of lower levels, pre-empting the productive and buoyant revenue-generating taxes that
should, in principle, be levied by lower levels of government. The professional callings and
entertainment taxes and the motor vehicle tax are notable examples of potentially good local
tax sources pre-empted by the provincial governments. These taxes fall within the fiscal
domain of both levels of government but are monopolized by the provincial governments.
Quite a few municipal corporations also collect some taxes on behalf of the provincial
governments, such as education cess, which is levied at the rate of 5% on octroi collections.
However, these receipts are not shared with the respective local councils, which also manage
schools.

5.16 Local Expenditures. The share of local governments in total expenditures by all
levels of government has fluctuated around a low level of 4%. General administration absorbs
8-22% of the total expenditure of urban local councils in Punjab. Education spending takes up
10-19%, sanitation 15-19% (in excess of 30% in the Metropolitan Corporation Lahore), water
and drainage 15-20%, and roads and street lights 15-25%.

6A tax irnposed on land under cultivation, it is pitched at a rather low rate, especially in Sindh.
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5.17 Like the provincial governments, local governments also suffer from overstaffing, but
apparently to a smaller extent. The share of wages in total expenditures is about 45-50% for
metropolitan corporations, whereas the corresponding figure is 60% in the rest of the local
councils in Sindh (and only marginally lower in Punjab). These proportions compare
favorably with the 70% share of salaries in the non-interest current expenditures of provincial
governments. Nevertheless, local governments too have limited flexibility in managing their
expenditures. Urban Local Bodies, in particular, are hostage to their oversized
establishments, which are likely to constitute an obstacle to efforts to improve budgetary
management practices and procedures. As in the case of the provincial governments,
structural rigidities associated with the wage bill and related payments (like pension
liabilities) leave inadequate resources for other critical operational expenditures, creating an
imbalance between wage and non-wage inputs and compromising the effectiveness of local
expenditures.

5.18 Unlike the ULBs, which are required to provide primary education services, water,
and sewerage and solid waste disposal facilities, the DCs are essentially focused on
construction and maintenance of farm-to-market link roads, veterinary hospitals, civil
dispensaries, and in some places water supply schemes. Hence DCs have much smaller
establishments, with salaries absorbing only 20%-25% of their total expenditure. As a
consequence, the fiscal health of rural local governments is considerably better, and some of
the rural DCs generate revenue surpluses.

5.19 There is also a structural disconnect between allocations for capital expenditure and
O&M in the budgets of local governments. The recurrent expenditure implications of local
development programs are not appropriately factored into the expenditure projections of local
governments for subsequent years. The artificial distinction between "development" and
"non-development" spending has contributed to the deterioration in the productivity and
effectiveness of expenditures by distorting their composition. Part of the problem stems from
the political and administrative culture that is strongly biased in favor of "development" and
glorifies capital programs, creating, assets whose O&M is not affordable. This problem is
common to all levels of government.

5.20 The Case for Devolution. As demonstrated in earlier discussion, the present
operational structure of government in Pakistan is substantially more centralized than was
envisaged by the Constitution and the LGOs. It is also obvious that the political and
administrative machineries of the federal and provincial governments have failed to deliver
public services of desired quality, especially at the grass-roots level. A major factor behind
this failure is that excessive distance from the beneficiaries has contributed to a situation
where the provision of services is significantly at variance with local and community needs.
Devolution could therefore increase efficiency in the provision of services through cost
reductions and/or enhancements in the quality of service. This is particularly true in the case
of services which are not characterized by significant economies of scale, and the coverage of
which is essentially limited to small jurisdictions. Improved efficiency at the local level may
result from the greater ability of LBs to organize inputs from beneficiaries in cash or in kind
of labor, land and materials through community involvement at all stages of project execution
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and management. The stronger accountability and better access to information implicit in
local management may also improve the quality of service provision. However, these
efficiency gains depend critically on the administrative capacity of LBs. While capacity
urgently needs to be strengthened, in any case functions and services which are based on
relatively simple technology, are labor-intensive, and serve relatively small jurisdictions can
and should be handed over to LBs in the immediate future, concurrently with capacity
building efforts. Based on broad principles (and inte:rnational experience) of assigning
functional responsibilities to different levels of governments, recommendations can be made
on functions which could be devolved to the local governmnents in short- and medium-run. A
comparison of these recommendations with the legislative and actual assignment of functional
responsibilities of various tiers of governments is shown in Table 5.2.7

5.21 It is also important to formalize the status of the local governments as an effective
third tier of the government by providing them with some kind of constitutional cover through
necessary amendments in the Constitution.8 In this regard, Pakistan can learn a great deal
from the Indian experience, which made constitutional amendments in 1992 in this regard
(see Box 5.2). However, as is evident from the case of Iridia, giving Constitutional cover to
the local governments is only a necessary (and not a sufficient) condition for making them an
effective arm of the government. Wholesale reforms in local governments, capacity building,
adjustments in the provincial governments' roles and functions, and more generally greater
participation and monitoring by civil society are required to make the vision of effective local
governments with improved service delivery a reality.

TOWARD EFFECTIVE, ACCOUNTABLE LOCAL GOVERNMENT: THE NEW
DEVOLUTION PLAN

5.22 On March 23, 2000, the federal government announced a bold devolution plan, which
is intended to create a system of inter-related local governments at the district (zila), sub-
district (tehsil) and union levels. A more detailed version of the plan was presented in May
for public debate, and the final plan was presented in August. The devolution plan presents a
great opportunity for decentralizing the government structure and service management,
enhancing the efficiency and effectiveness of key public services by bringing their
management closer to the people, creating potential for much greater beneficiary participation
and monitoring, and improving responsiveness to needs and strengthening accountability to
the public. A summary of the main features of the devolution plan is given below.

7 For a detailed breakdown of which functions should be devolved to different local governments, see
Strengthening Fiscal Decentralization, World Bank report No. 15092, 1996.
' While local governments in Pakistan and India evolved more or less from the same background, India has made
amendments in the Constitution to protect local governments, while in Pakistan the LBs continue to have an
uncertain existence, dependent entirely on the discretion of provincial governments.
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Table 5.2: Local Government Responsibilities by Level of Government in Pakistan: Legislative, Actual and Suggested.
Metropolitan/Municipal Union Council\

Provincial Government Corporation Municipal Committee Towvn Committee District Govemmenit Village Council

Legislative Actual Suggested Legislative Actual Suggested Legislative Actual Suggested Legislative Actual Suggested Legislative Actual Suggested Legislative Actual Suggested
Fire Fighting - - D, M D, M D, M D, M D, M D,M D,M M Dm,Ms _

PrimaryEducation D,M DM D, M D,M M Dm, Ms D,M D'*,M* Dm,Ms D,M - Dm,M
Garmage Collection U _ , D, M D, M D,M D,M D, M D,M D,M D,M D, M D,M - Dm,Ms D,MM _ DlM
P'arks &Playgrounds - D , M D - , M Ds, M s D, M D,M D,M D,M D,M D, M DIM D, M D, M Dl M M

Street Lighting : D M D, M D,M D,M D,M D,M D,M Ds,Ms D,M Dl, Ml

Traffic Control DD, M M D *,M D,M Dm,Mm D,MM D m , Mm D, M _

Libraries _ D, M D, M D, M D, M D, M D, M D, M _ Ds,Ms D,M _

Veterinary Medicine D', M' - _ D, M D, M' Ds, Ms

Preventive Health D', M' D, M D, MM DM D,M DM m D,M Dm,Ms D,M Dm,Ms D,M Dm, Mm
Land Development\2 - D D,M M Dm, Ms D, M Dm, Mm D, M _ Dm, Mm - . _ _

Link & Farn to Market Roads D,M D, M D' Dm,Ms D, M D, M D, M D,EM D', M' Dm, Ms D, M D,M' DlMm D,-M -Dl, M
Water Supply & Sanitation D, M D,M Dm, Ms D, M M Dm, M D,M M Dm, M D-M M* DI, Ms D, M DlMl
Health Centers & Dispensaries\2 D, M D,M D', M' Dm,Ms D, M Dm,Ms D,M ]Dl,Mm D,M D',M' DI, Mm D, M - DI,M 
Secondary Education \2 _ D-,M D¶, M ' M -, Dsn, MMm D, M _ m,Msn D,M DMm M
Urban Transport\2 D, M D', M* D,M Dm, Mm 

Police Protection D', M D,M D*, -M* D'm,Mm D*, M' D*m, M'm Dm, M* D' M'

\1 The function may be left to the private sector in larger municipalities.
\2 Participation of private sector should be encouraged.
0= Full Responsibility for Development.
D*= Partial Responsibility for Development.
M = Full Responsibility for Maintenance.
M* = Partial Responsibility for Maintenance.
Ds = Assuming Development Responsibility in the Short-Run (next three years).
Dm = Assuming Development Responsibility in the Medium-Run (next three to eight years).
Dl = Assuming Development Responsibility in the Long-Run (next eight to fifteen years).
Ms = Assuming Maintenance Responsibility in the Short-Run (next three years).
Mm = Assuming Maintenance Responsibility in the Medium-Run (next three to eight years).
Ml = Assuming Maintenance Responsibility in the Long-Run (next eight to fifteen years).

73



Box :T Indi"Pl t ytSt;m

In 1992 India took a major step to set lc govermn p g Consi S
bo ral local governme ic tati ye iean t 

0t;0 00;0The mandatory rviins of tes medmns werenccroae<in EeSttelee Panhyalt a
Municipal legislationsT amended Sta lvelasidor the tbs nf athe-rPa
RfLe.' local government s at t iadis e f mral setmnts a

v e FfideVU>p_iei. 

T nde of muiciJpalitisforurbnsret0tleme intseendrihien poUtit6fpong fucios t eco3ic ase t4
Mi-eevr hs mnment s also la*r< y don thet psroeucaregs ftlfoal e dio's; ioling h stablishmel:n:tXf

Sta>erleton Commission, Scon stitu fnnc ans dt inentirict a
Comttees (OPCsan Metropolitanor suPlnning Committe (Ps)

1s f)[ ̂n:y~doe nt_do a

n simpotanti s povisinin the amndeCtitution is thai evtiy t hmat ando eaveryaMnici
solle of avyeas; ii eiir4 sins tibhelith

iuoilnths TeCostittion mae asecfc rvii o threree nt4 in fwneadotr dt0isavnt

bg o rder torimpart greate p atioloaf sctions oofw lo unities which have been outide
ategor andet dsretionincestu Panchayats o al deerinig their ttrelao0,

Ckeep tiong ffor lon pros as wa s the c searer asbndthone ayo
reX"ing the Constiti of dteciic exp; ditrectaesonsties or I

powerdistributP n hy aMn lt C in tsScdSede of thee litprsceeds#
ParxcliayataMipalities titxesc ow1er athori,ty as iti, a cne necessary too enabl th
fn c deteiniitutions or aog e d on n ited by,pfor

de nchaytonopwes tod MunichayatsanMuipite.T&ontttotusm ansherrgtvef

States in respcofaideto ter P hefunayatsiand aiicipedinespnesi sof of the ::t San ni;
duti0es, othol and ees a hould ib prai ed taieand t S an 

bo Despite the cognisznthDat cover- dlopmen relatin in te d cunt r veben mark p4
sm w eak ness es. aefedtobing a stamitesyto th relations,te

rCosi tonstitug anp infioritesimal g up of ahFinaneC snevery Se, g orh paosne
pr wnof their recurrentexpendioture. Panchgespand Municiplt ,an aking reommnatrions
1a teovemmentsr revenue, Sare a nd-hoe, dischetson at e nd icipalities o th ne poeeds o
adtotration of local tanes is unsat he and- I to e re
lo thedetms whiahare sfill &the thes, ds, tol an fres whc may be asn to or approriatd by

*j::. theX,0. grants-in:aid to the a y ad Ms fm th o so e n of te S
* nyotermasretht oldimroeth fnace f hePacaytsan Mncialtis



5.23 To promote a sense of participation in governance and local decision making within
the general population, village councils and citizen community boards will also be
constituted.

5.24 Planned structure of the new local governments. Figure 5.1 illustrates the proposed
local government structure under the devolution plan. The cornerstone of the local
government structure is the district (zila) government, which will comprise a mayor (zila
nazim),9 who will be the executive head of the district, a deputy mayor (naib zila nazim),
who would also be the speaker of the zila council (or district parliament), a zila council and
the district administration.

5.25 Directly elected nazims of all union councils in a district (see below) will be members
of the zila council. The number of general seats in the zila council will therefore vary
depending on the number of unions in the district. In addition to the general seats, the zila
council will have 33% seats reserved for women, 5% for workers and peasants, and 5% for
minorities.10 These reserved seats will be filled through indirect elections, with the union
councilors of the district serving as the electoral college. Similarly, the union councilors of
the district will elect the zila nazim and naib zila nazim (as joint candidates)." 1

5.26 The zila council will be authorized to levy taxes according to the list of district taxes
to be given in the Local Government Ordinance 2000 (not yet promulgated); raise or lower
existing taxes and make by-laws, rules and procedures applicable to local governments. The
provincial assembly, however, will have the power to set aside a resolution of the zila council
(or an order of the zila nazim) by a simple majority.12 The zila council will also approve
district annual development plans and budgets presented by the district administration and
monitor the district administration through a system of specialized committees.

5.27 The district administration will be coordinated by a District Coordination Officer
(DCO), while the District Police Officer (DPO) would be responsible for law enforcement at
the district level. Both of these officers will appointed by the provincial government.
However, the zila nazim can ask for transfer of a DCO and/or a DPO, with which the
provincial chief secretary has to comply within a week. The rest of the district administration
will consist of a maximum of eleven groups of district offices (each headed by an Executive
District Officer (EDO)), to undertake functions related to: (i) Finance and Planning; (ii) Civil
Works and Services; (iii) Agriculture; (iv) Health; (v) Education; (vi) Literacy; (vii)
Community Development; (viii) Information Technology; (ix) Revenue and Taxation; (x)
Law; and (xi) Magistracy. There will also be an internal audit office under the zila nazim.

9 The zila nazim will not be a member of the zila council.
10 In a district where the population of the minorities is in excess of 10% of the total population, reserved seats
for minority communities will be allocated in the manner prescribed by the provincial government.
" The zila nazim and naib zila nazim will be required to have academic qualification of at least
matriculation/secondary school certificate, or equivalent.
12 Subject to the confirmation of the provincial governor.
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Figure 5.1: Local Governmenit Plan 2000
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5.28 Immediately below the district government would be tehsil governments, which
would be constituted on a similar pattern to that of the district government, with some minor
differences. Directly elected naib nazims of all union councils in the district will also be
members of the tehsil council. The tehsil nazim and naib tehsil nazim would also be elected
by indirect elections through the electoral college of union councilors. Under the nazim there
will be a Tehsil Municipal Officer (TMO) who will be the coordination officer of the tehsil
administration, which would comprise four Tehsil Officers (TOs), one each for (i) Finance,
Budget and Accounts (ii) Municipal Standards and Co-ordination (iii) Land Use Control (iv)
Rural-Urban Planning.

5.29 In political terms, the union government is perhaps the most important component of
the new local government structure, as it is the only level which is constituted through direct
elections. The union councils and the union nazims and naib union nazims will be elected
directly through adult suffrage, with the voting age lowered from 21 to 18 to encourage
greater participation. The total number of seats in a union council will be 21. It will comprise
12 general seats, of which four will be reserved for women. There will be six

seats for workers and peasants, of which two will be reserved for women. The remaining three
seats will be those of the union nazim, the naib union nazim, and one reserved seat for
minorities.

5.30 Under the executive control of each union nazim, there would be a maximum of three
secretaries (Secretary Union Committees, Secretary Municipal Functions and Secretary
Community Development) to assist him in discharging his functions. The union council will
ensure that the municipal needs of villages, which for the first time are being recognized as
municipal entities, are met adequately, either by developing local capacity or through liaison
with the Tehsil Officer Municipal Standards and Co-ordination.

5.31 The new local governments have been given considerable autonomy and powers, and
the role of provincial governments in regulating and supervising these governments has been
significantly reduced. Unlike in the past, when the provincial governments had unfettered
authority to dismiss local governments, the new plan gives the provincial Chief Minister the
right to dismiss ("recall") only the zila nazim. Even this has to be ratified by the provincial
assembly (by simple majority) and confirmed by the provincial governor. For the lower
levels of government, the right to dismiss the nazim rests only with the immediately higher
government.

5.32 Although quite precise on the subjects of elections and the local political structure and
providing some detail on local administration, the devolution plan does not yet include
specifics on the local revenue base, the fiscal transfer mechanism between provincial and
local levels, the local government civil service structure and specific assignment of functional
responsibilities. The revenue base of local governments is an issue of some concern, as until
recently more than 60% of local government revenue was mobilized from octroi and zila
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taxes, which were abolished in the 1999/00 budget. T'his has left a large hole in local
governments finances, which has been temporarily filled through special grants from the
federal and provincial governments. However, this is only a stopgap measure, which needs to
be replaced in part by an augmented local revenue base. Some of the options in this regard
are mentioned below.

OPTIONS FOR IMPROVING LOCAL GOVERNMENT F:INANCES
IN THE CONTEXT OF DEVOLUTION

5.33 As mentioned above, the devolution plan is not yet completely specified and
operationalized, and there are some important gaps. Areas where it is still incomplete and
needs further work include the fiscal transfer mechanisms under which the new local
governments will be provided resources from higher levels of government; the local
governments' own resource base; assignment and delineation of functional responsibilities,
implications for the provincial administrations, etc. Extensive work will be needed in coming
months to fully develop and operationalize the devolution plan and come up with a more
detailed blueprint for implementation. There are a number of important issues relating to the
design and implementation aspect of the plan, which will need to addressed in order to
improve and operationalize the devolution initiative to be. These include:

(a) Appropriate assignment of functional responsibiilities. The devolution plan, by
delineating the administrative structure and listing the departments of District
Governments, broadly indicates an assignment of functional responsibilities. However,
more thought and work are required to specify the roles of local governments more
precisely and clearly demarcate them from those of the provincial governments. For
activities deemed to be best suited for local management or delivery, it is important that
local government autonomy (vis-a-vis higher levels of government) and accountability (to
local beneficiaries and citizens) be ensured.

In the case of primary education, local provision is the normal pattern in international
experience. Within medical services, basic health units and rural health centers cater to
small jurisdictions and therefore could be devolved to the local level. Devolution of basic
social services to local governments nevertheless gives rise to some potential risks, which
need to be addressed. Spending on primary education and health services has strong
distributional implications, but the local governments are relatively ill positioned to pursue
distributional objectives, especially across districts. In order to promote redistributional
objectives, higher level governments would continue to play a role in financing these
services through revenue transfers, which could be conditioned on meeting minimum
national or regional standards.'3 Management of schools and health centers, including staff
recruitment, nevertheless should be a local responsibility. This should build on the
decentralization initiatives already underway, e.g. Parenits Teachers Associations (PTAs) or
School Management Committees (SMCs), and autonomy for larger hospitals in Punjab.

13 Given the cost implications of devolution and the weak finances of LBs, the provincial government role in
financing primary (and secondary) education and basic health most likely would remain large for the foreseeable
future.
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As far as farm-to-market roads are concerned, local responsibility would be a logical
extension of the role currently being played by DCs in Pakistan. The bulk of the
development activity of such councils consists of construction of link roads in rural areas.
Therefore the motivation and capability to take on responsibility for development and
maintenance of farm-to-market roads should exist, subject to availability of resources.

Development of water supply, sewerage and drainage facilities has largely been localized in
the large cities. Elsewhere, the provincial Public Health Engineering Department (PHED) is
primarily responsible for this function. Given the relative complexity of technology and
economies of scale in engineering functions, there is a case for preserving the status quo in
the smaller cities. However, since maintenance of facilities is a local council responsibility,
it is essential that local councils be involved in project design, approval and execution right
from the initial stages. In rural areas, decentralization is called for in view of the greater
simplicity of technology involved. Schemes based on relatively simple technology (gravity
flow systems, conmunity hand pumps, etc.) can be handed over to district or union
councils. Here again, arrangements will have to be made to cover the burden of O&M
costs.

In order to effectively fulfill these new and expanded responsibilities, local governments
will need to develop and augment their capacity. Even though existing capacity at the
provincial level may be transferred to the local governments, a great deal of work will be
needed in this area in order to ensure the success and sustainability of devolution. While
capacity building is extremely important, experience suggests that it goes hand-in-hand with
devolution, and that holding up the latter on grounds of inadequate local capacity is not
conducive to the development of effective local capacity over time. The federal and
provincial governments can and should play an important role in this context.

(b) Strengthening local governments' revenue base through reforming and rationalizing
the structure of local taxes and user charges. The large number of local taxes, rates and
fees, each following its own pattern, has made the structure complex and unwieldy to
administer. Moreover, a host of minor taxes have only nuisance value, generate little
revenue at high administrative cost, and provide rent-seeking opportunities to those
administering them. Hence the local tax structure needs to be streamlined, not only to
improve its equity and efficiency properties but also to raise revenue yields. A number of
local taxes and levies- should be eliminated or consolidated to improve their management
and administration. Such tax restructuring may lead to some revenue losses in the short
run, however. Together with the major loss in revenue from elimination of octroi and
export taxes and expanded expenditure responsibilities resulting from assignment of
additional functions to LBs, this could put local finances under considerable pressure.
The bulk of the shortfall would need to be addressed through improved tax-sharing
arrangements (as discussed above), while the remainder should be managed by
restructuring the main local taxes and levies and through better collection. Below are
some suggestions in this regard.
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* Restructuring the property tax: At present, property tax liability is calculated on the
basis of annual rental value (ARV).' In order to enhance the long-term yield of this
tax, there is an urgent need to expand the tax base and to improve the coverage ratio,
thereby enhancing horizontal and vertical equity. Owner-occupied properties are
currently taxed rather lightly.'5 Moreover, the property tax formula, based on rental
values per room, is unable to bring developed vacant plots of land into the tax net.
Hence a shift to a capital value basis will not only extend the coverage of property tax
to Katchi Abadis (informal settlements) and vacant plots of land, it will also eliminate
the artificial distinction in the value of properties cn the basis of ownership.'6 Given
the weak institutional capacity of ULBs, it will take time to move to a fully
operational capital value system, so phased implementation will be necessary.

In the short run, the focus should be on improving the structure, expanding the base,
and strengthening administration of the urban property tax. In the transitional period,
a proxy can be employed to estimate property values. For example, both land and
buildings could be valued in the manner proposed below to arrive at an estimated
capital value, which then could be converted into an annual value by taking a fixed
percentage (say 5%) of this effective capital value. The value of the land could be
estimated on the basis of the area-wise land valuation lists prepared by the office of
the Deputy Commissioner for registration of property transfers. As for buildings and
structures on the land, these could be valued on the basis of the schedule of rates
prepared by the Communication and Works Department for buildings with different
qualities of construction.17 To obtain a more reasonable estimate of the value of
buildings, the estimated cost can be depreciated on the basis of age and normal life.

These changes would result in a substantial enhancement of property tax liability for
owner-occupied properties, particularly large-sized properties. Whereas owner-
occupiers would lose, properties rented out would gain. This development most likely
would increase the availability of property for rental, thereby enhancing economic
activity, and encourage development of smaller properties. But if for political, equity
or other reasons, self-occupied properties need to be taxed lightly relative to rented
properties, this could be addressed by allowing owner-occupied properties a
substantial rebate of, say, 50%, on the assessed tax.18

14 Since the Constitution empowers only the federal government to impose tax(es) on capital values, an
appropriate methodology for urban property tax needs to be devised so as to avoid any breach of this provision.
" This is partly on the ground that these properties are also liable to wealth tax, a federal government tax on
properties constructed on plots of 1,000 square yards and above and on apartments with covered area of more
than 2,500 square feet. There is also a Punjab Government tax on houses constructed on plots of 2,000 square
yards and above. Moreover, in the case of owner occupiers, financial charges on housing loans (or the servicing
cost of investment in homes) are inadmissible charges against other income for income tax purposes.
16 However, the Constitution empowers only the federal government to impose tax(es) on capital values, an
appropriate methodology for urban property tax needs to be devised so as to avoid any breach of this
constitutional provision.

7 The Government of Punjab is pilot-testing a variation of this recommendation by indexing land values to the
respective DC valuation table in new rating areas in Lahore, Multan, Rawalpindi and Faisalabad.
18 Under a World Bank funded pilot project, a fresh survey and valuation assessment has been planned for two
areas in Karachi - the commercial center of the city (I.I. Chundrigar Road) and a residential area colonized by
the well-to-do (Clifton). It should be noted, however, that if property values after this exercise reflect market
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e Increasing the yield of taxes on transfers of property: The tax rate for transfer of
property tax is significantly variable, not only across municipalities but also across
provinces. It is higher in NWFP, Punjab and Balochistan (ranging between 2-3%)
compared to Sindh where it is only 1%. Scope exists, therefore, for enhancement of
the rate in Sindh to bring it in line with other provinces.

a Sharing federal and/or provincial revenue bases through levying of local surcharges
on federal and/or provincial taxes:
(i) Local surcharge on federal excise on gasoline: In Pakistan, energy taxes have

mostly been in the federal domain. While taxes on natural gas (and excise duty
on POL products) are shared with the provincial governments, the petroleum
surcharge has not been shared with either provincial or local governments. Since
both provincial and local governments responsible for maintaining roads in their
jurisdiction, there is a justification for either sharing the petroleum surcharge with
lower tiers of govermnent or letting local governments impose a surcharge on the
excise duty levied by the federal government. This is common in other countries
like Thailand (Bangkok). It could act as a proxy for a user charge on road
transport and limit congestion. In addition, it would be progressive in incidence
given the highly concentrated patterns of automobile ownership and transport
expenditure.

(ii) Surcharge on sales tax on cement: Another possible candidate for levy of a local
surcharge is the sales tax on cement. This surcharge can be justified on the
grounds that cement is used for construction of residential, commercial and
industrial properties. These properties, once constructed, place an additional
demand on municipal services. So this surcharge essentially acts as a proxy for
valorization (development) charges.

(iii) Surcharge on agricultural income tax: Rural councils may consider levying a
supplementary rate on the provincial agricultural income tax. In addition to
raising significant revenues for rural LBs, this may enhance the political
acceptability of the agricultural income tax, as part of the revenues would be
available to the localities in which they are generated.

E Improving cost recovery for local services: Like the provincial governments, local
governments also suffer from poor cost recovery on the services they deliver. Local
user charges too need to be rationalized, and the objective should be to recover the
bulk of the operational cost of service delivery through these charges.
(i) Enhancing water rates: Water rates, especially in the intermediate cities, are

either flat rate charges or are based on the area of a property. Since the rates are
fixed, there is no buoyancy in revenue unless water rates are increased, which
should be done regularly and as a matter of priority. In the absence of periodic
rate increases, water rate revenues as a percentage of the recurrent costs of water

rates, the high rates of tax (currently 20-30%) will have to be lowered, while the structure will need to be
rationalized by withdrawing exemptions and by bringing Katchi Abadis and vacant plots of land into the tax net.
Once properties reflect their market-based capital values, tax rates of 20% and above will be difficult to justify
and sustain and in any case would be unnecessary for revenue needs.
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supply have declined over time. At present, only about 50% of the recurrent cost
of urban water supply is recovered through water rates, which is far too low.

(ii) Increasing cost recovery for other services: )While the growing urban population
has increased demand for municipal services, the fiscal state of the municipal
governments has constrained the provision and quality of local services. Local
governments therefore need to recover a much higher proportion of costs where
possible. Possible candidates for much higher cost recovery include conservancy,
drainage and lighting rates, which currently are either not levied at all or are
levied only in large metropolitan areas.

* Improving procedures for renting out local governments' assets: At present rents on
municipal commercial properties are only 1/4 - 1/3 of actual market rents. This has
encouraged sub-letting of municipal shops. To bring income from rents close to
market levels, it is suggested that leases for municipal commercial properties be
auctioned out on the basis of bids, and that all rental contracts should include
automatic periodic rent escalation clauses which are implemented.

* Revising rates on local licenses andfees: Rates for most licenses and fees levied by
the local councils have remained the same over the past decade or so. It is therefore
recommended that rates for major licenses and fees, such as fees on slaughter houses,
registration and markets, etc., should be increased. Simultaneously, some of the
smaller fees, the revenue contribution of which is negligible, could be phased out.
Prospects for involving the private sector in issuance of licenses and collection of fees
also should be explored.

(c) Fiscal transfer mechanisms. Even with strong efforts to augment local revenue
mobilization, for the foreseeable future local govern-ments in Pakistan (as elsewhere in the
world) will be dependent on revenue transfers from higher levels of government to cover a
large part of their expenditures. According to the devolution plan, revenue transfers from
provincial to local governments are to take place ander Provincial Finance Awards,
recommended by Provincial Finance Commissions to be established by each province, in
a transparent and predictable manner. This system is intended to be similar to the National
Finance Commission which determines fiscal transfe.is from the center to the provinces
based on a population-related formula. However, Cietails with regard to the revenue-
sharing arrangements and how they will be determined in the case of the Provincial
Finance Awards remain to be clarified. Nevertheless, given the commonality of the
present fiscal powers of the local and provincial governments, which the latter have pre-
empted, as well as the local nature of some of the taxes collected by higher levels of
governments, it would be appropriate to share taxes which fall within the fiscal powers of
both local and provincial governments. Also, any tax collected for a function performed
by both levels of government could be made part of the revenue-sharing pool between the
two levels of government. Specific suggestions in this regard are:

Sharing the revenue of GST on services: By its naiure, GST on services comes closest
to the recently-abolished local taxes on transportation of goods and services (octroi
and export taxes). Hence one option would be for the revenue from GST on services
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to be shared between the provincial and local governments, with the share of the latter
apportioned among various LBs on collection basis. This to a large extent could
recoup the revenue losses incurred by LBs on account of elimination of octroi (and
export tax).

Devolving some provincial taxes to the local level: Of the provincially collected taxes,
Motor Vehicle Tax (MVT) should either be completely devolved to the LBs or at least
local governments should get a significant share of revenues from this tax. Revenues
from MVT are meant to cover costs of road maintenance. Since local governments are
responsible for maintenance of intra-city roads while responsibility for maintenance of
inter-city roads rests with the provincial government, the case for sharing of MVT
revenues is very strong. Revenue from MVT accruing to the local councils could be
distributed among local councils in part on the basis of population, in part on the basis
of collection. Sharing on the basis of population should be considered because car
owners in smaller cities have a tendency to register their cars in Karachi (in view of the
market premium), even though these cars subsequently are utilized elsewhere.
Similarly, a case for devolution or sharing of the entertainment tax and tax on
professions and callings can be made, on the grounds that these fall within the fiscal
powers of both levels of governments but have been pre-empted by the provincial
governments. In fact, these taxes are collected by the local authorities in the
cantonment areas. Therefore, sharing of say, 50% of these taxes on the basis of
collection would be justified. Finally, allowing the local governments to share in the
Agricultural Income Tax by means of a local add-on, while maintaining unified
collection at the provincial level, should be considered.

a Provincial financing of additional functions devolved to the local governments: if
additional functions are to be transferred to local councils, this must be accompanied
by grants or revenue shares equivalent to the present levels of expenditure on these
functions by the government transferring the responsibilities. This is critical because
it will take time to develop an adequate local revenue base through additional tax
sharing or revenue transfers and additional resource mobilization measures at the local
level. During the period in which local resource mobilization capabilities are being
built up, provincial budgets will need to continue to fund social services like primary
education and primary health care, and subsidize O&M for rural water supply
schemes, if these are transferred to the local governments.

Establishing conditional andfiscal-base equalization grants: It will be desirable to
have an appropriate balance between unconditional and conditional transfers. This
would help ensure fiscal stability by enforcing a hard budget constraint on the local
governments at the margin. Moreover, by conditioning these transfers on achievement
or maintenance of minimum national or regional standards, suitable conditional
transfers would provide incentives for sound financial performance, good service
delivery and achievement of national or regional objectives. Finally, as mentioned
above, local governments have varied revenue bases and therefore wide variation in
fiscal capacity. The Provincial Finance Commission in each province would have to
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carefully evaluate the fiscal capacity of each local government and support financially
weaker local bodies with well designed fiscal base equalization grants.

(d) Personnel Management and Implications for provinces. The extent to which the
benefits of decentralization can be realized will depend on a number of factors, one of
which is how the provincial government structure, establishment and finances are
adjusted. There are potential risks in this area. At one extreme, devolution might be
stifled if the provincial bureaucracy remains pretty much as it is, with bureaucrats
nominally deputed to local governments but still reporting to their superiors in provincial
departments, and with personnel management, career development, etc. remaining
centralized. On the other hand, wholesale transfer of provincial employees to local
governments is likely to face strong resistance fromi employees' groups and, in the
absence of any other actions, could burden the local governments with huge liabilities and
threaten their viability. Moreover, if the devolution exercise would lead to passing down
of expenditure functions to local governments without commensurate transfer of
resources, it would exacerbate the fiscal problems of ]ocal governments. This suggests
that necessary restructuring of the provincial establishment and finances should not await
full implementation of the devolution initiative.

In addition there are issues related to personnel management in terms of the status and
incentive orientation of the transferred employees. Given the objectives of devolution, it
would be desirable for the service delivery, supervisory, and management personnel
related to provision of local public services covered by the devolution plan to be
effectively employees of the local governments. Provision could be made for mobility
across districts of well-trained, highly skilled staff and those with potential for
advancement, but nevertheless their reporting relationships and personnel management
would be with the local government, as is normally the case in most federal systems
outside South Asia. If there are major legal constraints to changing the formal status of
provincial civil servants to that of local government ernployees, then existing provincial
staff transferred to local governments could retain their provincial status in a legal sense,
but with all important aspects of their management (including personnel management)
handled at the local government level. This would have the advantage that redundant,
inadequately skilled, or poorly performing employees could be returned by the local
governments to their provincial cadres. Employees newly recruited by local governments
would be local civil servants and fully the responsibility of the government that hires
them.
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Matrix: Options for Reform

Objective Possible Short-Term Measures Medium-Term Options
I. Adjusting Intergovernmental Fiscal Relations

Reverse the persisted trend of * Eliminate most discretionary transfers, including federally * Complete process of disengagement of higher levels of
centralization over the past several financed special provincial programs (e.g. tameer-i-watan, government from areas of responsibility of lower levels.
decades and bring the actual assignment tameer-i-Sindh, etc.) by merging them with the normal * Stabilize the assignment of functional responsibilities for
of functional responsibilities and public development programs of the provinces. efficient, accountable delivery of public services resist any
expenditure decision making between * Initiate process of disengagement of higher levels of tendencies toward recentralization, which is probably best
the federal and provincial govermments government from the areas of responsibility of lower levels. accomplished by having well-functioning successful, and
into line with the spirit and provisions of The federal government could disengage itself from accountable local governments.
the constitution. Enhance the functional population planning, irrigation, tourism development,
responsibilities of the local governments lower levels of the justice system, transport and
as part of the governments devolution communications, curriculum development, centers of
initiative. excellence, etc. Provincial governments could move away

from land development, urban and rural water supply,
drainage and sanitation, primary education, preventive
health, and local roads.

2. Enhance the autonomy and * Federal/provincial governments should vacate * Consider devolving some of the more broad-based taxes
accountability of lower levels of provincial/local tax bases. The federal government could to the provincial governments, e.g. specific purpose excise
government through appropriate tax stop levying capital value tax on properties and motor duties; collection of provincial energy taxes; wage taxes;
devolution. vehicles. Provincial governments should withdraw taxes etc.

on inter-provincial trade and on local government tax * Devolve local taxes to local governments, including
bases. property tax, motor vehicle taxes, and entertainment taxes.

* Allow provincial/local governments to share in
federal/provincial tax bases through levying of
supplementary rates at their discretion on
federal/provincial taxes (e.g. on GST, personal and

_________________________________________ corporate income taxes, central excises, energy taxes).
3. Make fiscal transfers less discretionary * Remove the existing uncertainty with respect to federal * Incorporate all federal taxes (including the petroleum

and more in line with the needs and transfers through improved revenue projections, better surcharge) into the divisible pool.
objectives of the provincial and federal collection of federal taxes, and ensuring timely transfers of * Consider redesigning the present NFC grants (to the
governments by improving the revenues to the provincial governments. smaller provinces) as a formula-based system of fiscal
efficiency, stability and equity of these * Devise mechanisms to alleviate provincial cash flow capacity equalization transfers.
transfers. problems caused by seasonality in federal revenue * Discontinue remaining discretionary transfers by

collection. converting them into formula-based transfers and
incorporating them into the NFC Award .
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| Objective - { Possible Short-Term Measures Medium-Term Options
II. Mobilizing Adequate Provincial Revenue

1. Streamline the provincial taxation * Each province should devise an appropriate tax policy, in * Establish a framework for further rationalization and
system. line with the fiscal needs and economic conditions of the modernization of provincial taxes according to the fiscal

province, consistent with national tax policies. and economic needs of each province.
* Reduce the number of provincial taxes to below 10 by

consolidating similar taxes and eliminating taxes with very
small yields.

* Expand the provincial revenue base by bringing non-taxed
areas into the tax net.

* Enhance the revenue potential of provincial taxes by
rationalizing rates and converting existing specific rates to
ad-valorem.

2. Further develop and implement the * Refine/redesign the agricultural income tax as needed to * Fully implement the agricultural income tax with effective
agricultural income tax. better meet revenue, equity, and administration/compliance revenue yield.

objectives. * Phase out differential treatment of agricultural and non-
agricultural income for tax purposes.

3. Restructure the urban property tax. * Improve the assessment procedures for the urban property * Devolve the property tax, MVT, and entertainment taxes
tax to evolve a more meaningful tax base. to the local governments (based on pilot programs to this

* Reduce the discrepancy in assessment of rental value end that are being implemented in the short run).
between owner-occupied and rented property.

* Move toward a capital value-based property tax.
4. Rationalize provincial user charges. * Enhance water rates to improve cost recovery in the * Devolve collection of water rates and drainage charges

irrigation system. and fees to PIDAs and FOs.
* Enhance user charges for agricultural services and * Based on experience, develop a framework for general

secondary and especially tertiary levels of health and implementation of autonomy for a broad range of public
education services. sector service providers, with financing increasingly from

* Along the lines of Punjab's scheme for granting greater autonomously collected and retained user charges.
auiunolnuiy io hospitais, experiment with allowing public
sector service delivery agencies to collect and retain user
charges on their services, with the proceeds utilized to
better fund O&M.

5. Strengthen provincial tax administration. * Improve the skills of tax personnel through appropriate * Merge the provincial Boards of Revenue and Excise and
training. Taxation Departments to establish a single autonomous

* Computerize tax records (especially land records). revenue collection agency in each province, along similar
* Enhance the accountability of tax collection agencies lines to and with close working relations with the Pakistan

through an appropriately designed package of incentives Revenue Administration.
and vigilant monitoring (especially of revenue collections * Ensure better coordination between the federal and
against given targets). provincial tax collection agencies in terms of sharing

information on tax bases, numbers of taxpayers, asset
bases, etc.
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Objective Possible Short-Term Measures Medium-Term Options
III. Strengthening Provincial Expenditure Management and Governance

1. Reform the budgetary process to * Adopt a Medium-Term Budget Framework (MTBF) at the * Fully implement the MTBF and institute outcome-
improve the allocation of provincial provincial level, based on multi-year projections of oriented and program-based budgeting.
resources to better serve development resource availability and outcome-oriented sector- and
objectives on a sustainable basis. program-based expenditure allocations, with hard budget

constraints and integration of budgeting of development
and recurrent expenditures.

* Establish a system of provincial debt management, which
covers debt to the federal government (CDL and foreign
loans), provincial market borrowing, State Bank overdrafts,
and contingent liabilities.

2. Reform the provincial civil services so * Undertake baseline surveys/censuses to assess the size, * Implement restructuring of provincial public sector
that they become leaner and more composition and skill mix of public sector employment in entities based on reviews and broader reform program.
effective, equipped with the needed each government department, agency, public enterprise and * Develop and implement more comprehensive reforms of
skills, facing an appropriate incentive autonomous body. provincial civil services.
structure, and better organized and * Conduct functional reviews of all provincial public sector * Devise appropriate severance packages for reducing
managed, and whose cost is in line with entities to assess their objectives, roles and staffing needs, redundant employment in the civil service, consistent with
provincial objectives and available fiscal and the scope for shifting activities to the private sector, the resource position of the provinces.
resources. devolving some entities to local governments,

commercialization and/or closure.
* Reduce provincial government employment through

attrition coupled with extremely selective recruitment to
improve skill mix.

* Induct highly-skilled professionals into the provincial civil
services (preferably on contract basis).

3. Improve the allocation of expenditures * Enhance non-wage O&M allocations for key services like * In line with the MTBF, establish a program approach for
across broad economic categories irrigation, primary health care, primary education, expenditure allocations for each sector by eliminating the
(capital versus recurrent, wage versus provincial roads, etc. compartmentalization between development and non-
non-wage) so as to create fiscal space for * Induct local communities more generally into financing and development expenditures, so that sustainable
high-priority activities. managing operation, repairs and maintenance of public infrastructure and service network sizes (and related

services and infrastructure. O&M) determine public investment and staffing levels
rather than vice versa.

4. Devolve management authority for * The initiative of giving autonomy to larger hospitals in * Expand management decentralization to the facility level,
certain services to the facility level and Punjab should be built upon by developing a better based on experience.
to communities. regulatory framework which addresses equity concerns. * Based on experience with their functioning, SMCs/PTAs

* Strengthen School Management Committees (SMCs) and to be handed over management of the entire school-level
PTAs and as to devolve management of primary schools recurrent budget, including teacher salaries.
and their O&M expenses to these SMCs. * Develop the community-based irrigation system by

* Expand the initiative of handing over O&M strengthening and empowering Farmer Associations (FOs)
management for rural water supply and drainage and Provincial Irrigation Development Authorities
schemes to local communities for all such schemes. (PIDAs), under the National Drainage Program.

87



Objective Possible Short-Term Measures Medium-Term Options
5. Improve provincial financial * The budgetary process should be made more transparent * Fully implement the improved system of financial

management through enhanced through better dissemination of relevant information to and reporting and auditing supported by PIFRA project.
transparency and accountability. increased involvement of line departments. * Improve the effectiveness of the auditing system by

* Increase the accessibility of budgetary information to civil revitalizing the public accounts committees of the
society by providing more understandable budget provincial assemblies with accelerated and effective
overviews (e.g. improved White Papers), and by making all disposal of audit reports.
budget documents available to citizens (at cost price). * Ensure adequate legislative involvement in setting overall

* Enhance the transparency of provincial development and medium-term budgetary priorities and policies
programs by incorporating expenditures financed from through review/discussion of MTBF and budget
foreign project assistance and non-budgetary development documents by the Provincial Assemblies.
programs of provincial autonomous bodies.

* Effectively separate audit and accounts functions with full
independence of audit and provincialization of the accounts
functions for provincial governments.

* Ensure full and timely reconciliation of monthly accounts
prepared by DAOs/Treasury Officers with those of DDOs
of the line departments.

* Ensure timely actions by line departments to review and
settle audit observations raised by the departmental audit
conducted by the audit department.

* Establish ad-hoc public accounts committees during the
current suspension/inactivity of the provincial assemblies.

6. Enhance the stability and predictability * Meter electricity consumption by all provincial and local * Effectively put into practice and enforce disconnection of
of provincial budgeting for utility bills. government departments/agencies. nonpaying government customers for metered

* Institute a fair and effective system for payment of consumption of electricity and other utilities.
government utility bills (and arrears), which is acceptable
to all concerned nartiecI Give public utilities authority to disconnect service for non-
payment of bills (except emergency services).

* Review budgetary process and calculation methods for
utility charges, and make appropriate modifications to
ensure adequate budget allocations.
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Objective Possible Short-Term Measures Medium-Term Options
IV. Strengthening Local Government Finances

1. Improve service delivery and enhance * Refine and further develop and improve the government's * Complete implementation of devolution to all urban and
accountability through devolution of new devolution plan through a careful review of its fiscal rural local governments.
authority, responsibility, and finances to and administrative implications, building community
elected, accountable local governments. involvement in key local services like primary education

and rural water supply and sanitation; and by providing
safeguards against elite capture of local/district
governments.

* Based on their financial and administrative strength, urban
local councils should become involved in the development
and provision of key local services like primary education
and preventive and basic heath care.

* Devolve development and management of urban
infrastructure to local governments (e.g. urban water supply
and sanitation, urban roads, etc.)

* Implement the devolution plan in a phased manner, starting
with large urban municipalities.

2. Institute effective tax- and revenue- * Establish Provincial Finance Commissions under * Devolve the administration of local taxes (e.g. property
sharing arrangements between provincial appropriate legislative arrangements, to make tax, MVT, entertainment tax etc.) to local governments,
and local governments. recommendations on tax and revenue sharing with local based on pilot programs in the short run.

governments.
* Revenues from all taxes which are levied on local bases or

fall within the fiscal powers of both the provincial and local
governments (e.g. property tax, motor vehicle tax,
entertainment tax and tax on professions and callings. GST
on services, etc.) should be shared between the provincial
and local governments on mutually agreed formulas.

3. Reform and rationalize local taxes. * Restructure the property tax to eliminate problems with the * Consider allowing local governments to share bases of
tax base by moving toward a capital value assessment of some federal and provincial taxes (e.g. central excise duty
the tax, and improve tax assessment procedures, especially on gasoline, sales tax on cement, agricultural income tax,
addressing the problem that owner-occupied properties are etc.) by levying local surcharges or supplementary rates
currently assessed at a much lower rate than rented on these taxes.
property.

* Sindh province should enhance the rates of transfer of
property tax receipts to local governments to bring this to
par with the other provinces.

* Improve cost recovery for local services by rationalizing
and improving collection of user charges.

4. Make the local governments a separate * Consider providing appropriate legislative cover to local * Consider enacting a Constitutional amendment to the
and autonomous tier of government. governments, which would provide them an autonomous same end.

status with well-defined functional responsibilities and
taxation authority.
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ANNEX A

PROCEEDINGS OF THE WORKSHOP ON
REFORMING PROVINCIAL FINANCES IN THE CONTEXT OF DEVOLUTION

Islamabad, September 17-18, 2000

SUNDA Y, SEPTEMBER 17,2000

Opening Session
Chairman: Mr. Farid Rahman, Finance Minister, NWFP

In his opening remarks, Mr. Mueen Afzal, Secretary General, Ministry of Finance, highlighted
the progress made by the government on its macroeconomic reform agenda. He indicated that the
stabilization part of the reform program is doing well; growth has picked up; inflation is expected to
remain low, exports have started showing some buoyancy; etc. He nevertheless expressed concern
about the debt overhang, which remains a big problem. On structural reforms, he referred to progress
made in bringing agricultural prices closer to market prices, and reforms in the oil and gas and power
sectors are continuing, but more needs to be done in the energy and banking sectors. He also pointed
to slow progress in poverty reduction and improving social indicators. He nevertheless emphasized
that poverty reduction is very high on the government's priority list, notably as reflected by the
Integrated Rural-Urban Development Program (IRUDP), initiation of the food support program, and
establishment of the Micro-Credit Bank and Pakistan Poverty Alleviation Fund. Mr. Afzal also
highlighted the government's initiatives on enhancing public sector accountability and governance.

In his opening statement, Mr. John Wall, Country Director for Pakistan and Afghanistan,
World Bank Islamabad Office, stated that the government's inability to raise resources in line with
expenditure needs is the fundamental problem behind most of economic and social problems of the
country. Insufficient resources allocated to the social sectors, most of which are utilized in paying
salaries of the large public sector establishment, results in poor quality of these services. Under its
devolution initiative, the government is now adding a third tier of government, which would be
responsible for delivery of basic services. The fear is that the mismatch between federal and
provincial resources and expenditures may get translated into a similar mismatch between the two
lower tiers of government. The solution lies in raising more revenues and producing and delivering
services in a more efficient and cost effective way.

Session I: Recent Provincial Reform Initiatives and Future Plans
Chairman: Mr. Mueen Afzal, Secretary General, Ministry of Finance

The Finance Ministers of Punjab, NWFP and Sindh highlighted key issues and constraints
faced by the provinces in the area of provincial finances and briefed the workshop on their respective
reform initiatives. Brief summaries of presentations by each finance minister:
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Presentation by Mr. Shahid Kardar, Finance Minister, Punjab

Mr. Kardar stated that the existing level and quality of services delivered by the provincial
government is unsatisfactory. The issue is more the quality cf services delivered than the resources
expanded. He also highlighted the fiscal and structural reforms undertaken by the province. These
include:

* Rationalizing the tax structure by reducing the number of taxes from 33 to eight.
* Improvement in the structure of the Agricultural Inicome Tax by imposing a full-fledged

income tax for farmers with large land holdings.
* Restructuring of the Urban Property Tax by converting its base from rental to capital

value, reducing the rate discrepancy between owned and rented property, and reducing
and rationalizing exemptions. Moreover, the property tax has been devolved to local
governments in two localities of Lahore on a pilot basis.

* Restructuring of the provincial development program by weeding out a large number of
slow-moving projects, thereby reducing the throw-forward of the development program
from Rs 38 billion to Rs 28 billion.

Mr. Kardar stated that at present intergovernmental fiscal relations have some flaws.
* Revenue sharing mechanisms are defective, and the fairness of the revenue sharing

formula is in doubt.
* There is a lack of sub-national participation in national decisionmaking.
* Constitutional amendments are needed to change the structure of energy surcharges.
* The interest rates charged by the federal government on development loans to the

provinces need to be reexamined, as this has been unfair to the provincial governments.

In the context of devolution, Mr. Kardar indicated that the financial strength of local
governments would be key to improved delivery of public services. The provincial governments
have to devise fair and innovative means to help the local governments in their tasks. For example,
the provinces may consider direct funding of schools operated by local governments. The Punjab
government has already formulated a list of 17 indicators (which would be shortened to six or seven
indicators) to determine the backwardness of districts for the purpose of fiscal equalization grants to
the local governments.

According to Mr. Kardar, better expenditure management is essential for improvements in
provincial finances. At present, most of the provincial government's expenditure is pre-empted by
salaries and pensions. Hence there is a need to re-examine the roles of provincial governments and
encourage the private sector to take up some provincial responsibilities, even if this means
transferring some service delivery functions to the private sector with public sector financing.
Integrating the budgeting of development and recurrent expenditures and strengthening the
provincial accounting system are two high-priority areas for irmproved expenditure management.

Presentation by Mr. Farid Rahman, Finance Minister, NWFP

Mr. Rahman highlighted the problems of provincial finances, which range from flaws in
intergovernrmental fiscal relations to the increasing provincial debt burden, from provincial
liabilities due to the wheat subsidy to cash flow problems. He felt that tax reforms, devolution and
rightsizing the government are three main areas needing attention. He highlighted actions
taken/being considered by the provincial government in each of these areas:
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Tax reforms:
* Reduction in provincial taxes from 17 to nine.
* Improvement in the structure and elasticity of Property Tax. In this regard, the

provincial government has undertaken a census to classify properties.
* At the moment there is a land-based Agricultural Income Tax with no exemption limit.

However, the government is seriously thinking of introducing a full income tax.
* Computerization of motor vehicle tax.
* The government is in the process of rationalizing irrigation water rates (which may be

increased by as much as 25%).
* Improving the collection of provincial license fees by allowing payment through banks

rather than the Deputy Commissioner's Offices.

Devolution and Administrative reforms
* In the context of devolution, the provincial government is considering administrative

reforms to right-size the government. However, as per the provincial government's
estimates, the new devolution plan would increase overall public sector employment.

* The provincial government is planning to merge all four works-related departments into
one.

* Functional reviews of provincial departments and autonomous bodies have been
initiated, and a number of provincial departments and autonomous bodies are in the
process of being closed. The resulting surplus manpower has to be absorbed, either by
the district governments or through some kind of severance package, for which the
provincial government has no resources at present.

* An exercise is underway to determine the revenue potential and assets and liabilities of
each district.

On other areas of provincial finances, the minister cited actions taken by the government to
restructure its development program, which have halved the throw-forward of the development
program, and mobilization of additional resources (including funds of auqaf and other departments)
for primary education.

Presentation by Mr. Abdul Hafeez Shaikh, Finance Minister, Sindh

Mr. Shaikh expressed concern that the impact of the government's reform program has not
been as visible as had been hoped, despite serious efforts during the last 9-10 months. He was also
concerned about the lack of economic activity in Sindh province and indicated that a more focussed
approach (by selecting a lirnited number of reforms) is needed to make an impact. He noted the size
and pervasiveness of government in economic activity. Emphasizing the need to reexamine the role
of government, he felt that the leadership has to come from the federal government. He also
mentioned that the shortcomings of inter-governmental fiscal relations have had a major negative
impact on provincial finances. Not only has the shortfall in revenue transfers caused cash flow and
fiscal difficulties for the province, but this has also led to uncertainty which makes planning and
budgeting very difficult.

On institutional reforms, Mr. Shaikh mentioned the establishment of the province's Economic
Revival Committee and Fiscal Monitoring Committee as key steps taken by the government to revive
the provincial economy and improve provincial expenditure management. He also referred to the
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major restructuring of the provincial development program, which is aimed at reducing the number of
projects by dropping non-performing schemes; safe-guarding high-priority and donor-assisted
projects; completing schemes by providing more resources to fast moving schemes; and protecting
horizontal equity across districts.

During the general discussion, issues were raised about the problems of monitoring and
evaluation of federally funded provincial programs, e.g. the Poverty Alleviation Program. It was felt
that innovative ways need to be considered to get communities involved in monitoring. One
suggestion was to enhance the transparency of provincial development programs by posting
information on the web site of the provincial governments. During discussion of the issue of the
wheat subsidy, a representative of the federal government indicated that there would have no problem
if the subsidy is eliminated. On the matter of reducing the size of the government establishment, it
was suggested that the provincial governments should consider mandatory/voluntary retirement for
surplus staff without needed skills after 15 years of service.

MONDA Y, SEPTEMBER 18,2000

Session II: Presentation of Provincial Finances Study Recomnamendations and
Discussion of Provincial Expenditure Management
Chairman: Mr. Abdul Hafeez Shaikh, Minister Finance, Sindh

Mr. Shaukat Aziz, Federal Finance Minister, emphasized the progess made on the
government's reform agenda but conceded that the country's foreign exchange cash flow situation has
deteriorated. In the context of poor tax collections and a culture of nonpayment, the government is
using innovative means like the tax survey and documentation drive to raise additional revenues. He
indicated that the tax survey has been quite successful. He also said that the government is quite
willing to improve incentives for the tax administration and strengthen its management to make it into
a more effective and business-friendly entity. Mr. Aziz also aJmitted that progress on privatization
has been slow, but the regulatory system is now in place and prcgress will be faster from now on. He
also suggested that devolution would have a major impact.

The present government is committed to financial sector reforms through privatization of
banks. The Securities and Exchange Commnission (SECP) has been strengthened, and stock
exchanges have been automated. The insurance laws have been amended, and the sector is now being
regulated by the SECP in a more professional way instead of by the Commerce Ministry.

The Finance Minister concluded his presentation by asking the donor community to become
more actively engaged with the government in policy discussions. The revival of the IMF program
is very important in the short run. After agreement with the IMF, other multilateral donors like the
World Bank and Asian Development Bank would also extend fresh assistance. Some bilateral
donors are also waiting for an agreement between the government and the Fund.
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Summary of Provincial Finances Study Recommendations
(Mr. Hanid Mukhtar, Senior Economist, World Bank Islamabad Office)

Mr. Mukhtar presented a summary of the main issues in provincial finances and the key
recommendations of the World Bank's Provincial Finances Study. These include:

* Issue: Weaknesses of inter-governmental fiscal relations have led to large vertical fiscal
imbalances, creating disincentives against better financial management and poor
accountability of the fiscal system to general public.
Recommendation: Expand the provincial revenue base by allowing provinces to levy
supplementary rates on federal taxes (e.g. personal income taxes and general sales tax),
and correcting the resulting horizontal imbalances by means of well-designed fiscal
equalization grants.

* Issue: The large size, inadequate skills, weak management and poor incentives and
motivation of the provincial civil services adversely affect delivery of public services.
Moreover, the chronic mismatch between wage and non-wage expenditures leads to
inadequate maintenance and poor quality of public services and provincial infrastructure.
Recommendations: Functional reviews of all public sector entities to assess their
objectives, roles and staffing needs, and to determine the possibility of shifting some (or
all) of their activities to the private sector. Continued right sizing of provincial civil
services through attrition. Over the longer term, devise appropriate, affordable severance
packages.

* Issue: The short-term and input focus of the budgeting process and archaic budgeting
procedures lead to sub-optimal allocation of budgetary resources.
Recommendation: Build necessary provincial capacity and put in place a Medium-
Term Budget Framework (MTBF). This would adopt a comprehensive sector- and
program-oriented approach to allocating public sector resources, integrate budgeting and
management of development and recurrent expenditures, and take an output and/or
outcome-oriented focus as opposed to the present input bias.

* Issue: Provincial taxes and user charges as presently structured and collected are
incapable of generating substantial, buoyant revenues.
Recommendations: Simplify the provincial tax structure by reducing the number of
taxes and rationalizing rates; enhance the potential and yield of agricultural income tax
(AIT) through converting it from a land-based farm tax into a tax which is closer in
character to an income tax; increase reliance on user charges wherever appropriate and
feasible; and strengthen provincial tax administration and plug leakages of revenue.

* Issue: Weak national and provincial institutions and poor governance have contributed
to the erosion of provincial financial management.
Recommendation: Reinvigorate and strengthen institutions of financial management
through a coherent program including, among other elements, well-designed civil
service reforns, better incentive and motivation structures, and insulation of financial
management institutions from political pressures by clearly defining the roles of
politicians in expenditure planning, budgeting and management.
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* Issue: Their sizeable debt burden and large contingent, implicit, and deferred liabilities
add to the fragility and vulnerability of provincial finances.
Recommendation: Establish provincial debt management systems which closely linked
with the federal system; privatize, close, restructare and merge provincial departments
and autonomous bodies; and change the procedu:res for budgeting, billing and payment
for utilities in a manner which promotes efficient use of resources.

* Issue: Overcentralization of state functions and weakening of local governments have
adversely affected the quality and delivery of local public services.
Recommendation: Operationalize and implement the devolution plan; develop local
governments into a fully functional third tier of government by providing them with
appropriate Constitutional cover; and provide them with adequate financial resources
through appropriate transfer mechanisms from the provinces, with incentives for sound
financial performance.

Provincial Budgeting and Expenditure Management
(Mr. Mohammad Akram Malik, Finance Secretary, Punjab)

Mr. Malik discussed some issues related to provincial expenditure management. He made
the following main points:

* The budget making process does not involve all stakeholders.
* The line item approach currently used in government budgets has made budgets very

rigid. To inject flexibility, budgets should be allocated to departments, and they should
have the authority to decide on composition and make changes during the year, if
deemed necessary.

* Fifteen years back, politicians who got elected to the National and Provincial Assemblies
had a background of serving in local governments. (Mr. Malik was referring to the 1985
non-party elections.) These legislators carried local interests to the new assemblies at
the provincial and national levels and concentrated on lobbying for funds for
development schemes located in their constituencies instead of paying attention to
legislative work. This led to the inclusion of MPAs' and MNAs' programs in public
sector development programs, which became a source of corruption. Can the
government put in place some mechanisms to prevent a repeat of this experience?

* The countryside of Punjab is a graveyard of 8-10,000 development schemes, which are
not being completed or maintained.

* Punjab has already started moving in the direction of performance budgeting.

Session III: Intergovernmental Fiscal Relations
Chairman. Mr. Shahid Kardar, Finance Minister Punjab

Presentation on Key Issues of Fiscal Federalism in the Pakistan Context
(Mr. Younis Khan, Secretary, Ministry of Finance)

Mr. Khan stated that fiscal federalism is a sensitive subject and has to be reviewed in the
political and historical perspective. He mentioned that from late 1 970s until the early 1 990s there was
no NFC Award, which resulted in some ad hoc decisions, that had a profound impact on provincial
financial management and finances. The most important was the federal government's decision to
finance the provincial fiscal deficits through federal grants, which provided a strong disincentive for
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prudent financial management by the provincial governments. As result, provincial expenditure
increased exponentially while provincial resource mobilization declined. He also mentioned that
vertical imbalances exist in all federal systems, as tax assignment has to take into account collection
efficiency, which in developing countries lies with the central government. He criticized the present
mode of federal transfers, which, according to him, has led to slackening of revenue efforts by the
provinces. He recommended that the next NFC should consider imposing expenditure reduction
targets for the provinces. Also, the provinces need to better utilize their existing revenue resources,
especially property taxes and user charges, and the provincial governments should stop being the
employer of first and last resort.

Provincial Perspective on Fiscal Federalism in the Pakistan Context
(Dr. Mutawakkil Kazi, Additional Chief Secretary, Planning & Development, Sindh)

Dr. Kazi made the following main points:
* Despite the government's preference for development expenditure as opposed to current

expenditure, the Development Program has declined from 14% of GDP in the 1970s to
2.7% of GDP at present.

* There is a lot of waste in government expenditure. An item of stationery purchased on
government account costs something like 3-4 times more than when it is purchased on
personal account.

* Projects should not be considered completed as soon as the civil works finished. Project
completion occurs only when a project has been made operational.

Points made during the subsequent discussion included the following:
* The main focus should be on making the broad-based General Sales Tax fully

operational. Now is not the time to consider piggy-backing with supplementary rates by
provinces.

* About 46% of government employees are illiterate. How can they be retrained?
* The natural attrition rate of 2-2.5% annually will not be sufficient to reduce the size of

public sector employment to an optimal level.
X The unified salary scales for government employees constitute a major hurdle in the way

of providing appropriate incentives for officers assigned greater responsibilities.
. Provincial governments have been unwilling to take over the levy and collection of

motor vehicle tax, as this would need to be accompanied by corresponding fiscal
accountability.
Availability of loans through CDL has encouraged excessive development expenditure
in the past.
While piggybacking by the provinces on income tax may be okay, piggybacking on GST
would raise issues of inter-jurisdictional trade. Although solutions like zero-rating inter-
provincial trade may exist, these would be overly complicated and cumbersome in the
Pakistan context.
Transfers from the federal divisible pool are very uncertain and are not according to the
projections made at the beginning of the year. These transfers tend to be very low in the
beginning of the year and then rise sharply in the last quarter, whereas the provincial
governments' expenditures are evenly spread over the year. This makes it very difficult
for the provinces to plan their expenditures.
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* Provincial governments are not involved in the federal government's budgetary decisions
having implications for provinces. Moreover, trust and consultation between the federal
and provincial governments has eroded over the years.

Winding up the session's discussion, John Wall said that federal-provincial fiscal relations
are a sensitive subject, and there is no one perfect way of handling them. There are many ways of
distributing fiscal resources between federating units. Pakistan uses population as a basis for
transfers.

SESSION IV: Implications of Devolution for Provincial Finances
Chairman: Mr. Farid Rahman, Finance Minister, GovernmenIt of NWFP

Presentation on Implication of D)evolution
(Mr. William Byrd, Lead Economist World Bank, Islamabad Office)

Mr. Byrd stated that the government's new devolution plan is a bold initiative which, by
shifting responsibility for key public services to the local governments, is expected to improve
accountability for service delivery and thereby the quality of services.

He pointed out that although the devolution plan is fully articulated and detailed in the areas
of political and to a lesser extent administrative devolution., it remains incomplete in other areas
such as fiscal transfer mechanisms, local government revenue structure, and the impact of
devolution on the provincial governrments. He noted a number of risks associated with the
devolution initiative, including the risk of elite capture and resistance by vested interests (provincial
bureaucracy, contractors, some politicians). He also mentioned capacity constraints, in terms of the
skills and quality of local government staff, and a possible overdependence on community
monitoring institutions which would take time to develop.

Concerning the impact of devolution on the provinces, Mr. Byrd stated that with devolution
many of the expenditure responsibilities of the provinces will be transferred to the local level, which
would imply devising appropriate revenue transfer mechanisms to provide adequate resources to the
district governmnents. The devolution will also imply that a large proportion of provincial civil
servants would be working for the local governments. The role of the provincial governments will
therefore change from the present centralized and detail-oriented management to one of setting
policy frameworks, quality assurance, regulation, and supporting capacity building/change with
appropriate fiscal incentives.

Mr. Byrd outlined two options regarding the pace of devolution gradual and rapid. The
former goes for minimal real change to start with. The local government is cobbled together out of
the existing provincial departments, and local governments develop capacity gradually and set up
checks and balances over time. This approach poses minimum risk of disruption and resistance
from vested interests, although it could burden local governments with existing institutional
structures and overstaffing. In contrast, the rapid approach calls for quick wholesale change based
on a well-designed provincial-local transfer mechanism. The rapid approach has more potential to
bring about real change in the short run. However, resistance from vested interests is likely to be
greater, and if the devolution package is not complete this approach would likely fail.

8



In the subsequent general discussion, participants expressed the following concerns:
* At this time there is some confusion with respect to what is being devolved and what this

implies in terms of management, finances, capacity, and the needed administrative
arrangements. There is also need for a vision of decentralization between the federal
government and the provinces.

* Fear was expressed that the present inefficiencies of the provincial government may get
transferred to the local level through the devolution exercise; for example, 34 replicas of
the Punjab govermnent the way it operates now will certainly not be a desirable
outcome.

* The Provincial Finance Award will be more complicated than the National Finance
Award, as the pie will need to be divided in many more pieces.

The Finance Minister, Mr. Shaukat Aziz, made the following points at the end of the
session's discussion:
* The devolution plan is definitely being implemented. Elections for selected local

governments will be held in December.
* On operational matters, such as project decisionmaking, district governments will be in

the driving seat, although the districts may subcontract delivery of some services to
provincial governments, at least in the initial phase.

• The direct role of provinces in expenditure decision-making and management will
decrease sharply, and their role will more focused on areas like research, policy making
and advice, regulation, establishing service standards, curriculum development, etc.

Mr. John Wall indicated that Pakistan is not the first country to embark on the path of
devolution, and that many lessons may be learned from the experience of other countries. He assured
the government of the World Bank's support to the devolution initiative.

Session V: The Way Forward
Chairman: Mr. Shaukat Aziz, Federal Finance Minister

Summary of Main Recommendations from Sessions 1-4
(Mr. Mueen Afzal, Secretary General Finance)

Mr. Afzal presented the main conclusions of the workshop, which are as follows:

Areas of Agreement
* The workshop recognized that in the context of the overall fiscal problems faced by

Pakistan, the present state of provincial finances is unsatisfactory and requires major
improvements.

* The workshop agreed that redefining the role of government is essential for successful
reform of provincial finances. Roles of government should be clarified across different
levels of government, and each level should define a set of core activities that it can and
should perform effectively, and other roles should be devolved to lower levels of
government or shifted to the private sector. Those activities which should be handled by
the private sector but with public funding also should be identified.

* There is a need to improve inter-governmental fiscal relations through more active
inclusion of the provinces in national decision-making and building of trust and
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confidence between the two levels of government, and by devising a mutually agreeable
revenue transfer mechanism.

* The workshop felt that provincial planning and budgeting is adversely affected by
uncertainties regarding transfers of federal resources to the provinces. Steps should
therefore be taken to remove uncertainties regardir,g provincial resource availability, and
also to address the problem of seasonal fluctuations in federal transfers.

* Provincial revenue generation is inadequate and needs to be enhanced. In this regard,
the recent tax reforms undertaken by the provinces may have some negative revenue
implications in the short run but would strengthen the provincial tax structure in the
medium to long term. Steps should be taken to consolidate, expand and sustain these
reforms.

* The workshop agreed that the provinces have not adequately utilized user charges as a
source of additional revenue and for regulating demand for services. The provinces
should enhance their reliance on user charges by increasing and rationalizing the rates of
these charges on economic and higher-level social services.

* Provincial expenditures have increased to levels which cannot be supported with the
present levels of provincial revenue resources. Moreover, the effectiveness and
productivity of expenditures in many cases is very low. Significant improvements in the
quality of provincial expenditure management are required.

- Provincial civil services are large in relation to provincial revenue resources and relative
to the quantity and quality of services being delivered. Most provincial employees have
low levels of skills and productivity. Reforms are needed to make the provincial civil
services lean and effective in the context of devolulion.

* The poor state of the accounting system is one o:- the main reasons for poor financial
management. Efforts are already underway to improve provincial accounts by better and
timely reconciliation of accounts between the District Account Officers (DAOs) and
Drawing and Disbursement Officers (DDOs). Substantial improvements in the
accounting system would require significant restructuring of district accounts offices and
sustained commitment to improving the reporting system.

* Political factors and inadequate planning have led to the inclusion of a very large
number of projects in the provincial development programs. The existing level of fiscal
resources available for development activities is inadequate to complete even a fraction
of these projects. The workshop supported the eKercise undertaken by the provincial
governments to restructure their development programs.

* There is a need to build up necessary provincial capacity and to put in place a Medium-
Term Budget Framework, which would adopt a comprehensive sector- and program-
oriented approach, integrate budgeting and management of development and recurrent
expenditures, and take an output- and outcome-oriented focus as opposed to the present
input bias.

* The workshop also agreed that poor governance is the root cause of all the problems
underlying present weaknesses in provincial finances. Urgent actions are required to
eliminate corruption and promote good governance.

* Lack of fiscal transparency has hindered provincial planning and budgeting and has
eroded accountability in public finances. In order to improve provincial budgeting and
accountability to the public, key budgetary information should be disseminated to all
public sector entities and to the general public.

* The workshop agreed that devolution will bring major changes which will have
important implications for the provinces. The roles of the provinces will change in a
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major way, and the size of the provincial establishments will be reduced as functions are
transferred to the districts. The political and administrative components of devolution
are moving ahead rapidly, but the fiscal and financial aspects of devolution need a great
deal of design and implementation work. It was agreed that this work is of high priority,
and would benefit from professional expertise being applied to these aspects as well as
more generally to change management.

. There was also an agreement to hold meetings between the federal and provincial
finance ministers on a quarterly basis to discuss and resolve issues pertaining to
provincial finances.

Area where consensus was not achieved
* While the workshop agreed with the report's recommendation to expand the provincial tax

base, the proposal for the provinces to levy supplementary rates on federal GST, together
with required adjustments in federal rates, was considered by many participants to be very
difficult to implement in the current Pakistan context, as such an arrangement would create
inter-jurisdictional problems in tax implementation. The workshop, however, agreed to the
possibility of levying supplementary rates on federal personal income tax. Further
consideration and analysis of these issues was suggested.

Concluding Statements

From the World Bank side, Mr. Roberto Zagha, Sector Director, Poverty Reduction and
Economic Management, World Bank South Asia Region, concluded that strengthening of sub-
national finances is a necessary step to achieve desired improvements in service delivery systems in
Pakistan. This would require wide ranging reforms, including civil service reforms, budgetary
reforms, expenditure management reforms, etc. He mentioned that the present initiative of the
government to devolve state functions and authority to the district level is a revolutionary decision.
However, a prerequisite to make this initiative a success is that the federal and provincial
governments have a consensus of opinion on this initiative. He also emphasized the need for
institutionalizing workshops such as this one, so that the federal and provincial finance ministers
can have a regular exchange of views on fiscal issues.

From the government side, Mr. Shaukat Aziz stated that the present state of provincial
finance is not satisfactory and needs urgent and major changes. The upcoming devolution exercise
is likely to have a strong impact on structures of government at all three levels, which necessitates
considerable strengthening of sub-national finances. He appreciated the suggestion of regular
meetings between the federal and provincial finance ministers, and proposed that these meetings be
held on a quarterly basis at different locations. In order to give focus to fiscal reforms, Mr. Aziz
recommended that, as a start, each province should select three to four reform actions on the basis
of their priority. Progress on these reform actions would be discussed in each meeting of finance
ministers. He also urged the donors to be more engaged than they had been in the past, as they can
help the government on issues like devolution, financial management, budgetary reforms, civil
service reforms, etc. He hoped that with enhanced efforts from each level of government and help
from the donors, the present government would be able to leave office in two years with a much
better functioning fiscal system.
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ANNEX B

THE DISTRIBUTION OF POWERS AND FUNCTIONS IN FEDERAL SYSTEMS:
A COMPARATIVE OVERVIEW

_Canada Llnited States Switzerland Australia Germany Austria India Pakistan Malaysia Nigeria Rhodesia West Indies
(1867) (1789) (18481 (1901) (1949) (1929) (1950) (1962) (1963) (1989) (1953) (1957)

BASIC FEATtURES _
Residual Power F S S S S S F S S FS S S

Enumeration of State Powers Yes No No No Yes Yes Yes No Yes No No No
Delegation of Legislative Authority No No No Yes No No Yes Yes Yes No Yes Yes

SCOPE OF POWERS
Finance and Fiscal Relations

Taxation
C Customs/Fxcise F F/C F F F F F/FS F F2 F FS CS
... Corporate FS C F C Ct F F F F c FS C
Personal Income FS C FS C Ct 1: FS FS F C FS CF

.. Sales FS C F C ct F FS F F2
C FS

Equalization F F FS C
Debt and Borrowing

Public D)ebt of the Federation F F. F F F F F F F F
... Foreign Borrowing FS FS FS C FS F F FS F F ES FC

... Domestic Borrowing FS FS FS C FS FS FS FS F FS FC
IN I ERNAXI IONAI. RELATIONS

... Defense [2 FS F FS F F F F F F 1 F
... Treaty Implementation Ft F F F FS F' I 2 F2 F2S F' C F'C FC

... Citizenship F F F' F FCt FSt F F Fa F FC C
Immigration (into federation) C C C C Ct F F F Fa F FC F

... Immigration (between regions) Ct F Ca C C C

FUNCTIONING OF ECONOMIC UNION
"Trade and Commerce"

External Trade F F F F Ct 12 F F 1: F
Inter-state Trade F F F C 1- 1F Fa F F C

Intra-state Trade F F F C F F Fa F C C
Currency S S S SC Fa S FS S
Banking F F F F F F F F F F F C

Bankruptcy FS' C F C Ct F F FS F F rc c

Insurance F FS C F C F F
FS FS FS C F F FS Fa F FS C
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Canada United States Switzerland Australia Germany Austria India Pakistan Malaysia Nigeria Rhodesia West Indies
(1867) (1789) (1848) (1901) (1949) (1929) (1950) (1962) (1963) (1989) (1953) (1957)

Transportation and Communications FCt F
.. Roads and Bridges S FS FS FS Ct FS FS FS FS FS FC

... Railways FS FS F FS FCt F F F Fa F F
... Air F F F FS F F F F F F C

... Telecommunications FS FS F C F F F F F F F C
... Postal Services F F F C F F F F F F F C
... Broadcasting F F C FCt F F F F FS C C

Agriculture C S FS SC Ct Ft SC S SC2 CS FaCaS
Fisheries FS S FS Ct FS FS FS FS CS

Mineral Resources FS S S F FS S FS F
Nuclear Energy F FS F C C F F F F F C

SOCIAL AFFAIRS
Education and Research

... Primary and Secondary Education S S CtS S S FS CS CS Fa SC FS
... Post-secondary Education S FS FCtS FS Ct* F FCS S Fa FC F F
... Research and Development FS Ct FS Ct FS FCS FS Fa C C F

Health Services F
... Hospitals SF SF S FS Ct Ct S FS Fa C C

... Public Health and Sanitation S S Ct S FS S SC FC C C
Labor and Social Services Ct F

... Unemployment Insurance F FS Ct C Ct F S Fa
... Income Security FS FC C Ct F CS Fa FS F
... Social Services SF SF Ct C S CS C C FS S

... Pensions Cs C Ct C F C FS FaS FS FS FS
Law and Security

... Civil Law S S F FS Ct FS* C FaS CS CS C
... Criminal Law F S F S Ct FS* C F FC C

... Organization of Courts FS FS S FS Ct F FS FS Fa FS FCS FS
Intemal Security (police) FS FS S SF CtS FS FS S F FS FCS S

Prisons FS FS S S F S F F

Other Matters F
Language FS S FS FS FC
Culture FS Ct C FC

Aboriginal Affairs F F C FS FS Fa
Environment FS FS Ct FS Ct FS FS

Municipal Affairs S S S S S S S FaS S

LEGEND:
F = federal power
S = state (province/canton/land) power
C = concurrent power (federal paramountcy except where denoted Cs
a = asymmetrical application of powers
t = federal legislation in this field administered by states
Note: italics denote de facto distribution of powers and functions

Source: Herperger, D. Distribution Of Poivers and Functions in Federal Systems, Minister of Supply and Services Canada, 199 1.
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ANNEX C

AREAS OF TAXATION AUTHORITY OF EACH LEVEL OF GOVERNMENT

The 1973 Constitution of Pakistan specifies the following as areas of taxing responsibility for
the federal government:

(a) customs duties, including export duties;
(b) excise duties, including duties on salt but excluding daties on alcoholic liquors, opium and

other narcotics;
(c) duties in respect to succession of property;
(d) estate duty in respect to property;
(e) income taxes other than on agricultural income;
(f) corporation tax;
(g) taxes on sales and purchase of goods imported, exported, produced, manufactured or

consumed;
(h) taxes on the capital value of assets, not including taxes on capital gains on immovable

property;
(i) taxes on mineral oil, natural gas and mineral for use in generation of nuclear energy;
(j) taxes and duties on production capacity of any plant, machinery, undertaking, establishment or

installation in lieu of any or more of them; and
(k) terninal taxes on goods or passengers carried by railway, sea or air and taxes on their fares

and freights.

All other forms of taxes fall under the purview of the provincial governments. The provincial
governments then allocate some of these to the local governments on the basis of the Local
Government Ordinances (LGOs). Taxes retained by the provincial governments under the LGOs
include:

(1) tax on agricultural income;
(2) capital gains tax on immovable property;
(3) excise duties on alcoholic liquors, opium and other narcotics;
(4) tax on professions, trades, callings or employment;
(5) tax on immovable property;
(6) land revenue;
(7) motor vehicle taxes;
(8) stamp duties;
(9) entertainment taxes; and
(10) taxes on purchase and sale of services (excluding railway, sea or air; transport).

The fiscal powers delegated to the local governments by the LGOs include the following
taxation powers:

(1) octroi;
(2) tax on annual rental value of buildings and land (except in Sindh);
(3) tax on cinemas and cinema tickets;
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(4) entertainment tax on dramatic and theatrical shows;
(5) tax on the transfer of immovable property;
(6) fees for licenses, sanctions and permissions;
(7) market fees;
(8) rates on services like water supply, drainage, lighting etc;
(9) fees at fairs, agricultural shows, etc;
(10) fees for specific services;
(11) tax for export of goods and animals;
(12) tolls on roads and bridges;
(13) tax for the construction or maintenance of any work of public utility;
(14) taxes on vehicles other than motor vehicles;
(15) tax on professions, trades, callings and employment;
(16) tax on advertisements;
(17) school fees;
(18) fees on sale of cattle at cattle fairs;
(19) tax on the annual rental value of buildings and land;
(20) tax on lands not subject to local rate;
(21) tax on hearths;
(22) tax on births, marriages and feasts;
(23) tax on animals;
(24) conservancy rate;
(25) fees for erecting buildings;
(26) fees for slaughtering animals;
(27) community tax on adult males for public work of general utility;
(28) surcharge on taxes levied by the federal and/or provincial governments; and
(29) any other tax levied by the government.
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ANNEX D

PROVINCIAL REVENUE PUNJAB AND SIPIDH 1998/99 BUDGET

Punjab Sindh
Rs millions Rs millions

Provincial Tax Receipts 11,268.266 5,767.647
Agriculture Income 1,633.000 600.000
Sale Proceeds of Medicinal Opium 8.000

Direct Taxes (on Income and Wealth)
Property and Wealth Tax
Land Revenue 1,373.713 130.000
Ordinary Collection 37.,760
Malkana 1.135 14.,419
Recovery of survey and settlement charges 0.195
Fees for Consolidation of Holdings 2.043
Fines and Forfeitures 1.700
Rent of Agricultural Land 143.722
Timi Grazing dues 0.026
Collection fees on recovery of arrears 13.600 241
Rent from Shops etc. 17.025 88.119
Revenue talbana 0.063
Mutation Fee 1,158.983 42.591
Copying and Inspection fee of Padwaris' records 19.295
Copying fees of produce statements 0.200 0.002
Acreage rate 0.030
Examination Fees 6.171
Recovery of overpayments 0.600 0.115
Payments for services rendered 1.120 0.239
Others 8.000 34.438
Refunds -88.119
Capital Gains Tax 0.182
Registration 186.680 252.440
Fees for registering documents 182.480 237.298
Fees for copying registered documents 3.600 0.322
Others 10.000 14.820
Refunds -9.400
Urban Immovable Property Tax 285.000 112.455
Ordinary Collection 1,477.084 699.090
On luxury houses 22.700
Deductions
Refunds -1.270
Shares of net proceeds assigned to local authorities -1,207.839 -586.636
Exemption on self occupied up to 5 marlas -5.675
Betterment Tax 8.563
Betterment Tax 15.487
Shares of net proceeds assigned to local authorities -6.925
Tax on professions, trade and callings 381.067 180.000
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Punjab Sindh
Rs millions Rs millions

Indirect taxes (on Commodities and Transaction)
Provincial Excise 571.000 591.165
Spirits and Fermented products 466.716 240.832

Medicated Wines and Liquors 31.198 269.302

Medicinal & toilet preparations containing alcohol 18.364 80.493

Receipts from Distilleries 1.758
Sale proceeds from Opium tablets 12.729

Fines, confiscation and miscellaneous 0.135
Collection of payments for services rendered 3.443
Recovery of over-payments 0.157

Others 0.537

Tax on bank cheques 7.376

Tax on advertisements 28.693
Others 0.431
Stamps 3,375.000 2,046.245

Non Judicial 3,198.895 1,966.120

Sale of Stamps 1,806.635
Stamp duties on bills of exchange, cheques, etc. 4.256 348.209
Supplementary Tax Ordinance, 1957 85.125 1,006.744

Other 516.230 584.299

Rules 10 and 11 of 1925 309.288
Voluntary adjudication sect 31 of 1899 0.684 0.001

Unstamped docs. Sects 35, 40 and 48 of 1899 24.516 26.093
Other impressing docs. 0.004
Fines and penalties 1.476 0.230

On air tickets 73.066
On luxury hotels and restaurants 45.400

On bill of entry 127.688
On letter of credit 204.300
Others 0.227 0.545
Judicial 221.911 87.584
Court fees realized in stamps 221.336 87.584

Fines and penalties 0.007
Others 0.568
Deductions -45.806 -7.460
Motor Vehicles 1,339.576 670.608
1965 Ordinance
Registration Fee 207.490 36.231

Other 43.776 53.506
1958 Act
Tax on license to keep vehicle for use 861.310 465.901
Tax on luxury vehicles 79.450
Other
Fitness certificates 38.410 89.481
Route Permit fees 109.140 25.490
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Punjab Sindh
Rs millions Rs millions

Entertainment Tax 216,000 90.984
By sale ofstamps 187,318 90.984
Other 22,547
Fines and penalties 0.135
On cinemas 3.000
On video trade 3.000
Cess 460.246 98.000
Education 51.075 8.000
Transfer to Labor Dept. -50.054
Development on hotels 85.125 90.000
Education and Infrastructure 340.050
Private Education Institutions 34.050
Fees 319.610 101.303
Cotton fee 319.610 101.303
Electricity 1,049.400 335.702
1937 Electricity Rules 31.000 43.919
Cinematograph Rules 1984 3.000 12.383
Fees for certificate of competency 44.000 1.172
Duty under 1964 Rules 964.400
Miscellaneous 7.000 278.228
Others 69.974 550.000
Paddy husking fee 62.645 557.980
Tobacco dealers' license forms 1.724
Registration of real estate agencies 5.695
Fines and penalties 0.010
Others
Refund -0.100
Share payable to rural councils -7.980
Non Tax Receipts 6,884.625 2,274.618
Total Provincial Receipts 18,152.891 8,042.265
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ANNEX E

PROVINCIAL TAXES PUNJAB AND SINDH

Punjab % Sindh %
Rs million Share Rs million Share

Agriculture Income 1,633.000 17.5% 600.000 11.6%
Capital Gains Tax 0.0% 0.182 0.0%
Urban Immovable Property Tax 285.000 3.1% 112.455 2.2%
Ordinary Collection 1,477.084 15.9% 699.090 13.5%
On luxury houses 22.700 0.2% 0.0%
Refunds -1.270 0.0% 0.0%
Shares of net proceeds assigned to local authorities -1,207.839 -13.0% -586.636 -11.4%
Exemption on self occupied up to 5 marlas -5.675 -0.1% 0.0%
Betterment Tax 0 0.0% 8.563 0.2%
Betterment Tax 0.0% 15.487 0.3%
Shares of net proceeds assigned to local authorities 0.0% -6.925 -0.1%
Tax on professions, trade and callings 381.067 4.1% 180.000 3.5%
Excise Taxes 571.000 6.1% 591.165 11.5%
Spirits and Fermented products 466.716 5.0% 240.832 4.7%
Medicated Wines and Liquors 31.198 0.3% 269.302 5.2%
Medicinal and toilet preparations containing alcohol 18.364 0.2% 80.493 1.6%
Receipts from Distilleries 1.758 0.0% 0.0%
Sale proceeds from Opium tablets 12.729 0.1% 0.0%
Fines, confiscation and miscellaneous 0.135 0.0% 0.0%
Collection of payments for services rendered 3.443 0.0% 0.0%
Recovery of over-payments 0.157 0.0% 0.0%
Tax on bank cheques 7.376 0.1% 0.0%
Tax on advertisements 28.693 0.3% 0.0%
Others 0.43 1 0.0% 0.537 0.0%
Stamp Duties 3,173.464 34.1% 1,939.482 37.6%
Sale of Stamps 1,806.635 19.4% 0.0%
Stamp duties on bills of exchange, cheques, etc. 4.256 0.0% 348.209 6.7%
Supplementary Tax Ordinance, 1957 85.125 0.9% 1,006.744 19.5%
Other 516.230 5.5% 584.299 11.3%
Rules 10 and 11 of 1925 309.288 3.3% 0.0%
Fines and penalties 1.476 0.0% 0.230 0.0%
On air tickets 73.066 0.8% 0.0%
On luxury hotels and restaurants 45.400 0.5% 0.0%
On bill of entry 127.688 1.4% 0.0%
On letter of credit 204.300 2.2% 0.0%
Motor Vehicles 1,192.026 12.8% 555.638 10.8%
1965 Registration Fee 207.490 2.2% 36.231 0.7%
1965 Other 43.776 0.5% 53.506 1.0%
1958 Tax on license to keep vehicle for use 861.310 9.3% 465.901 9.0%
Tax on luxury vehicles 79.450 0.9% 0.0%
Entertainment Tax 216.000 2.3% 90.984 1.8%
By sale of stamps 187.318 2.0% 90.984 1.8%
Other 22.547 0.2% 0.0%
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Punjab % Sindh %
Rs million Share Rs million Share

Fines and penalties 0.135 0.0% 0.0%
On cinemas 3.000 0.0% 0.0%
On video trade 3.000 0.0% 0.0%
Cess 460.246 4.9% 98.000 1.9%
Education Cess 51.075 0.5% 8.000 0.2%
Transfer to Labor Dept. -50.054 -0.5% 0.0%
Development on hotels 85.125 0.9% 90.000 1.7%
Education and Infrastructure 340.050 3.7% 0.0%
Private Education Institutions 34.050 0.4% 0.0%
Cotton fee 319.610 3.4% 101.303 2.0%
Electricity Duty 1,005.400 10.8% 334.530 6.5%
1937 Electricity Rules 31.000 0.3% 43.919 0.9%
Cinematography Rules 1984 3.000 0.0% 12.383 0.2%
Duty under 1964 Rules 964.400 10.4% 0.0%
Miscellaneous Electricity 7.00D 0.1% 278.228 5.4%
Other Taxes 69.974 0.8% 550.000 10.7%
Paddy husking fee 62.64.5 0.7% 557.980 10.8%
Tobacco dealers' license forms 1.724 0.0% 0.0%
Registration of real estate agencies 5.69.5 0.1% 0.0%
Fines and penalties 0.011) 0.0% 0.0%
Others 0.0% 0.0%
Refund -0.101) 0.0% 0.0%
Share payable to rural councils 0.0% -7.980 -0.2%
Total Taxes 9,306.787 100.0% 5,162.302 100.0%
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ANNEX F

MEDIUM-TERM BUDGET FRAMEWORK:
KEY FEATURES AND POTENTIAL BENEFITS

It is widely recognized among countries engaged in budget reform that the traditional
approach to preparing budgets on a year-to-year basis, with a strict distinction between recurrent
and "development" expenditures, is incapable of delivering good outcomes on a sustainable basis.
Recent budget reform efforts in a number of countries have therefore been entered on the concept of
a Medium-Term Budget Framework (MTBF).

The MTBF approach aims at enhancing the application of existing budget tools and
improving their effectiveness by arranging them within a new framework which takes a multi-year
planning perspective and focuses attention on the outputs and outcomes of the budget rather than
the inputs. The overall objective of MTBF-based budget reform is to improve the quality and
sustainability of government service provision in the light of declared national, provincial and
sectoral priorities and within the context of a stable macroeconomic framework. Irrespective of
whether all aspects of a typical MTBF are adopted at the same time, budget reforns which aim to
implement (or consolidate) any of the key component features are in themselves desirable.

THE FIVE MAIN FEATURES OF AN MTBF APPROACH

1. Use of a Multi-Year Planning Framework

Chief characteristic of the MTBF is that it is a "rolling" approach, in the sense that
expenditures and revenues are estimated and projected over a period of more than one year,
typically three to five years. Thus (for an MTBF based on a rolling three-year period), the estimates
for the first year would be sufficiently detailed to determine specific expenditure allocations for
budget implementation in that year. In addition, an outline of the cost of implementing sector
policies (and the various additional elements of public expenditure) would be provided for the
following two years, along with an estimate of anticipated resource mobilization (domestic and
external) over the same period to ascertain consistency with the projected expenditures. During the
following year, the process would be repeated, with the previous "year two" becoming the new
"year one" (for which detailed allocations would be made), the previous "year three" becoming the
new "year two", and so on.

The importance of a multi-year framework for budget planning is that it establishes greater
certainty and predictability with regard to resource availability over the planning period. This
mechanism allows for an estimate of global resources (domestic and external) to be "allocated" for
each of the sectors over a multi-year period according to inter- and intra-sectoral priorities.

There are two key benefits that result from this process. First, giving sectors or departments
sufficient information on the resources expected to be available to them in following years better
enables them to implement sector expenditure policies as planned and in a sustainable fashion.
Second, where departments or sectors intend to engage in policy change through a major re-
orientation of expenditures, the greater certainty and predictability of a rolling approach greatly
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facilitates this. An MTBF based on a firm political commitment to a defined structure of sectoral
allocations provides a sound basis for managing budgetary changes over the medium termn.

2. Strengthening of Revenue Forecasting and Macroeconomic Planning Capabilities

A central component of the MTBF is accurate and timely estimation of the resource
envelope - the domestic revenues and external grants and loans expected to be available to the
budget over the rolling period. Whereas the current approach of the provincial governments is to
estimate revenues for the coming budget year alone, an MTBF approach would derive detailed
estimates for the forthcoming budget year along with projected estimates for the subsequent two
years. This component of an MTBF underpins the whole process, as accurate and timely
information on resources is essential to ensure that rolling budget plans can be funded.

Projections of domestic resources would be based on: (i) an estimation of the performance
of the macroeconomy (the macro framework); (ii) an estimation of the performance of the local
(provincial) economy; (iii) assumptions on the future perfonnance of the macroeconomy and the
local economy (e.g. expected growth in GDP, etc.) based on economic analysis where this is
feasible (e.g. through the use of a macroeconomic model); (iv) the implications of anticipated policy
changes (e.g. lowering of extemal tariffs); and (v) efficiency gains in tax administration.

Projections of available external resources would be based on pledges and commitments
from the international community, as determined through the process of establishing the ADP.
However, it is important that the typical delays involved in the initiation, negotiation, and
subsequent disbursement of external financing be taken into account.

3. The Use of Sectoral Expenditure Analysis and Related Institutional
Mechanisms to Restructure Expenditures Toward Strategic Priorities

Under the MTBF, a key objective is to maximize the benefits from public expenditures
through: (i) reviewing and evaluating the services that are currently funded through public
expenditures; (ii) determining the services that should be produced according to the objectives of
each department; (iii) determining an appropriate mix of inputs (e.g. wage and non-wage) to
achieve desired objectives; (iv) determining the cost of implementing the programs and activities
that would be required to achieve the objectives; and (v) prioritizing departmental/sectoral programs
and activities such that objectives can be best achieved within the available resources.

Implementation of this component of budget planning would involve a major departure from
current practice in the provincial governments of Pakistan. The current budget process is based on
an implicit assumption that the vast majority of departmental activities, as inherited from previous
years' budgets, are both adequate and optimal. Some 90% of provincial recurrent budget
expenditure is treated as "permanent", irrespective of whether the corresponding activities meet the
most urgent needs in an efficient manner. Under an MTBF, provincial budgets would require a re-
analysis and re-justification of all activities - existing and planned. This is sometimes referred to as
zero-based budgeting.

The MTBF approach would therefore include implementation of sector reviews (including,
where appropriate, review of mission statements for departments). The aim of these would be to
facilitate the design of sector strategies. The reviews and sectcr strategies would also be important
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in determining the amount of external assistance required over an MTBF period and in helping to
secure access to such resources through the ADP formulation process.

4. Restructuring of Budget Classification and Reporting Systems to Permit
Expenditures to be More Transparently Related to Outputs and Outcomes

Budget planning and implementation in the provincial governments has been focused on the
management of inputs, to the neglect of the outputs these resources are meant to deliver. If
expenditures are to be restructured to meet strategic national priorities more effectively, it is
essential to re-focus budgets away from the management of inputs and toward the achievement of
outputs. A crucial step to this end involves a modification of the budget classification structure, with
the ultimate aim of introducing a functional dimension.'

This would be very important to promote a program- and activity-based approach to
budgeting, as it allows programs and activities to be much better defined in budget documents than
an organizational and economic classification allows. It also enables programs and activities to be
defined across departments where more than one department has an input/responsibility. This is not
possible with the current classification system of the provincial governments, thereby making it all
but impossible for decision-makers at cabinet level to digest information on the competing claims of
expenditure programs (and associated opportunity costs).

In addition, application of program- and activity-based budgeting requires budget allocations
to be linked with performance indicators (e.g. outputs, such as the ratio of trained teachers to pupils,
and outcomes, such as changes in the literacy rate). Many budgets - including the provincial
government budgets in Pakistan - tend to focus primarily on inputs and give limited information on
activities, outputs and outcomes. Such input-based budgeting puts considerable emphasis on
controlling expenditure so that it is utilized only for the inputs for which it has been authorized
through the budget. To have sufficient information against which to judge different expenditure
options (and the respective performance of different expenditure allocations), it is necessary to be
able to define the activities that are funded through the budget and to analyze the associated outputs
that they generate and resulting policy outcomes.

In the absence of a functional dimension to the classification structure, the organizational
structure may, in some cases, approximate the required definition of activities. This would be the
case in education for example, where the organizational structure is likely to approximate the
functions of primary, secondary and tertiary education fairly well (although the respective
definitions may be obscured somewhat, for example, by the treatment of expenditures on
administration). In most cases, however, the organizational structure will be insufficient to define
activities and programs (especially where they cut across departments).

Reform of the classification structure therefore is an important and integral step both in re-
focusing the budget toward outputs and outcomes and in facilitating the definition of performance
measures with which to monitor budget implementation.

1 This implies including in the Charter of Accounts the classification of functions (i.e. outputs) which these expenditure
are supposed to perform. This is an objective of the PIFRA project.
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5. Integration of the Recurrent and Development Budgets

Serious problems in public expenditure management arise from the separation of the
programming and management of the recurrent and capital (or development) budgets. Where
development budgets are largely aid-financed and comprise a wider range of development activities
than would normally be included in a pure capital investment budget, these problems can be wide-
ranging and detrimental to sound budget management. The provincial governments in Pakistan are
no exception to this pattern. There is a sharp separation, in terms of procedures and administrative
responsibilities, between the programming and management of the recurrent budget, on the one
hand, and the development budget and the Annual Development Program (ADP), on the other. This
system suffers from a number of inadequacies:

* The separate programming of the development and recurrent budgets often creates
inconsistencies and contradictions in expenditure priorities.

* Development budget projects are often embarked upon without reference to the future
recurrent resource requirements to run them (for exaample, new school facilities may be
constructed without assessing the future availability of trained teachers, and funding for
their salaries, instruction materials, and school maintenance funds).

- Development budgets typically contain a number of projects that are recurrent in nature,
potentially leading to duplication of funding with the recurrent budget and
inconsistencies in the application of public service norms relating to salaries, allowances
and other recurrent costs.

- Development projects are often donor-driven and therefore correspond to donors'
perception of priorities rather than to a national definition of needs and priorities.

- The poor links between resource requirements and resource availability create a
tendency to embark on new projects at the cost of not completing on-going projects.

One of the aims of an MTBF approach is to improve the linkages between the recurrent
budget and the development budget in order to address the above problems. In particular, an MTBF
approach will lead to integrated planning of the two components of the budget so that resources are
allocated more effectively to priority activities and proper provitsion is made for the recurrent costs
of investments. This process can be greatly facilitated by information from sector reviews, which
identify the resource requirements for priority activities and programs, regardless of whether the
nature of the expenditure involved is recurrent or capital. This can help ensure that capital
expenditures are fully consistent with the future resource requixements for completing projects and
subsequently operating and maintaining the facilities and service networks created. In sum, an
MTBF would aim to have a unified budget comprising both recurrent and capital components.

POTENTIAL BENEFITS OF AN MTBF.APPROACH

The MTBF provides a framework for budget reform to facilitate a more effective and
efficient allocation of resources to achieve the government's strategic objectives. While it will take
some time to implement in full, significant improvements are achievable even in the short run. The
key benefits of an MTBF approach can be summarized as follows:
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* greater certainty over the level of available resources, permitting clear-cut decisions over
what can and cannot be funded and hence a stronger guarantee to sector departments of
funds being made available in line with budgets;

* enhanced participation and "ownership" among line departments in the budget process
as a result of its improved predictability and consistency;

* improved management of the overall resources available to the budget, implying both
enhanced allocations to priority sectors and more efficient management of funds;

* greater consistency between macroeconomic performance, policy formulation, and
public expenditure;

* a better-defined and more detailed budget calendar, fully respected by all spending
agencies and central ministries;

* greater transparency of budgetary allocations and procedures and increased clarity on the
expected outcomes of public expenditure;

* improvement in the quality and efficiency of service delivery by refocusing the attention
of departments on the outputs and planned outcomes of expenditures;

* integrated planning and programming of the recurrent and development budgets, with
the ultimate aim of unifying them into one budget with recurrent and capital
components; and

* explicit inclusion of all development resources (both internal and external) in the budget
process.
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ANNEX G

THE PROPERTY TAX'

The Urban Immovable Property Tax (UIPT - commonly called the Property Tax) is a proxy
tax for user charges for provision of services, including solid waste disposal and maintenance of
infrastructure like roads and parks. The tax is essentially a provincially administered tax, whose
revenues are shared with local bodies. While the local governments can request extension in rating
(or taxed) areas under their jurisdiction, the provincial Excise and Taxation departments are
responsible for assessment and collection of tax at provincially determined rates. The provincial
government retains a total of 19.25% of gross collections (5% as collection charges and 15% of the
remaining 95% as their share in revenue), while the remaining 80.75% of revenue is transferred to
the ULBs on the basis of collections. As described in Chapter 5, the contribution of the urban
immovable property tax to the total revenue of local governments in urban areas has ranged
between 3-5% in recent years, having declined from 8-10% before the early 1990s.

The structure of this tax is such that only constructed properties become liable for UIPT.
Moreover, liberal exemptions and lighter taxation of owner-occupied properties have eroded the tax
base. Nevertheless, a combination of tax restructuring and phased withdrawal of some exemptions
in Punjab (and partially in Sindh)l has broadened the base and has narrowed of the gap between the
valuations of self-occupied and rented properties (from a factor of 1:10 to 1:6 in the Punjab).

Exemptions have been granted on the basis of ownership (government, widows, orphans,
retired government servants) or size of property (plot size or constructed area - parcels of land with
area less than 100 square yards), and a standard exemption limit or threshold level of property
values (ARV). As a result of these exemptions, only 55-60% of properties are actually assessed for
tax.2

WEAKNESSES IN EXISTING STRUCTURE OF PROPERTY TAX

In addition to the generous exemptions, the proper,ty tax suffers from a number of
weaknesses, some of which are discussed below:

(1) In Sindh the tax structure has become unnecessarily complex because of multiple taxes on
the same property. There is a property tax, and on top of it there is a betterment tax plus a
surcharge and an additional surcharge.

(2) Physical survey of properties was last conducted in Karachi in 1968, and even new
properties are being valued at rates last determined in 1 977/78. As a result, even within the
city, the Cantonment Board is valuing similar properties with a two-fold difference in rates
for property tax purposes. Partly because of irregular assessments of property values and
partly because of the formula used by the provincial Excise and Taxation Departments to
assess property values for tax purposes, the system currently in place in Karachi merely

'For example, removal of the three-year exemption for newly constructed owvner-occupied properties.
2 For instance, in Karachi out of one million properties in the registers of the Excise and Taxation Department, around
600,000 are liable for tax.
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captures 5-10% of the market value of the properties. As a result, collections of property tax
from existing properties have fallen dramatically in real terms.

(3) Since the rates used by the provincial governments of Sindh and Punjab for valuing self-
occupied properties are in terms of nominal rupees per bedroom or per square foot, the
buoyancy and elasticity of the property tax are greatly reduced.

(4) Although the occupants of a property in a particular locality have access to the same level of
services, the existing tax structure discriminates heavily against rented properties. The
assessed rental values of self-occupied properties for determining tax liability are
substantially lower than those for rented properties with similar status in terms of plot size
and physical condition.

(5) Outdated assessment procedures create large anomalies in the tax structure. For example, the
built-in bias in the assessment system of Punjab taxes old properties at disproportionately
low rates.

(6) There is little difference in the prescribed rates for valuing properties between different
areas, despite large differentials in their market values. For instance, whereas the market
value of properties in the Clifton area of Karachi is (on average) almost four times that of
properties in Nazimabad, the difference in the assessed (average) annual rental values is
only 7%.

(7) The per bedroom rates for self-occupied properties also are inequitable. The prescribed
rates are regressive in their incidence, being biased in favor of large, independent, owner-
occupied properties in localities colonized by the more privileged segments of the
population. As the size of a property rises there is a fall in the rate of increase in property
tax. Moreover, this trend worsens for properties in better physical condition. In Karachi, for
instance, with an increase in property area e.g. from 200 square yards to 1,000 square yards,
the annual rental value increases by only 2 to 3.5 times. In Nazimabad, as against a 218%
increase in area, the ARV rises by only 50%. Moreover, for each subsequent slab the
regressivity of the tax rate structure increases. Similarly, tax rates applicable to apartments
are based on covered area, and the locality in which apartments are located is not taken into
account.

(8) The pro-rich bias in the structure of property tax runs throughout the law. For example,
legislation in Punjab exempts from property tax properties belonging to widows and orphans
with the following characteristics: (1) commercial properties with GARV < Rs 12,000; and
(2) residential house, whether self-occupied or rented. Widows and orphans from more
privileged backgrounds are likely to qualify for tax exemption under the second criterion, as
they would be owners of residential property in the more affluent localities, whereas widows
and orphans from the middle classes are more likely to own commercial properties falling
under category (a), and are liable to property tax if the Gross ARV exceeds a mere Rs
12,000.

(9) Prime commercial centers pay only nominal property tax, simply because the rates for
determining the Annual Rental Value of commercial properties have been derived on the
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basis of imputed monthly rental changes. The rates, however, fail to take into consideration
the "Pugree" (goodwill or key money) that these comrnercial properties attract.

(10) Currently only 15-20% of regularized Katchi Abadis in Karachi and Lahore fall within the
property tax net.

(11) The property tax assessment procedure also introduces a distortion into the structure of
water tariffs. In Karachi, outdated valuations also affect the conservancy and the fire rates.
Charges for water in the case of unmetered connections are linked to the ARV assessed by
the Excise and Taxation Department. Given infrequent valuations, this acts as a drag on the
yield from user charges for these services.

(12) Generally, new rating areas are not notified at the sane pace at which metropolitan limits
are extended. However, the Excise and Taxation Departrnent in Punjab has recently notified
new rating areas for property tax purposes by extending existing municipal limits to the
boundaries prescribed for LDA.

(13) Widespread collusion between tax collectors and taxpayers also keeps the yield from
property tax low.

(14) The incentive for the provincial governments to exploit the full revenue potential of a robust
and buoyant instrument like property tax is weak because they are only entitled to a 15%
share in the revenues while having to bear the entire political fall-out of this sensitive and
emotive tax. As a result, the revenue generating potential of the property tax remains largely
unrealized. The only incentive features of relevance to provincial governments include
policy improvement, their share of 15% in the revenue from property tax, and the cash flow
advantages of holding on to property tax proceeds for some time before transferring them to
local governments.

(15) Although property tax collections are to be passed on to the local bodies, the latter complain
that transfers from the provincial government are not regular. Reconciliations have not been
carried out between the two tiers of governnent on property tax collections from different
rating areas. Such a state of affairs raises a question about whether property tax levy and
collection should not rest with the local councils. The Government of Punjab has taken a
major step in this direction by giving the Metropolitan Corporation of Lahore (MCL) the
mandate to levy and collect property tax in two zones of the city. The results of this effort
will enable the government to assess both the capacity of MCL and the potential for
improving the efficiency of collection by empowering local councils to levy and collect
property tax.
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STATISTICAL ANNEX



Table 1A: All Provinces - Current Revenues
(Rs Million)

1987/88 1988/89 1989/90 1990/91 199.1/92 1992/93 1993/94 1994/95 1995196 1996/97 1997/98
Actual Actual Actual Actual Actual Actual Actual Actual Actual Actual Actual

TOTAL REVENUE RECEIPTS 39,669 43,289 46,676 53,298 77,879 89,009 103,799 124,247 150,454 163,769 155,305
TAXREVENUE 21,075 28,651 35,951 38,808 64,378 72,025 87,481 106,104 132,061 145,518 128,517
Federal tax assignments 16,585 23,858 30,705 33,527 57,986 65,088 80,105 96,777 120,446 131,577 114,635
Income and corporation tax 9,232 10,207 11,885 14,312 19,417 25,462 32,216 40,660 53,584 62,879 32,753
Sales tax 6,053 10,610 14,740 15,200 16,340 18,224 24,396 32,541 37,925 42,560 18,797
Others 1,300 3,041 4,080 4,015 22,229 21,402 23,493 23,576 28,937 26,138 63,085
Customs 0 1,786 2,755 2,614 1,546 380 331 20 0 0 26,550
Excise duty & Royalty on Natural Gas 1,300 1,255 1,325 1,401 1,346 1,921 2,370 3,239 4,777 5,523 6,395
Surcharge on Natural Gas/petro./ferti. 0 0 0 0 7,398 7,710 8,747 8,055 9,399 5,365 6,236
Other Federal Excise Duties 0 0 0 0 1 1,440 11,391 12,045 12,252 14,761 15,250 22,434
Gift tax\Wealth\CVT 0 0 0 0 0 0 0 10 0 0 1,470

Provincial taxes 4,489 4,793 5,245 5,282 6,391 6,937 7,377 9,327 11,615 13,941 13,883
Direct taxes 924 1,084 1,226 1,035 1,432 1,731 1,885 2,065 2,602 3,758 4,147
Urban immovable property tax 239 336 307 95 275 569 635 484 505 1,377 1,191
Agriculture income tax 0 0 0 0 0 0 0 0 1 150 781
Registration fee 200 196 225 215 236 230 212 282 382 380 379
Landrevenue(tax) 398 469 574 623 8:07 816 917 1,131 1,504 1,628 1,521
Capital gains tax 12 6 5 4 4 2 2 2 1 2 1

Taxesonprofes. tradesandcallings 74 77 115 98 110 114 118 165 209 220 274
Indirect taxes 3,565 3,709 4,019 4,247 4,559 5,207 5,492 7,263 9,013 10,183 9,736
Motor vehicle tax 855 891 981 1,077 1,157 1,305 1,246 1,637 1,668 1,931 2,124
Stamp duties 1,671 1,778 2,053 2,222 2,634 2,618 2,876 3,405 4,213 4,463 4,815
Entertainment tax 210 210 221 210 193 182 211 228 198 262 268
Electricityduties 328 297 210 67 153 314 257 871 1,211 1,224 358
Hotel tax 40 46 45 102 63 84 82 190 147 182 196
Provincial excises 165 198 225 289 377 452 550 502 825 949 920
Education cess 38 34 26 33 31 17 22 17 98 5 243
Cotton cess 230 221 226 216 319 217 218 238 369 304 306
Other 29 35 32 30 34 17 29 175 284 863 505

NON-TAXRECEIPTS 18,594 14,638 10,725 14,489 13,592 16,984 16,318 18,143 18,392 18,251 26,787

Interest 214 297 111 147 2.32 133 190 335 403 99 1,480
Dividends 13 10 19 24 20 42 176 14 22 42 54
Civil Administration Receipts 503 520 499 603 8:53 937 1,021 1,117 1,315 1,180 1,214

General Administration 93 129 128 136 111 203 219 223 283 202 210
Law and Order 410 391 371 466 672 735 802 894 1,032 979 1,004

User Charges 3,114 3,124 3,409 3,823 9,3t6 10,587 9,610 12,249 12,006 11,956 11,983
Community Services 285 257 300 424 515 511 516 658 668 714 870

Works 238 249 191 125 234 395 343 420 435 354 320
Public Health 47 39 50 52 "II 95 86 112 101 128 143

Social Services 576 711 754 895 98:9 874 1,160 1,052 1,190 1,566 1,605
Education 299 411 401 599 641 520 783 615 713 1,018 1,018
Health 123 138 145 151 1i9 200 223 249 273 373 402
Others 153 161 208 145 HtO 154 154 188 205 176 185

Economic Services 2,230 2,035 2,190 2,386 2,352 2,505 2,806 3,080 3,596 3,676 4,054
Irrigation (largely water charges) 1,121 1,002 985 1,149 976 956 1,221 1,292 1,806 1,986 2,276
Others 1,109 1,033 1,205 1,237 1,416 1,550 1,585 1,788 1,790 1,691 1,779

Others 23 121 164 117 5,420 6,696 5,127 7,459 6,552 6,000 5,454
Exciseduty on minerals 23 121 156 117 270 556 95 112 13 0 12
Physical, Planning and Housing 0 0 8 0 0 0 0 0 0 0 0
Electricity Profits from WAPDA 0 0 0 0 5,150 6,140 5,032 7,347 6,539 6,000 5,442

Grants 13,628 9,712 5,498 8,548 1,762 3,821 3,216 2,761 1,929 1,982 7,724
Federal Govemment 13,628 9,712 3,650 8,548 1,762 3,821 3,216 2,761 1,929 1,982 7,724
Foreign 0 1 0 0 1 0 0 0 0 0 0

Others 1,121 974 1,190 1,345 1,31) 1,463 2,105 1,667 2,718 2,992 4,332
Source: Provincial current receipts table.
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Table IP: Punjab - Current Revenues
(Rs .Million)

1987/88 1988/89 1989/90 1990/91 1991/92 1992/93 1993/94 1994/95 1995/96 1996/97 1997/98
Actual Actual Actual Actual Actual Actual Actual Actual Actual Actual Actual

TOTAL REVENUE RECEIPTS 23,716 24,741 24,958 28,714 37,940 42,898 50,962 60,743 75,644 84,518 76,956
TAXPREVENUE 11,922 16,093 20,544 22,197 32,877 36,712 44,991 56,163 69,889 78,429 68,003

Federal tax assignments 9,104 13,155 17,100 18,674 28,716 32,382 40,506 50,338 63,096 70,485 59,668

Income and corporation tax 5,611 5,917 6,885 8,297 11,239 14,737 18,646 23,546 31,616 36,382 18,898

Salestax 3,433 6,138 8,550 8,811 9,458 10,548 14,120 18,915 22,008 24,634 10,865

Others 61 1,100 1,665 1,566 8,020 7,097 7,740 7,877 9,472 9,470 29,906

Customs 0 1,035 1,597 1,516 895 220 191 0 0 0 15,319

Exciseduty&RoyaltyonNaturalGas 61 64 68 50 160 116 212 361 563 550 641

Surcharge on Natural Gas/petro./ferti. 0 0 0 0 454 359 538 585 736 384 417

OtherFederal Excise Duties 0 0 0 0 6,512 6,403 6,798 6,931 8,173 8,535 12,659

Gift tax\Wealth\CVT 0 0 0 0 0 0 0 0 0 0 870

Provincial taxes 2,818 2,938 3,444 3,523 4,161 4,330 4,485 5,824 6,793 7,944 8,335

Direct taxes 635 664 872 828 1,078 1,259 1,373 1,627 1,646 2,434 2,879

Urbanimmovablepropertytax 139 103 163 110 187 355 416 418 156 776 814

Agriculture income tax 0 0 0 0 0 0 0 0 0 145 619

Registration fee 118 119 142 139 154 148 123 126 175 160 166

Land revenue (tax) 337 400 499 531 686 707 790 1,025 1,231 1,263 1,159
Capital gains tax 12 7 5 4 4 2 2 1 1 1 1

Taxes on profes. trades and callings 27 36 63 44 47 47 42 56 84 88 120
Indirecttaxes 2,183 2,274 2,572 2,695 3,083 3,071 3,112 4,197 5,147 5,510 5,456

Motor vehicle tax 433 456 494 563 584 676 669 937 867 994 1,141
Stamp duties 1,115 1,230 1,514 1,594 1,865 1,807 1,792 2,047 2,541 2,543 3,080

Entertainment tax 142 151 163 153 135 127 158 193 149 169 186

Electricity duties 217 160 112 36 53 31 33 504 804 798 95

Hoteltax 10 0 12 66 31 39 25 85 65 116 92

Provincial excises 52 57 56 79 113 173 233 202 290 368 427
Education cess 7 0 1 0 1 1 1 1 91 1 183
Cottoncess 194 203 199 187 278 211 181 212 318 243 225

Other 13 17 20 18 21 8 19 16 21 278 27

NON-TAX REVENUE 11,794 8,648 4,414 6,516 5,063 6,186 5,971 4,580 5,756 6,089 8,953
Interest 180 272 46 80 187 84 120 87 342 13 1,285

Dividends 4 4 5 13 11 27 152 5 9 25 33

Civil Administration Receipts 306 321 294 294 479 567 535 626 678 629 665

General Administration 63 88 84 83 121 111 110 118 167 102 111
Law and Order 243 232 210 211 358 455 425 508 511 527 554

User Charges 1,888 1,946 1,953 2,450 2,371 2,385 2,916 2,898 2,978 3,491 4,110
Community Services 130 109 143 238 306 269 282 347 347 412 517

Works 112 124 67 -26 53 187 143 161 164 115 37

Public Health 18 17 17 17 45 60 51 59 51 66 84

Social Services 435 507 578 696 767 629 898 721 763 1,010 993
Education 211 265 283 461 486 369 613 388 432 646 588

Health 72 82 87 92 123 120 139 152 176 193 228

Others 152 160 207 144 158 140 146 181 155 170 177
Economic Services 1,322 1,331 1,232 1,516 1,298 1,487 1,736 1,831 1,868 2,070 2,601

Irrigation (largely water charges) 717 715 650 855 624 727 894 989 1,040 1,169 1,470

Others 605 615 582 662 675 760 841 841 828 901 1,130
Others 0 0 0 0 0 0 0 0 0 0 0
Excise dutyon minerals 0 0 0 0 0 0 0 0 0 0 0

Physical, Planning and Housing 0 0 0 0 0 0 0 0 0 0 0

Electricity Profits from WAPDA 0 0 0 0 0 0 0 0 0 0 0
Grants 8,732 5,474 1,437 2,836 1,168 2,179 1,309 60 7 9 302

Federal Government 8,732 5,473 1,437 2,836 1,168 2,179 1,309 60 7 9 302
Foreign 0 1 0 0 0 0 0 0 0 0 0

Others 682 631 678 843 847 946 939 905 1,742 1,920 2,559
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Table IS: Sindh - Curreni Revenues
(Rs .Milion)

1987/88 1988/89 1989/90 1990/91 1991/92 1992/93 1993/94 1994/95 1995/96 1996/97 1997/98
Actual Actual Actual Actual Actual Actual Actual Actual Actual Actual Actual

TOTAL REVENUE RECEIPTS 6,116 7,970 9,480 10,467 18,147 21,334 26,389 32,083 38,427 41,272 37,760
TAXREVENEUE 5,029 6,998 8,482 9,249 16,536 18,397 22,903 27,523 34,630 38,879 34,948
Federal tax assignments 3,746 5,530 7,150 7,916 14,982 16,410 20,685 24,797 30,801 34,027 30,532
Income and corporation tax 2,011 2,382 2,777 3,340 4,520 5,927 7,500 9,471 11,677 14,655 7,650
Sales tax 1,455 2,483 3,438 3,548 3,1i04 4,243 5,679 7,608 8,754 9,908 4,370
Others 280 664 935 1,028 6,658 6,240 7,506 7,718 10,370 9,464 18,512
Customs 417 643 610 -60 88 77 0 0 0 6,161
Excise duty & Royalty on Natural Gas 280 247 292 418 679 679 869 1,357 2,182 2,689 3,109
Surcharge on Natural Gas/petro.lferti. 0 0 0 0 2,629 2,432 3,372 3,175 4,105 2,650 3,097
Other Federal Excise Duties 0 0 0 0 2,990 3,041 3,188 3,186 4,082 4,125 5,848
Gift tax\Wealth\CVT 297

Provincial taxes 1,284 1,468 1,332 1,333 1,654 1,987 2,217 2,727 3,829 4,852 4,416
Direct taxes 225 356 280 117 229 359 399 291 696 974 920
Urban immovable propertytax 78 219 127 -31 64 185 196 4 312 526 305
Agriculture income tax 0 0 0 0 0 0 0 0 0 0 110
Registration fee 75 69 66 63 56 68 80 138 192 208 196
Land revenue (tax) 26 28 34 33 39 41 52 48 76 116 166
Capital gains tax 0 -1 0 0 0 0 0 0 0 0 0

Taxes on profes. trades and callings 47 41 52 51 59 64 72 101 116 123 142
Indirect taxes 1,058 1,112 1,053 1,216 1,426 1,628 1,818 2,435 3,133 3,878 3,497
Motor vehicle tax 253 255 284 318 344 400 334 438 486 562 570
Stamp duties 473 463 439 510 639 675 949 1,130 1,478 1,733 1,580
Entertainment tax 60 52 50 50 48 43 44 26 40 84 72
Electricityduties 64 112 22 27 :I 174 71 252 267 284 244
Hotel tax 29 39 31 34 29 42 53 101 74 58 75
Provincial excises 106 132 164 206 2'5 264 301 289 475 518 431
Education cess 31 33 26 33 0 16 21 16 7 3 6
Cotton cess 36 18 27 30 40 7 37 26 50 61 81
Other 7 7 10 9 9 6 8 156 257 574 437

NON-TAXREVENUE 1,087 972 998 1,218 1,51J 2,937 3,487 4,560 3,796 2,394 2,811
Interest 3 2 3 3 2 3 3 221 3 3 83
Dividends 0 0 1 1 2 2 1 1 4 3 3
Civil Administration Receipts 127 119 119 218 244 225 305 322 435 386 355

General Administration 10 16 17 25 29 38 37 40 42 49 45
LawandOrder 117 103 102 193 215 186 269 281 393 337 310

User Charges 704 624 686 690 962 1,119 748 826 1,156 1,167 1,188
Community Services 60 57 56 76 87 91 102 141 130 130 145

Works 48 51 45 64 83 88 99 132 117 120 134
PublicHealth 12 6 11 12 4 4 4 9 14 9 11

Social Services 99 124 129 145 153 170 183 236 290 272 282
Education 69 91 95 111 1Z2 124 131 172 196 202 201
Health 31 33 34 34 315 46 49 60 46 65 76
Others 0 0 0 1 1 1 3 4 48 4 5

Economic Services 522 322 345 351 4465 301 368 337 723 766 749
Irrigation (largely water charges) 346 214 239 228 279 156 235 200 582 617 622
Others 177 108 106 123 167 146 133 137 141 149 126

Others 23 121 156 117 270 556 95 112 13 0 12
Excise duty on minerals 23 121 156 117 270 556 95 112 13 0 12
Physical, Planning and Housing 0 0 0 0 0 0 0 0 0 0 0
Electricity Profits from WAPDA 0 0 0 0 0 0 0 0 0 0 0

Grants 0 0 0 0 (0 1,320 1,559 2,689 1,490 260 0
Federal Government 0 0 0 0 0 1,320 1,559 2,689 1,490 260 0
Foreign 0 0 0 0 C0 0 0 0 0 0 0

Others 252 227 189 307 301 269 870 502 709 574 1,182
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Table IN: NWFP - Current Revenues
(Rs Million)

1987/88 1988/89 1989/90 1990/91 1991/92 1992/93 1993/94 1994/95 1995/96 1996/97 1997/98
Actual Actual Actual Actual Actual Actual Actual Actual Actual Actual Actual

TOTAL REVENUE RECEIPTS 6,205 6,586 7,297 9,680 13,393 15,330 16,167 20,810 23,089 24,700 25,016
TAX REVENUE 2,301 3,325 4,289 4,645 6,874 7,852 9,724 12,092 15,122 17,034 14,416
Federal tax assignments 1,989 3,031 3,934 4,301 6,444 7,366 9,189 11,465 14,345 16,134 13,554
Income and corporation tax 1,154 1,367 1,593 1,916 2,629 3,448 4,362 5,508 7,396 8,511 4,419
Sales tax 835 1,425 1,972 2,035 2,212 2,468 3,303 4,425 5,148 5,763 2,542
Others 0 239 369 350 1,603 1,451 1,524 1,532 1,801 1,861 6,594
Customs 0 239 369 350 209 51 45 0 0 0 3,584
Excise duty & Royalty on Natural Gas 0 0 0 0 0 0 0 0 0 0 0
Surcharge on Natural Gas/petro./ferti. 0 0 0 0 0 0 0 0 0 0 0
Other Federal Excise Duties 0 0 0 0 1,393 1,399 1,479 1,522 1,801 1,861 2,807
Gift tax\Wealth\CVT 0 0 0 0 0 0 0 10 0 0 203

Provincial taxes 312 295 355 344 430 486 535 626 777 900 862
Direct taxes 51 49 54 72 87 82 86 116 221 303 291
Urban immovable property tax 17 8 9 8 14 15 12 51 21 56 54
Agriculture income tax 0 0 0 0 0 0 0 0 1 5 42
Registration fee 4 4 11 7 10 7 5 11 8 5 7
Land revenue (tax) 30 37 34 55 60 58 65 47 183 228 177
Capital gainstax 0 0 0 0 0 0 0 0 0 0 0

Taxes on profes. trades and callings 0 0 0 2 3 3 4 7 8 8 11
Indirect taxes 261 246 301 272 343 403 449 511 556 597 570
Motorvehicletax 135 133 141 155 165 171 184 184 221 281 312
Stampduties 70 69 82 102 103 117 104 204 169 149 116
Entertainment tax 3 4 5 5 5 5 5 5 5 4 7
Electricity duties 46 19 64 1 60 100 146 106 140 142 7
Hotel tax 0 7 3 3 3 3 4 4 8 8 29
Provincial excises 4 4 4 4 4 5 5 6 9 9 12
Education cess 0 0 0 0 0 0 0 0 0 1 54
Cotton cess 0 0 0 0 0 0 0 0 0 0 0
Other 3 10 2 2 2 1 1 1 4 3 34

NON-TAXUREVENUE 3,903 3,261 3,008 5,035 6,519 7,478 6,443 8,719 7,967 7,666 10,600
Interest 25 19 62 64 38 45 67 27 57 82 112
Dividends I 1 12 5 6 7 13 3 3 13 10
Civil Administration Receipts 55 65 67 77 102 121 147 135 154 132 152

General Administration 18 25 25 27 30 52 71 63 72 47 52
Law and Order 37 40 41 50 72 70 76 72 82 85 101

User Charges 388 410 569 559 5,829 6,929 5,786 8,290 7,583 7,141 6,484
Community Services 69 80 85 95 107 133 121 137 173 164 197

Works 52 65 68 75 86 112 93 107 140 114 149
Public Health 18 15 17 20 21 21 28 30 33 51 48

Social Services 33 37 39 40 46 65 59 80 118 264 304
Education 16 16 18 18 21 23 26 47 75 159 217
Health 17 20 21 22 25 29 29 32 41 104 86
Others 0 0 0 0 1 13 4 2 2 1 2

Economic Services 285 293 445 424 525 591 574 726 753 713 540
Irrigation (largely water charges) 38 50 60 50 51 53 71 77 123 148 144
Others 247 243 385 374 474 538 503 649 630 564 396

Others 0 0 0 0 5,150 6,140 5,032 7,347 6,539 6,000 5,442
Excise duty on minerals 0 0 0 0 0 0 0 0 0 0 0
Physical, Planning and Housing 0 0 0 0 0 0 0 0 0 0 0
Electricity Profits from WAPDA 0 0 0 0 5,150 6,140 5,032 7,347 6,539 6,000 5,442

Grants 3,283 2,675 2,213 4,165 414 205 217 12 5 5 3,338
Federal Govemment 3,283 2,675 2,213 4,165 414 205 217 12 5 5 3,338
Foreign 0 0 0 0 0 0 0 0 0 0 0

Others 151 91 85 165 130 170 212 252 165 293 504
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Table 1B: Balochistan - Current Revenues
(Rs Million)

1987/88 1988/89 1989/90 1990/91 1991/92 1992/93 1993/94 1994/95 1995/96 1996/97 1997/98
Actual Actual Actual Actual Actual Actual Actual Actual Actual Actual Actual

TOTAL REVENUE RECEIPTS 3,631 3,992 4,941 4,437 8,399 9,446 10,281 10,611 13,294 13,279 15,573
TAX REVENUE 1,822 2,235 2,637 2,717 7990 9,064 9,863 10,326 12,420 11,176 11,150
Federal tax assignments 1,746 2,143 2,522 2,635 7,844 8,929 9,724 10,176 12,205 10,931 10,881
Income and corporation tax 457 541 631 759 1,029 1,349 1,707 2,134 2,895 3,331 1,786
Sales tax 330 564 781 806 866 966 1,293 1,593 2,015 2,256 1,021
Others 959 1,038 1,111 1,071 5.949 6,614 6,723 6,449 7,294 5,344 8,074
Customs 0 95 146 139 82 20 18 20 0 0 1,486
Excise duty & Royalty on Natural Gas 959 943 965 932 1,008 1,126 1,290 1,522 2,032 2,284 2,645
Surcharge on Natural Gas/petro./ferti. 0 0 0 0 4,315 4,920 4,837 4,294 4,558 2,331 2,722
Other Federal Excise Duties 0 0 0 0 545 548 579 612 705 728 1,121
Gift tax\Wcalth\CVT 0 0 0 0 0 0 0 0 0 0 100

Provincial taxes 76 92 114 82 146 135 139 150 216 246 269
Direct taxes 13 15 20 18 38 31 27 31 39 48 57
Urbanimmovablepropertytax 5 6 8 8 9 13 11 13 17 19 18
Agriculture income tax 0 0 0 0 0 D 0 0 0 0 10
Registration fee 3 5 6 6 7 7 5 7 7 7 10
Land revenue (tax) 5 4 7 4 22 10 10 11 14 21 19
Capital gains tax 0 0 0 0 0 0 0 0 0 1 0

Taxes on profes. trades and callings 0 0 0 0 0 D 0 0 0 0 0
Indirecttaxes 62 76 94 64 :.08 104 112 119 177 198 212
Motorvehicle tax 34 48 62 41 64 59 60 78 93 94 101
Stamp duties 13 15 17 16 27 20 30 23 25 38 38
Entertainment tax 5 2 3 2 3 6 4 4 5 4 4
Electricity duties 0 5 11 4 8 9 6 9 1 0 13
Hotel tax 0 0 0 0 0 0 0 0 0 0 0
Provincial excises 4 5 0 0 4 9 12 5 51 54 50
Education cess 0 0 0 0 0 0 0 0 0 0 0
Cottoncess 0 0 0 0 0 0 0 0 0 0 0
Other 6 1 1 1 2 1 1 1 2 8 6

NON-TAXREVENUE 1,810 1,758 2,304 1,720 409 382 418 285 874 2,103 4,423
Interest 5 5 0 0 5 2 0 1 1 0 1
Dividends 7 6 0 6 1 6 10 6 6 1 8
Civil Administration Receipts 16 16 19 14 28 25 34 34 48 34 42

General Administration 2 0 2 1 1 1 1 2 2 3 2
Law and Order 14 15 17 12 27 23 32 32 46 30 39

UserCharges 134 144 200 123 154 154 159 236 290 157 201
CommunityServices 26 11 16 is 15 I1 11 34 18 8 11

Works 26 10 I1 12 13 8 8 20 15 5
Public Health 0 1 5 3 2 10 3 14 3 3

Social Services 7 43 8 13 :.8 10 21 15 19 21 26
Education 3 40 4 9 3 4 13 9 10 10 12
Health 4 3 3 3 5 5 6 6 10 11 13
Others 0 0 0 1 1 1 I 1 0 0 1

Economic Services 100 90 168 95 122 126 128 187 252 128 165
Irrigation (largely water charges) 19 22 37 17 i2 20 20 26 61 52 39
Others 81 67 131 78 1(0 106 108 161 191 76 126

Others 0 0 8 0 0 D 0 0 0 0 0
Excisedutyon minerals 0 0 0 0 0 0 0 0 0 0 0
Physical, Planning and Housing 0 0 8 0 0 0 0 0 0 0 0
Electricity Profits from WAPDA 0 0 0 0 0 0 0 0 0 0 0

Grants 1,613 1,564 1,848 1,547 179 118 131 0 426 1,707 4,085
Federal Govemment 1,613 1,564 0 1,547 179 118 131 n.a. 426 1,707 4,085
Foreign 0 0 0 0 0 0 0 n.a. 0 0 0

Others 35 24 237 31 42 78 84 8 102 204 86
1/ Federal Food Excise & Surcharge on Natural Gas were not introduced before 1991/92.

Source: Finance Accounts 1984/85 - 1997/98for all provinces.
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Table 2A: AUl Provinces Total Expenditures
(Rs Million)

1987/88 1988/89 1989/90 1990/91 1991/92 1992/93 1993/94 1994/95 1995/96 1996/97 1997/98
Actual Actual Actual Actual Actual Actual Actual Actual Actual Actual Actual

TOTAL EXPENDITURES 62,988 62,796 69,638 84,909 101,346 109,115 114,554 146,630 167,969 158,466 166,827
General Administration 4,577 6,012 5,284 5,927 7,644 9,449 9,513 17,083 29,134 25,407 18,972
Law & order 4,245 4,583 4,610 6,401 8,366 9,047 10,425 12,683 13,512 13,603 15,003
Defense - - - -
Social services 16,285 16,954 18,819 24,026 29,438 32,183 36,462 44,732 49,207 49,533 57,384

Education 11,771 12,381 13,417 17,241 21,435 23,272 27,294 33,115 36,688 36,990 43,323
Primnary 5,176 5,751 6,342 8,321 10,613 11,462 13,295 15,946 18,229 19,004 23,404
Secondary 2,982 3,241 3,318 4,387 5,015 5,628 6,820 8,462 10,077 10,367 11,643
University and College Education 1,335 1,302 1,393 1,704 1,702 2,167 2,447 2,654 3,334 3,274 3,722
Professional & Technical Edu & Teachers Tmg 862 851 955 1,257 1,431 1,789 1,620 1,572 1,633 1,728 1,796
Others 1,416 1,236 1,410 1,572 2,675 2,226 3,112 4,481 3,417 2,618 2,758

Health 3,554 3,695 4,063 5,002 6,075 6,535 7,686 9,232 9,949 9,989 11,502
General Hospitals & Clinics 2,934 3,045 3,283 4,137 5,020 5,355 6,189 7,188 7,933 7,914 9,414
Mother & Child 25 27 30 33 35 34 40 46 67 50 62
Other Facilities & Preventive Measures 192 217 192 223 277 294 290 408 396 436 487
other 402 407 557 608 743 853 1,168 1,590 1,553 1,589 1,619

Population 1 5 36 62 76 113 209 540 875 375 241
Other Social Services 1/ 959 878 1,303 1,739 1,879 2,301 1,330 1,897 1,695 2,179 2,318

Economic Services 10,328 10,422 12,325 15,169 18,910 16,802 14,633 20,206 22,547 19,825 18,316
Agriculture 3,544 3,565 3,933 4,200 5,113 5,296 5,630 6,715 7,026 6,375 7,192
Irrigation 4,365 4,618 4,611 5,856 6,810 6,680 5,758 8,296 10,023 8,621 8,231
Industries and mineral resources 408 437 468 486 524 547 618 661 613 554 474
Other Economic Services 2/ 2,011 1,801 3,313 4,627 6,462 4,279 2,627 4,534 4,886 4,276 2,419

Community services 11,196 11,146 12,491 13,211 14,633 16,252 15,461 21,062 21,478 15,080 19,001
Works (Administration civil) 513 497 589 671 938 1,014 1,131 1,634 1,520 1,537 2,180
Highways, Roads & Bridges & Building & 8,306 8,214 9,461 9,855 10,375 10,413 9,497 13,830 13,384 8,397 10,405

Struct.
WaterSupplyandSanitation 831 1,063 1,152 1,347 1,811 2,414 2,616 2,710 3,189 2,158 2,652
Public Health Engineering 1.099 1,123 909 1,109 1,195 1,349 1,258 2,088 3,068 2,709 3,510
Broadcasting - - - - - - - - - - -
Urban Town Planning & Regulator Services 282 70 87 44 17 13 24 30 29 6 4
Scientific Research and Survey - - - - - - - - - 3 15
Other Community Services 3/ 842 733 792 186 298 1,050 940 770 287 270 234

Subsidies 3,643 1,085 1,959 1,840 1,494 1,367 1,130 1.999 2,801 4,085 2,815
Interest payments 10,832 11,181 12,930 15,684 18,681 21,658 25,596 25,671 27,403 30,004 33,348
Grants 1,310 1,204 985 2,533 2,152 2,281 1,289 3,028 1,459 378 1.059
Unallocable 574 209 235 118 32 76 51 124 430 550 930

Note: Footnotes on Provincial Tables.
Source: Provincial Tables.
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Table 2P: Punjab: Total Expenditures
( Rs Million)

1987/88 1988/89 1989/90 1990/91 1991/92 1992/93 1993/94 1994/95 1995/96 1996/97 1997/98
Actual Actual Actual Actual Actual Actual Actual Actual Actual Actual Actual

TOTAL EXPENDITURES 33,807 30,735 34,800 43,643 48,444 52,593 52,211 68,087 80,095 77,331 82,089

General Administration 2,275 2,680 2,606 2,947 3,735 4,667 4,724 8,142 14,667 11,877 9,544

Law & order 2,239 2,183 2,169 3,342 3,709 4,225 4,646 5,491 5,965 6,328 7,041

Defense

Social services 8,550 8,941 9,795 12,935 14,753 16,172 18,183 22,539 24,913 25,365 29,857

Education 6,140 6,546 7,101 9,579 11,049 12,093 13,963 17,049 19,144 19,281 22,921
Primary 2,865 3,220 3,507 4,789 5,932 6,146 7,283 9,140 10,433 10,331 13,389

Secondary 1,574 1,691 1,719 2,460 2,682 2,917 3,494 4,207 4,807 4,911 5,255
University & College Education 768 731 718 947 763 1,225 1,322 1,462 1,748 1,801 1,948
Professional & Technical Edu & Teachers Tmg 531 524 591 825 848 1,138 1,016 792 875 935 914
Others 403 380 566 558 823 667 847 1,446 1,281 1,303 1,414

Health 1,848 1,902 2,033 2,538 2,884 3,157 3,608 4,391 4,636 4,666 5,634
General Hospitals & Clinics 1,535 1,598 1,694 2,187 2,451 2,709 3,048 3,661 3,952 4,020 4,736
Mother&Child 11 12 17 17 14 16 17 20 38 20 27

OtierFacilities&Preventive Measures 10 10 10 11 11 11 13 17 32 17 26
Other 292 282 312 324 409 420 530 692 615 609 844

Population - - - - - - 75 391 492

OtherSocial Services I/ 562 494 661 817 820 923 536 708 641 1,418 1,303
Economic Services 5,953 5,454 6,509 8,701 10,035 8,519 6,010 9,123 10,579 9,547 9,371

Agriculture 1,962 1,749 1,785 2,218 2,399 2,766 2,600 3,276 3,409 3,369 3,910

Irrigation 2,484 2,511 2,352 3,163 3,326 3,108 2,520 3,541 4,849 4,878 4,074
Industries and mineral resources 189 176 199 197 192 194 195 238 226 226 125
OtherEconomicServices2/ 1,318 1,019 2,173 3,123 4,117 2,451 695 2,068 2,096 1,074 1,261

Community services 5,657 5,309 6,218 5,832 5,717 6,988 6,390 9,319 9,677 8,375 10,228

Works (Administration civil) 49 49 52 54 63 69 80 109 103 !09 !43
Hiehway. Roads & Bridges & Bu'.lding& 4,3;7 3,970 4,976 4,499 4,185 5,054 4,747 6,968 6,246 5,315 6,432

Struct.
Water Supply and Sanitation - - - - - - - - - -

Public Health Engineering 1,099 1,123 909 1,107 1,192 1,348 1,255 2,088 3,068 2,709 3,510
Broadcasting - - - - - - - - - -

Urban Town Planning & Regulator Services - -

Scientific Research and Su,pvey - - - - - - - - - 3 3

OtherCommunityServices 152 167 281 171 277 517 309 154 259 240 138
Subsidies 2,306 24 659 582 908 541 46 505 1,153 1,502 1,133

Interest payments 5,628 5,613 6,367 7,955 9,130 10,520 11,945 12,467 12,951 13,669 13,966

Grants & Others 659 345 266 1,274 449 931 236 499 184 302 866

Unallocable 540 186 212 76 7 30 31 1 5 366 84

I/ Includes Natural Calamities and Religious Affairs.

2/ Includes Land Reclamation, Rural Development, Transport & Communication, Other Economic Services & Unallocable.

3/I ncludes Works Urban and Rural, and Scientific Research.

Source: Government of the Punjab, Finance Accounts - 1987/88 to 1997/98
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Table 2S: Sindh: Total Expenditures
(Rs MUlion)

1987/88 1988/89 1989190 1990191 1991/92 1992/93 1993/94 1994/95 1995/96 1996/97 1997/98
Actual Actual Actual Actual Actual Actual Actual Actual Actual Actual Actual

TOTAL EXPENDITURES 13,969 14,888 15,810 19,844 25,038 26,585 30,395 40,265 45,198 42,491 43,577

General Administration 1,189 1,235 1,302 1,465 2,036 2,345 2,339 5,865 10,160 9,981 4,883

Law & order 1,017 1,306 1,254 1,657 2,676 2,563 3,510 4,378 4,635 4,433 4,851

Defense
Social services 3,424 3,616 4,109 5,137 6,989 7,621 8,212 10,596 11,548 11,584 13,553

Education 2,599 2,774 3,020 3,787 5,128 5,490 6,264 8,246 8,794 8,873 10,317
Primary 1,188 1,319 1,440 1,857 2,453 2,758 3,353 3,984 4,408 4,581 5,503
Secondary 661 780 824 1,017 1,154 1,373 1,615 1,859 2,430 2,440 2,727
University& College Education 357 348 370 416 511 596 636 610 917 905 978
Professional & Technical Edu & Teachers Tmg 186 163 200 245 355 296 317 437 452 436 430
Others 207 164 186 252 655 467 342 1,356 587 511 679

Health 692 718 858 1,158 1,590 1,449 1,719 2,010 2,242 2,246 2,678
General Hospitals & Clinics 561 576 708 952 1,338 1,213 1,477 1,591 1,819 1,848 2,237
Mother & Child 5 6 5 6 8 2 6 - - - -
Other Facilities& Preventive Measures 98 109 117 135 178 175 162 267 235 289 301
Other 28 28 28 65 67 58 74 152 188 110 221

Population - - - - - - - 199 178 -

Other Social Services 1/ 133 123 231 192 271 683 229 341 313 285 558
Economic Services 2,233 2,427 2,499 2,847 3,408 3,244 3,740 5,009 4,893 3,661 4,331

Agriculture 596 605 649 725 1,098 888 963 1,081 1,273 1,076 1,091
Irrigation 1,166 1,293 1,274 1,428 1,621 1,602 1,697 2,831 2,986 2,027 2,538
Industries andmineral resources 117 147 120 140 140 118 175 243 153 154 154
Other Economic Services 2/ 354 381 456 554 549 636 904 854 481 404 548

Community services 2,864 3,047 3,034 3,709 4,314 3,949 3,952 5,314 5,267 3,002 4,143

Works (Administration civil) 147 166 170 200 264 288 322 391 469 447 483
Highways, Roads & Bridges & Building & 2,035 2,325 2,362 2,961 3,418 2,893 2,752 3,868 3,736 1,825 2,888

Struct.
Water Supply and Sanitation 395 484 410 498 607 750 852 995 1,029 717 754
Public Health Engineering
Broadcasting - - - - - - - - - - -
Urban Town Planning & Regulator Services 282 70 87 44 15 11 20 30 26 4 4
Scientific Research and Survey - - - - - - - - - - -

Other Community Services 3/ 682 556 503 7 10 7 5 29 7 10 14
Subsidies 524 61 276 583 112 326 463 304 248 1,383 132

Interest payments 2,386 2,536 2,981 3,600 4,512 5,364 7,172 6,366 7,009 8,208 10,682

Grants 298 636 330 805 968 1,131 989 2,311 1,018 65 169

Unallocable 34 23 23 41 24 42 19 123 425 176 834

I/Includes Natural Calamities and Religious Affairs.
2/ A substantial amount on the suspense account is included under this head

3/ Includes land reclamation, stationery & printing and rural development etc

Source: Government of the Sindh, Finance Accounts - 1987/88 to 1997/98.
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Table 2N: NWFP: Total Expenditures
(Rs Mlllion)

1987/88 1988/89 1989/90 1990/91 1991/92 1992/93 1993/94 1994/95 1995/96 1996/97 1997/98
Actual Actual Actual Actual Actual Actual Actual Actual Actual Actual Actual

TOTAL EXPENDITURES 10,339 10,492 12,409 13,932 17,683 18,735 19,350 23,824 26,937 25,415 25,655
General Administration 710 783 876 904 1,137 1,398 1,428 1,959 2,720 2,346 2,471
Law & order 581 617 659 820 1,179 1,248 1,310 1,634 1,705 1,649 1,850
Defense - - - - - - - - - - -

Social services 3,013 2,834 3,223 4,124 4,982 5,707 5,958 7,024 7,903 8,190 8,897
Education 2,303 2,165 2,257 2,712 3,421 3,982 4,334 5,044 5,738 6,244 6,645

Primary 763 857 959 1,210 1,556 1,723 1,738 2,078 2,456 3,172 3,170
Secondary 576 567 615 715 907 1,013 1,370 1,736 2,043 2,051 2,360
University & College Education 162 149 166 191 235 250 274 326 405 355 389
Professional &TechnicalEdu&TeachersTTmg 137 128 137 152 190 226 227 266 224 278 313
Others 664 464 380 445 533 770 725 638 611 389 412

Health 625 614 678 812 996 1,206 1,328 1,601 1,730 1,601 1,815
General Hospitals &Clinics 525 516 568 667 820 959 1,077 1,319 1,482 1,326 1,511
Mother & Child 5 6 3 4 5 5 6 7 9 9 10
Other Facilities & Preventive Measures 39 32 36 45 43 55 59 67 65 64 75
Other 55 60 70 96 127 187 186 208 174 203 219

Population 1 0 36 43 49 75 78 96 112 134 241
OtherSocialServices I/ 85 55 253 556 516 443 218 282 323 211 195

Economic Services 1,213 1,317 1,905 1,981 3,130 2,635 2,727 3,388 4,425 4,289 2,515
Agriculture 503 604 857 699 911 893 975 1,024 1,144 897 916
Irrigation 446 475 566 753 899 871 900 1,006 1,170 659 1,031
Industries and mineral resources 42 44 87 85 102 125 126 82 139 85 103
Other Economic Services 2/ 221 194 394 444 1,218 746 777 1,2?6 1,972 2,648 466

Commu-ity sswvixcs 1,900 1,773 1,972 2,234 2,674 3,070 2,754 3,862 3,780 1,984 2,181
Works (Administration civil) 130 137 150 173 229 246 271 322 350 343 386
Highways, Roads & Bridges & Building & 1,484 1,365 1,480 1,631 1,856 1,942 1,805 2,763 2,305 714 687

Struct.
Water Supply and Sanitation 285 271 342 428 586 883 677 776 1,125 927 1,107
Public Health Engineering - - - 2 2 - - - - - -
Broadcasting - - - - - - - - -

Urban Town Planning & Regulator Services
Scientific Research and Survey
Other Community Services 0 0 0 0 1 0 0 0 (0) - -

Subsidies 575 762 789 510 250 400 550 940 850 1,200 1,550
Interest payments 1,995 2,183 2,595 2,903 3,597 4,057 4,559 4,799 5,297 5,740 6,155
Grants&Others 352 223 389 455 735 219 64 218 257 11 25
Unallocable 0 0 0 0 0 0 0 0 0 8 12

1/ Includes Natural Calamities and Religious Affairs.
Source: Government of North-West Frontier Province, Finance Accounts - 1987/88 to 1997/97.
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Table 2B: Balochistan: Total Expenditures
(Rs Milion)

1987/88 1988/89 1989/90 1990/91 1991/92 1992/93 1993/94 1994/95 1995/96 1996/97 1997/9
1/

Actual Actual Actual Actual Actual Actual Actual Actual Actual Actual Budget
TOTAL EXPENDITURES 4,872 6,681 6,619 7,490 10,181 11,202 12,598 14,453 15,739 13,228 15,506

GeneralAdministration2/ 404 1,313 500 611 736 1,039 1,021 1,116 1,588 1,203 2,074

Law & order 407 477 528 582 802 1,011 960 1,180 1,207 1,194 1,261

Defense
Social services 1,298 1,563 1,691 1,831 2,714 2,683 4,110 4,573 4,843 4,395 5,077

Education 729 896 1,039 1,163 1,838 1,708 2,733 2,776 3,013 2,592 3,440
Primary 360 355 436 466 672 836 921 743 933 921 1,341
Secondary 171 203 160 195 271 325 341 659 797 964 1,300
University & College Education 48 74 139 151 194 97 214 256 263 213 407
Professional & Technical Edu & Teachers Trng 9 35 27 34 37 129 59 76 82 78 138
Others 142 228 278 318 664 322 1,198 1,041 937 416 254

Health 389 461 494 494 605 723 1,031 1,231 1,340 1,475 1,375
General Hospitals & Clinics 313 355 314 331 412 473 586 617 680 720 931
Mother & Child 4 3 5 6 8 10 10 19 20 21 25
Other Facilities & Preventive Measures 45 66 29 33 45 53 56 56 64 67 85
Other 27 37 147 124 141 188 377 538 576 668 335

Population - 4 - 18 26 38 57 52 72 63 -

Other Social Services 180 206 157 174 271 252 346 566 419 264 262
Economic Services 929 1,224 1,411 1,640 2,337 2,404 2,156 2,686 2,650 2,329 2,099

Agriculture 482 607 642 558 705 749 1,092 1,334 1,199 1,034 1,275
Irrigation 270 340 420 513 963 1,099 641 918 1,018 1,057 588
Industries and mineral resources 59 70 60 64 91 109 122 98 95 89 92
Other Economic Services 118 207 290 506 578 446 301 336 338 149 143

Community services 775 1,017 1,267 1,436 1,928 2,244 2,366 2,567 2,755 1,719 2,450

Works (Administration civil) 187 145 217 244 382 411 458 812 598 639 1,168
Highways, Roads & Bridges & Building & 429 555 643 763 917 524 193 230 1,097 545 397

Struct.
WaterSupply and Sanitation 151 309 399 422 619 781 1,086 939 1,035 514 791
Public Health Engineering
Broadcasting
Urban Town Planning & Regulator Services - - - - I 1 4 - 4 2 -

Scientific Research and Survey - - - - - - - - - - 12
Other Community Services 8 9 8 7 9 526 625 586 20 21 82

Subsidies 237 237 234 164 224 100 70 250 550 - -

Interest payments 823 850 987 1,226 1,442 1,717 1,920 2,039 2,146 2,388 2,545

Grants - - - - - - - -

Unallocable (0 0 0 0 0 4 0 -

1/ Break down of Capital Development Expenditures is not available.
2/For 1988/89 includes Superannuation and Pension amounting to Rs. 1034.6 Mil.
Source: Government of Balochistan, Finance Accounts - 1987/88 to 1997/98.
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Table 3A: Provincial Aggregate -- Current Expenditures
(Rs Million)

1987/88 1988/89 1989/90 1990/91 1991/92 1992/93 1993/94 1994/95 1995/96 1996/97 1997/98
Actual Actual Actual Actual Actual Actual Actual Actual Actual Actual Actual

CURRENT EXPENDITURES 47,727 47,537 51,603 62,630 75,347 85,951 93,901 116,361 138,528 140,604 144,267
General Administration 4,554 5,860 5,178 5,738 7,546 9,305 9,387 16,948 28,958 25,263 18,851
Law & order 4,218 4,328 4,545 6,301 8,287 8,991 10,397 12,645 13,473 13,582 14,986
Defense - - - - - - - - - - -
Social services 14,932 15,626 17,061 21,988 26,399 29,609 32,811 40,385 44,848 46,059 52,748

Education 11,130 11,835 12,596 16,515 19,939 22,082 25,419 31,475 35,102 35,815 41,038
Primary 5,055 5,703 6,298 8,261 10,537 11,263 13,165 15,760 18,111 18,230 21,666
Secondary 2,805 3,079 3,235 4,302 4,884 5,564 6,789 8,328 10,005 10,349 11,545
University & College Education 1,318 1,272 1,373 1,687 1,688 2,154 2,428 2,629 3,298 3,257 3,636
Professional & Technical Edu & Teachers Trg 783 776 814 1,159 1,282 1,482 1,492 1,461 1,518 1,701 1,733
Others 1,169 1,005 877 1,106 1,548 1,618 1,545 3,297 2,171 2,279 2,458

Health 3,081 3,177 3,539 4,436 5,336 5,837 6,415 7,756 8,601 8,777 10,230
General Hospitals & Clinics 2,549 2,666 2,981 3,814 4,533 5,009 5,453 6,551 7,268 7,405 8,669
Mother & Child 21 21 25 27 27 32 34 46 67 50 62
Other Facilities & Preventive Measures 133 123 131 154 196 202 185 249 297 412 457
Other 378 367 402 442 580 595 742 909 969 910 1,043

Population 1 0 - - - - I I 1 2 2
Other Social Services 720 613 926 1,037 1,124 1,689 977 1,153 1,145 1,466 1,477

Economic Services 6,277 6,460 6,551 7,670 8,866 9,442 9,873 12,429 14,390 15,515 13,565
Agriculture 2,382 2,503 2,612 3,130 3,735 3,961 4,389 5,159 5,641 5,551 6,155
Irrigation 2,942 3,053 3,053 3,278 3,704 4,032 3,834 4,914 5,977 6,091 5,408
Industries and mineral resources 339 323 283 383 411 446 444 496 534 501 427
OtherEconomicServices 615 581 603 879 1,016 1,003 1,205 1,860 2,238 3,372 1,574

Community services 2,585 2.485 3 00R nlQ9 3,710 4,8QQ^ ,7°9 5,674 6,052 5,66i 7,349

Works (Administration civil) 513 497 588 669 933 1,009 1,130 1,403 1,517 1,537 2,180
Highways, Roads & Bridges & Building & Struct. 1,708 1,548 1,991 1,846 2,108 2,904 2,533 3,060 2,933 2,678 3,235
Water Supply and Sanitation 250 304 311 383 525 694 792 798 902 766 1,164
Public Health Engineering 55 53 44 79 76 212 243 288 396 403 587
Broadcasting
Urban Town Planning & Regulator Services 7 5 3 1 4 6 15 30 17 4 3
Scientific Research and Survey - - - - - - - - - 3 3

Other Community Services 52 78 70 41 63 64 75 96 287 269 176
Subsidies 3,617 1,077 1,951 1,820 1,454 1,358 1,083 1,994 2,748 4,077 2,812
Interest payments 10,832 11,181 12,930 15,684 18,681 21,658 25,281 25,671 27,403 30,004 33,348
Grants 160 319 178 301 379 630 235 501 231 122 575
Unallocable 553 203 202 110 28 71 48 114 425 321 35

Note: Footnotes on Provincial Tables.

Source: Provincial Tables.
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Table 3P: Punjab -- Current Expenditures
(Rs Million)

1987/88 1988/89 1989/90 1990/91 1991/92 1992/93 1993/94 1994/95 1995/96 1996/97 1997/98
Actual Actual Actual Actual Actual Actual Actual Actual Actual Actual Actual

CURRENT EXPENDITURES 25,631 23,964 25,997 32,834 37,093 42,659 45,769 56,418 68,290 68,668 69,596

General Administration 2,272 2,672 2,593 2,839 3,700 4,625 4,708 8,122 14,626 11,854 9,530

Law & order 2,239 2,183 2,169 3,342 3,709 4,225 4,646 5,491 5,965 6,328 7,027

Defense
Social services 7,979 8,404 9,027 12,425 13,674 15,361 17,305 21,222 23,373 24,209 27,213

Education 5,921 6,369 6,697 9,422 10,511 11,611 13,683 16,750 18,661 19,062 21,513
Primary 2,857 3,213 3,507 4,789 5,909 6,013 7,234 9,013 10,434 10,246 12,150
Secondary 1,494 1,637 1,667 2,408 2,588 2,901 3,474 4,194 4,806 4,904 5,250
University&CollegeEducation 768 731 718 938 761 1,214 1,315 1,452 1,741 1,798 1,936
Professional & Technical Edu & Teachers Trng 480 487 492 771 761 894 929 750 835 935 914
Others 321 301 313 516 493 590 732 1,341 845 1,179 1,264

Health 1,576 1,639 1,769 2,298 2,506 2,931 3,078 3,892 4,123 4,168 4,837
General Hospitals & Clinics 1,263 1,338 1,444 1,959 2,086 2,494 2,525 3,230 3,469 3,562 4,102
Mother & Child 11 12 17 17 14 16 17 20 38 20 27
OtherFacilities & Preventive Measures 10 10 10 11 11 11 13 12 27 17 26
Other 292 279 298 312 395 410 523 630 589 569 682

Population
Other Social Services 1/ 482 396 560 705 657 819 544 580 589 979 862

Economic Services 3,624 3,558 3,479 4,160 4,461 4,951 4,890 5,872 7,323 7,862 7,013

Agriculture 1,365 1,411 1,423 1,732 1,848 2,103 2,270 2,718 2,927 2,989 3,286
Irrigation 1,830 1,798 1,750 1,966 2,067 2,323 2,127 2,603 3,796 4,254 2,977
Industries and mineral resources 168 172 121 190 181 192 195 237 224 224 125
OtherEconomicServices 2/ 261 177 184 271 366 333 298 313 377 395 624

Community services 1,019 1,106 1,431 1,262 1,413 2,167 2,109 2,584 2,806 2,841 3,327

Works (Administration civil) 49 49 52 54 63 69 80 109 103 109 143
Highways, Roads & Bridges & Building & Struct. 875 935 1,278 1,104 1,232 1,841 1,729 2,128 2,047 2,086 2,454
Water Supply and Sanitation - - - - - - - - - - -
Public Health Engineering 55 53 44 77 74 212 243 288 396 403 587
Broadcasting
Urban Town Planning & Regulator Services - -
Scientific Research and Survey - - - - - - - - - 3 3
OtherCommunity Services 3/ 40 69 57 27 43 45 57 59 259 239 138

Subsidies 2,281 17 652 562 868 532 - 500 1,100 1,500 1,131

Interest payments 5,628 5,613 6,366 7,955 9,130 10.520 11,945 12,467 12,951 13,669 13,966

Grants 69 232 86 220 134 248 137 160 145 88 390
Unallocable 519 180 193 69 4 30 29 0 0 317 0

1/ Includes Natural Calamities and Religious Affairs.

2/ Includes Land Reclamation, Rural Development, Transport & Communication, and Other Economic Services

3/I ncludes Works Urban and Rural, and Scientific Research.
Source: Government of the Punjab, Finance Accounts - 1984/85 to 1997/98
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Table 3S: Sindh -- Current Expenditures
(Rs Million)

1987/88 1988/89 1989/90 1990/91 1991/92 1992/93 1993/94 1994/95 1995/96 1996/97 1997/98
Actual Actual Actual Actual Actual Actual Actual Actual Actual Actual Actual

CURRENT EXPENDITURES 101,408 10,535 12,016 14,688 19,387 21,296 24,914 31,592 37,485 38,919 38,307
General Administration 1,186 1,131 1,295 1,456 2,025 2,335 2,329 5,842 10,142 9,968 4,872
Law & order 1,017 1,106 1,252 1,627 2,650 2,557 3,510 4,378 4,633 4,433 4,851
Defense
Social services 3,219 3,487 3,940 4,875 6,731 7,403 7,882 10,174 11,060 11,300 13,131

Education 2,456 2,711 2,926 3,680 5,016 5,402 6,181 8,106 8,689 8,829 10,253
Primary 1,148 1,297 1,400 1,802 2,406 2,709 3,312 3,936 4,392 4,563 5,493
Secondary 625 767 810 1,007 1,141 1,360 1,609 1,841 2,407 2,439 2,701
University & College Education 348 338 362 412 498 596 633 603 906 902 972
Professional & Technical Edu&TeachersTTmg 167 149 174 223 325 282 302 385 417 425 419
Others 169 161 180 236 647 456 326 1,342 568 500 668

Health 640 664 792 1,030 1,458 1,337 1,487 1,745 2,067 2,189 2,547
General Hospitals &Clinics 543 558 679 888 1,260 1,152 1,324 1,491 1,714 1,826 2,172
Mother & Child
Other Facilities & Preventive Measures 77 81 87 103 133 130 107 172 197 266 277
Other 21 25 26 39 65 55 56 82 156 96 98

Population
OtherSocialServices 1/ 122 112 221 166 257 664 214 324 304 282 331

Economic Services 1,419 1,546 1,619 1,815 2,388 2,213 2,615 3,202 2,909 2,678 3,054
Agriculture 380 413 452 525 843 643 801 899 1,066 893 956
Irrigation 660 757 763 728 922 935 938 1,448 1,255 1,240 1,408
Industries and mineral resources 83 68 71 90 101 98 102 89 125 127 149
Other Economic Services 2/ 295 308 333 472 521 537 774 766 463 419 S41

c =ni.y.e. ---ccs 545 60U 584 617 787 757 871 955 1,012 929 1,392
Works (Administration civil) 147 166 170 200 264 288 322 391 469 447 483
Highways, Roads & Bridges & Building & Struct. 311 332 327 313 387 300 297 358 276 260 625
Water Supply and Sanitation 75 94 79 95 123 157 234 159 247 210 267
Public Health Engineering - - - - - - - - - - -
Broadcasting
Urban Town Planning & Regulator Services 7 5 3 1 3 5 14 30 13 3 3
Scientific Research and Survey - - - - - - - - - -
Other Community Services 3/ 5 3 5 7 9 6 5 18 7 10 14

Subsidies 524 61 276 583 112 326 463 304 248 1,377 132
Interest payments 2,386 2,536 2,981 3,600 4,512 5,364 7,172 6,366 7,009 8,208 10,682
Grants 79 45 59 75 159 300 54 257 47 22 160
Unallocable 34 23 8 41 24 42 19 114 424 4 34

I/Includes Natural Calamities and ReligiousAffairs.
2/Includes Land Reclamation, Rural Development, Fuel and Pover, Transport and Communication, & Unallocable.
3/Includes Works Urban and Rural, and Scientific Research.
Source: Government of the Sindh, Finance Accounts - 1984/85 to 1995/96 & Budget Documentsfor 1996/97-1997/98.
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Table 3N: NWFP -- Current Expenditures
(Rs Million)

1987/88 1988/89 1989/90 1990/91 1991/92 1992/93 1993/94 1994/95 1995/96 1996/97 1997/98
Actual Actual Actual Actual Actual Actual Actual Actual Actual Actual Actual

CURRENT EXPENDITURES 7,921 8,325 9,135 10,023 12,344 13,880 14,929 18,755 21,634 22,334 22,959

General Administration 706 767 793 846 1,108 1,306 1,328 1,868 2,609 2,249 2,403

Law & order 576 610 651 812 1,179 1,247 1,310 1,633 1,699 1,644 1,847

Defense
Social services 2,780 2,688 2,854 3,299 4,148 4,680 5,186 6,222 7,197 7,108 8,063

Education 2,152 2,072 2,155 2,500 3,157 3,569 3,932 4,750 5,499 5,505 6,230

Primary 758 850 955 1,205 1,551 1,706 1,699 2,068 2,352 2,501 2,840

Secondary 563 541 597 692 884 978 1,366 1,634 1,996 2,041 2,347

University & College Education 162 148 154 186 235 248 266 318 388 344 379

Professional & Technical Edu & Teachers Tmg 127 109 121 131 160 177 202 251 184 262 291

Others 541 424 327 286 328 459 399 479 580 358 373

Health 559 563 615 721 881 1,008 1,163 1,372 1,590 1,535 1,725

General Hospitals & Clinics 483 503 544 636 775 889 1,018 1,212 1,405 1,296 1,465

Mother & Child 5 6 3 4 5 5 6 7 9 9 10

Other Facilities & Preventive Measures 17 5 5 7 8 8 10 9 10 63 69

Other 54 50 63 74 94 105 129 143 166 167 182

Population 1 0 - - - - I 1 1 2 2

Other Social Services 1/ 69 53 85 79 109 103 90 99 107 66 106

Economic Services 765 855 918 1,080 1,260 1,373 1,401 2,205 2,947 3,651 1,906

Agriculture 355 371 408 468 569 621 683 771 838 750 813

Irrigation 337 379 417 461 552 597 586 658 709 366 713

Industries and mineral resources 41 42 43 50 62 83 70 76 89 64 85

OtherEconomicServices 2/ 32 63 51 101 77 72 62 701 1,312 2,471 295

Community services 513 419 502 566 716 736 867 1,004 996 730 1,009

Works (Administration civil) 130 137 150 170 225 241 271 321 347 343 386

Highways, Roads & Bridges & Building & Struct. 294 173 222 228 262 238 314 343 330 155 156

Water Supply and Sanitation 87 109 129 166 227 257 281 339 319 232 468

Public Health Engineering - - - 2 2 - - - - - -

Broadcasting
Urban Town Planning & Regulator Services - - - - - - - - - - -

Scientific Research and Survey - - - - - - - - -

Other Community Services 0 0 0 0 0 0 0 0 1 - -

Subsidies 575 762 789 510 250 400 550 940 850 1,200 1,550

Interest payments 1,995 2,183 2,595 2,903 3,597 4,057 4,245 4,799 5,297 5,740 6,155

Grants & Others 12 41 33 6 86 82 44 84 39 11 25

Unallocable 0 0 0 0 0 0 0 0 0 0 0

1/ Includes Natural Calamities and Religious Affairs.

2/ Includes Rural Development, Transport & Communication, Other Economic Services & Unallocable.

Source: Government of North-West Frontier Province, Finance Accounts - 1984/85 to 1995/96 & Budget Documentsfor 1996/97-1997/98.
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Table 3B: Balochistan -- Current Expenditures
(Rs Million)

1987/88 1988/89 1989/90 1990/91 1991/92 1992/93 1993/94 1994/95 1995/96 1996/97 1997/98
Actual Actual Actual Actual Actual Actual Actual Actual Actual Actual Budget

CURRENT EXPENDITURES 3,768 4,714 4,456 5,084 6,522 8,116 8,289 9,596 11,120 10,683 13,406
General Administration I/ 391 1,290 496 597 713 1,039 1,021 1,116 1,581 1,192 2,046
Law & order 386 429 473 520 748 963 932 1,143 1,176 1,178 1,261
Defense
Social services 954 1,046 1,240 1,388 1,846 2,164 2,439 2,767 3,219 3,441 4,341
Education 601 683 818 914 1,254 1,500 1,623 1,869 2,253 2,418 3,042
Primary 292 343 436 466 672 836 921 743 933 921 1,183
Secondary 123 135 160 195 271 325 341 659 797 964 1,248
University & College Education 40 54 139 151 194 97 214 256 263 213 350
Professional & Technical Edu & Teachers Tmg 9 32 27 34 37 129 59 76 82 78 109
Others 138 119 56 68 80 114 88 134 177 242 153

Health 306 311 362 387 490 561 687 747 821 885 1,122
GeneralHospitals&Clinics 261 268 314 331 412 473 586 617 680 720 931
Mother & Child 4 3 5 6 8 10 10 19 20 21 25
Other Facilities & Preventive Measures 30 27 29 33 45 53 56 56 64 67 85
Other 12 12 15 17 26 26 34 54 57 77 81

Population
Other Social Services 2/ 46 53 60 87 101 103 128 151 145 139 177

Economic Services 470 501 535 615 757 905 967 1,150 1,210 1,324 1,591
Agriculture 281 308 329 404 475 594 635 771 810 919 1,100
Irrigation 114 119 123 123 163 178 183 205 217 231 310
Industries and mineral resources 3/ 48 41 48 53 67 73 78 94 95 86 68
OtherEconomicServices4/ 27 33 35 36 52 61 71 80 87 88 113

Communitv services 508 360 491 574 794 i,229 942 i,i3i 1,23: 1,161 1,621
Works 187 145 217 244 382 411 458 582 598 639 1,168
Highways, Roads & Bridges 227 108 164 201 226 524 193 230 280 177 -

Water Supply and Sanitation 88 102 102 122 175 280 277 300 336 324 429
Public Health Engineering - - - - - - - - - - -

Broadcasting
Urban Town Planning & Regulator Services - - - - I 1 2 - 4 2

Scientific Research and Survey - - - - - - - -

Others 6 6 8 7 9 13 13 19 20 20 23
Subsidies 237 237 234 164 224 100 70 250 550 - -

Interest payments 823 850 987 1,226 1,442 1,717 1,920 2,039 2,146 2,388 2,545
Grants
Unallocables

I/For 1988/89 includes Superannuation and Pension amounting to Rs. 1034.6 Mil.
2/ Includes Natural Calamities and Religious Affairs.

3/Includes Stationary & Printing.
4/Includes Rural Development.
Source: Government of Balochistan, Finance Accounts - 1984/85 to 1995/96 & Budget Documentsfor 1996/97-1997/98.
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Table 4A: Provincial Aggregate -- Development Expenditures
(Rs Million)

1987/88 1988/89 1989/90 190/91 1991/92 1992/93 1993/94 1994/95 1995/96 1996/97 1997/98
Actual Actual Actual Actual Actual Actual Actual Actual Actual Revised Budget

DEVELOPMENT EXPENDITURES 15,261 15,258 18,034 22,279 26,000 23,164 20,652 30,269 29,440 17,861 22,560
General Administration 23 152 106 189 98 144 126 135 176 144 121
Law & order 27 254 65 99 79 56 28 38 39 21 17
Defense 0 0 0 0 0 0 0 0 0 0 0
Social services 1,353 1,328 1,758 2,038 3,040 2,575 3,651 4,347 4,359 3,474 4,636

Education 641 545 822 726 1,496 1,190 1,875 1,640 1,586 1,175 2,285
Primary 120 48 44 60 75 199 130 185 118 774 1,738
Secondary 177 162 83 85 131 64 30 134 72 18 97
University& CollegeEducation 17 30 20 18 14 13 19 25 35 17 86
Professional & Technical Edu & Teachers Tmg 79 74 141 98 149 306 128 110 115 27 63
Others 247 231 532 466 1,127 608 1,567 1,185 1,246 339 300

Health 473 518 524 566 739 698 1,271 1,476 1,348 1,212 1,272
General Hospitals & Clinics 385 378 302 324 488 346 736 637 665 509 746
Mother & Child 5 6 5 6 8 2 6 0 0 0 0
OtherFacilities& Preventive Measures 59 94 61 70 81 92 104 158 99 24 31
Other 24 40 155 167 163 258 425 680 584 679 576

Population 0 4 36 62 76 113 208 539 874 374 239
Other Social Services 239 265 377 702 755 612 353 744 550 713 841

Economic Services 4,051 3,963 5,774 7,499 10,044 7,360 4,760 7,777 8,158 4,310 4,751
Agriculture 1,163 1,062 1,321 1,071 1,378 1,335 1,241 1,556 1,384 824 1,037
Irrigation 1,423 1,565 1,558 2,578 3,105 2,648 1,923 3,382 4,046 2,530 2,822
Industriesandmineralresources 69 115 185 103 114 101 174 165 79 53 47
Other Economic Services 1,396 1,220 2,710 3,748 5,446 3,276 1,422 2,674 2,648 904 845

Community services 8,611 8,662 9,484 10,192 10,923 11,363 10,671 15,388 15,426 9,419 11,652
Works (Administration civil) 0 0 0 3 5 5 1 231 3 0 0
Highways, Roads & Bridges & Building & Struct. 6,598 6,666 7,470 8,009 8,268 7,509 6,964 10,770 10,451 5,719 7,170
Water Supply and Sanitation 581 759 841 964 1,286 1,721 1,824 1,912 2,288 1,393 1,488
Public Health Engineering 1,043 1,071 865 1,030 1,119 1,137 1,015 1,800 2,672 2,306 2,923
Broadcasting 0 0 0 0 0 0 0 0 0 0 0
Urban Town Planning & Regulator Services 275 65 84 42 12 6 9 0 13 1 1
Scientific Research and Survey 0 0 0 0 0 0 0 0 0 0 12
OtherCommunity Services 790 654 722 145 236 986 864 674 0 1 58

Subsidies 25 7 7 20 40 9 46 5 53 7 2
Interest payments 0 0 0 0 0 0 315 0 0 0 0
Grants 1,150 886 807 2,233 1,772 1,652 1,054 2,527 1,229 257 485
Unallocable 21 6 33 8 4 5 3 10 5 229 895

Note: Footnotes on Provincial Tables.
Source: Provincial Tables.
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Table 4P: Punjab -- Development Expenditures
(Rs Million)

19871/88 1988/89 1989190 1990/91 1991/92 1992/93 1993/94 1994/95 1995/96 1996/97 1997/98
Actual Actual Actual Actual Actual Actual Actual Actual Actual Actual Actual

DEVELOPMENT EXPENDITURES 8,176 6,771 8,804 10,809 11,351 9,934 6,442 11,669 11,805 8,663 12,493

General Administration 3 8 12 108 35 42 16 20 41 23 14

Law & order 0 0 0 0 0 0 0 0 0 0 14

Defense 0 0 0 0 0 0 0 0 0 0 0

Social services 571 537 768 509 1,079 811 878 1.317 1,541 1,156 2,644

Education 220 176 404 157 538 482 281 298 483 219 1,407

Primary 7 7 0 0 23 133 50 128 -1 85 1,239
Secondary 80 54 52 52 95 17 20 13 1 7 5

University & College Education I 0 1 9 2 11 8 10 7 3 13

Professional & Technical Edu & Teachers Tmg 50 37 99 54 88 243 88 42 40 0 0

Others 82 78 253 42 331 77 115 105 436 124 150

Health 272 263 263 240 378 225 531 499 514 498 797
General Hospitals & Clinics 272 260 249 228 365 215 523 431 482 458 634
Mother & Child 0 0 0 0 0 0 0 0 0 0 0
Other Facilities & Preventive Measures 0 0 0 0 0 0 0 5 5 0 0

Other 0 3 14 11 14 10 7 62 26 39 162
Population 0 0 0 0 0 0 75 391 492 0 0

OtherSocial Services 79 98 101 112 163 104 -8 129 52 440 440
Economic Services 2,329 1,896 3,030 4,541 5,574 3,568 1,120 3,251 3,256 1,685 2,358

Agriculture 597 338 362 486 552 663 330 558 482 380 624

Irrigation 653 713 601 1,197 1,260 785 393 938 1,053 624 1,096

Industries and mineral resources 21 3 78 7 12 2 0 1 2 2 0

OtheT Economic Services 1;0s7 RA4 !,989 2,852 35 2,11 97 1,7355 i,7i9 680 63/

Community services 4,637 4,203 4,787 4,570 4,304 4,821 4,281 6,735 6,871 5,534 6,901

Works (Administration civil) 0 0 0 0 0 0 0 0 0 0 0
Highways, Roads & Bridges & Building & Struct 3,482 3,034 3,699 3,395 2,953 3,213 3,018 4,840 4,199 3,228 3,978

Water Supply and Sanitation 0 0 0 0 0 0 0 0 0 0 0
Public Health Engineering 1,043 1,071 865 1,030 1,118 1,136 1,011 1,800 2,672 2,306 2,923

Broadcasting 0 0 0 0 0 0 0 0 0 0 0
Urban Town Planning & Regulator Services 0 0 0 0 0 0 0 0 0 0 0

Scientific Research and Survey 0 0 0 0 0 0 0 0 0 0 0

Other Community Services 112 99 223 144 233 472 252 95 0 0 0
Subsidies 25 8 7 20 40 9 46 5 53 2 2

Interest payments 0 0 0 0 0 0 0 0 0 0 0

Grants 590 112 180 1,053 316 683 98 339 39 213 476

Unallocable 21 6 19 8 3 0 2 1 5 49 84

Source: Government ofthe Punjab, Finance Accounts - 1987188 to 1997/98.
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Table 4S: Sindh -- Development Expenditures
(Rs Million)

1987188 1988/89 1989/90 1990/91 1991/92 1992/93 1993/94 1994/95 1995/96 1996/97 1997/98
Actual Actual Actual Actual Actual Actual Actual Actual Actual Actual Actual

DEVELOPMENT EXPENDITURES 3,561 4,352 3,795 5,156 5,651 5,289 5,481 8,674 7,713 3,572 5,270
General Administration 3 104 7 9 11 10 10 23 18 13 12

Law & order 0 200 2 30 26 6 0 0 2 0 0

Defense 0 0 0 0 0 0 0 0 0 0 0

Social services 205 129 170 261 258 218 330 422 487 283 422

Education 143 63 94 107 111 87 83 140 105 44 64
Primary 40 23 40 55 47 49 41 48 16 18 10
Secondary 37 13 13 10 14 12 6 19 23 1 27
University & College Education 9 10 8 4 12 0 4 7 11 3 6
Professional&TechnicalEdu&TeachersTTmg 19 14 26 23 31 14 15 53 35 11 11
Others 38 3 6 15 8 12 16 14 19 11 10

Health 51 55 66 128 133 113 232 265 175 58 131
General Hospitals & Clinics 18 18 28 64 78 61 153 100 105 22 65
Mother & Child 5 6 5 6 8 2 6 0 0 0 0
Other Facilities & Preventive Measures 21 27 30 32 45 45 55 96 38 23 23
Other 7 3 2 26 2 4 18 70 32 13 123

Population 0 0 0 0 0 0 0 0 199 178 0
OtherSocialServices 11 11 11 26 15 19 15 17 9 3 226

Economic Services 815 881 880 1,032 1,020 1,031 1,125 1,807 1,983 983 1,277

Agriculture 216 193 197 200 255 245 162 182 207 182 135
Irrigation 505 536 511 700 699 667 759 1,383 1,731 787 1,130
Industries and mineral resources 35 79 50 50 38 20 74 154 28 27 5
OtherEconomicServices 59 73 123 83 27 98 130 88 18 -14 7

Community services 2,319 2,447 2,450 3,093 3,527 3,192 3,080 4,359 4,255 2,073 2,751

Works (Administration civil) 0 0 0 0 0 0 0 0 0 0 0
Highways, Roads & Bridges & Building & Struct. 1,724 1,993 2,035 2,648 3,030 2,593 2,455 3,510 3,460 1,565 2,263
Water Supply and Sanitation 320 390 331 403 483 593 618 837 782 507 487
Public Health Engineering 0 0 0 0 0 0 0 0 0 0 0
Broadcasting 0 0 0 0 0 0 0 0 0 0 0
Urban Town Planning & Regulator Services 275 65 84 42 12 6 7 0 13 1 1
Scientific Research and Survey 0 0 0 0 0 0 0 0 0 0 0
Other Community Services 676 553 498 0 1 0 0 12 0 0 0

Subsidies 0 0 0 0 0 0 0 0 0 6 0

Interest payments 0 0 0 0 0 0 0 0 0 0 0

Grants 220 591 271 730 808 831 935 2,054 971 43 9

Unallocable 0 0 14 0 0 1 0 9 0 171 800

Source: Government of the Sindh, Finance Accounts - 1984/85 to 1997/98-1997/98.
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Table 4N: NWFP -- Development Expenditures
(Rs Million)

1987/88 1988/89 1989/90 1990/91 1991/92 1992/93 1993/94 1994/95 1995/96 1996/97 1997/98
Actual Actual Actual Actual Actual Actual Actual Actual Actual Actual Budget

DEVELOPMENT EXPENDITURES 2,418 2,167 3,273 3,909 5,339 4,855 4,421 5,070 5,303 3,082 2,697
General Administration 4 16 83 58 29 93 100 92 110 97 67
Law& order 5 7 8 8 0 1 0 1 6 5 3
Defense 0 0 0 0 0 0 0 0 0 0 0
Social services 233 146 369 825 834 1,027 772 802 706 1,081 834

Education 151 93 102 212 264 413 402 295 239 738 415
Primary 5 6 4 5 5 17 39 10 103 671 330
Secondary 14 26 18 23 23 35 4 103 47 10 13
University& College Education 0 1 12 5 0 2 8 8 17 11 10
Professional & Technical Edu & Teachers Trg 10 20 16 21 31 49 25 16 40 16 23
Others 123 40 52 159 205 311 326 159 31 31 40

Health 67 50 63 92 114 198 165 228 140 66 90
General Hospitals & Clinics 43 13 25 32 45 70 59 107 78 29 46
Mother & Child 0 0 0 0 0 0 0 0 0 0 0
Other Facilities & Preventive Measures 23 28 31 38 36 47 49 57 55 1 7
Other I 9 8 22 33 82 57 65 7 36 37

Population 0 0 36 43 49 75 77 95 112 132 239
OtherSocial Services 15 3 168 477 407 340 128 183 216 144 90

Economic Services 448 462 987 901 1,870 1,262 1,326 1,183 1,478 638 609
Agriculture 148 233 450 231 341 271 292 253 307 147 103
Irrigation 108 95 149 292 347 275 313 349 461 293 317
Industries and mineral resources 2 2 45 35 40 42 56 7 50 21 18
Other Fcnnnmir._ervices 19C 132 344 343 1,141 674 665 575 660 177 171

Community services 1,388 1,354 1,470 1,668 1,958 2,334 1,887 2,858 2,784 1,253 1,171
Works (Administration civil) 0 0 0 3 5 5 I 1 3 0 0
Highways, Roads & Bridges & Building & Struct. 1,190 1,192 1,257 1,404 1,594 1,704 1,490 2,420 1,975 558 532
Water Supply and Sanitation 198 162 213 262 359 626 396 437 807 695 640
Public Health Engineering 0 0 0 0 0 0 0 0 0 0 0
Broadcasting 0 0 0 0 0 0 0 0 0 0 0
UTban Town Planning & Regulator Services 0 0 0 0 0 0 0 0 0 0 0
Scientific Research and Survey 0 0 0 0 0 0 0 0 0 0 0
Other Community Services 0 0 0 0 1 0 0 0 -I 0 0

Subsidies 0 0 0 0 0 0 0 0 0 0 0
Interest payments 0 0 0 0 0 0 315 0 0 0 0
Grants & Others 340 182 356 449 648 137 21 134 218 0 0
Unallocable 0 0 0 0 0 0 0 0 0 8 12

Source: Government of North-West Frontier Province, Finance Accounts - 1987/88 -1997/98.
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Table 4B: Balochistan -- Development Expenditures
(RrsMUlion)

1987/88 1988/89 1989/90 1990/91 1991/92 1992/93 1993/94 1994/95 1995/96 1996/97 1997/98

Actual Actual Actual Actual Actual Actual Actual Actual Actual Revised Budget

DEVELOPMENT EXPENDITURES 1,105 1,967 2,163 2,406 3,659 3,086 4,309 4,857 4,619 2,545 2,100

General Administration 13 24 5 14 23 0 0 0 7 12 28

Law & order 21 48 55 62 53 48 28 37 31 16 0

Defense 0 0 0 0 0 0 0 0 0 0 0

Social services 344 516 450 443 868 519 1,671 1,806 1,624 954 736

Education 128 213 222 249 583 208 1,110 907 760 174 398

Primary 68 12 0 0 0 0 0 0 0 0 159

Secondary 48 69 0 0 0 0 0 0 0 0 52

University & College Education 8 20 0 0 0 0 0 0 0 0 58

Professional & Technical Edu & Teachers Tmg 0 3 0 0 0 0 0 0 0 0 29

Others 4 109 222 249 583 208 1,110 907 760 174 100

Health 83 151 132 107 114 162 343 484 519 591 254

General Hospitals & Clinics 52 87 0 0 0 0 0 0 0 0 0

Mother & Child 0 0 0 0 0 0 0 0 0 0 0

Other Facilities & Preventive Measures 15 39 0 0 0 0 0 0 0 0 0

Other 16 25 132 107 114 162 343 484 519 591 254

Population 0 4 0 18 26 38 57 52 72 63 0

Other Social Services 134 152 97 87 170 149 218 415 274 126 84

Economic Services 459 723 876 1,025 1,580 1,499 1,189 1,536 1,441 1,005 507

Agriculture 202 299 313 154 230 156 457 563 389 115 175

Irrigation 156 221 296 390 800 921 458 713 801 826 278

Industries and mineral resources 11 30 12 11 23 37 44 4 0 3 24

OtherEconomic Services 91 174 255 470 526 385 230 256 251 61 30

Community services 267 657 776 862 1,134 1,015 1,423 1,436 1,517 559 829

Works (Administration civil) 0 0 0 0 0 0 0 230 0 0 0

Highways, Roads & Bridges & Building & Struct. 202 447 479 562 691 0 0 0 817 368 397

Water Supply and Sanitation 63 207 297 300 444 502 809 639 699 190 362

Public Health Engineering 0 0 0 0 0 0 0 0 0 0 0

Broadcasting 0 0 0 0 0 0 0 0 0 0 0

Urban Town Planning & Regulator Services 0 0 0 0 0 0 2 0 0 0 0

Scientific Research and Survey 0 0 0 0 0 0 0 0 0 0 12

Other Community Services 2 3 0 0 0 513 612 567 0 0 58

Subsidies 0 0 0 0 0 0 0 0 0 0 0

Interest payments 0 0 0 0 0 0 0 0 0 0 0

Grants 0 0 0 0 0 0 0 0 0 0 0

Unallocable 0 0 0 0 0 4 0 0 0 0 0

Source: Government of Balochistan, Finance Accounts - 1987/88 -1997/98.
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Table 5: Income and Expenditure of MetropolitaEl/Municipal Corporations
in the Punjab

(Rs Million)

Source of Income 1987/88 1988/89 1989/90 1990/91 1991/92 1992/'3 1993/94 1994/95 1995/96

Income:

Taxes, Tolls, 1087.5 1198.7 1337.9 1480.3 1875.8 1858.8 2355.3 2422.3 2555.6
Rates, Fees and
Cesses

Remunerative 19.7 22.0 44.3 49.6 39.8 54.9 82.9 69.3 56.0
Projects

Grants-in-aid 36.6 76.7 95.4 67.8 33.1 613 17.7 101.6 99.5

Miscellaneous 111.7 156.1 135.9 277.5 280.6 248 4 610.9 143.6 125.5

Total Income 2455.9 2593.2 2711.1 0 2229.3 2223.4 3066.8 2736.8 2836.6

Expenditure

Development 703.2 880.6 967.7 1166.3 1279.3 1248.1 2068.4 1303.4 1106.9
Expenditure

Non- 530.4 559,7 649.2 757.5 937.5 1044.1 1139.4 1306.5 1671.3
development
Expenditure

Total 2355.3 2422.3 2555.6 0 2216.8 2292.4 3207.8 2609.9 2778.2
Expenditure

Note .Miscellaneous Income include: Rents, Suspense Accounts, Advances and Deposits, Interest on
Investment, Stock Store/Trees, Sale of Refuse, etc.

Development Expenditure include: Expenditure incurred on Original Works, Repairs, Education, Health
and Sanitation facilities, etc.
Von-development Expenditure include: Establishment, Contingencies, Cantribution towards Sports/L. CS,
Grants and Loans, Audit Fee and Unforeseen Charges, etc.

21



Table 6: Income and Expenditure of Municipal Committees in the Punjab
(Rs Million)

Source of Income 198/88 1988/89 198/90 1990/91 1991/92 1992/93 1993/94 1994/95 1995/96

Income:

Taxes, Tolls, 689.6 767.6 814.4 952.7 1145.8 1209.1 1478.9 1545.5 1657.5
Rates, Fees and
Cesses

Remunerative 22.9 42.4 19.5 22.3 39.6 38.0| 38.1 30.3 53.2
Projects

Grants-in-aid 13.3 52.8 48.4 113.0 50.5 121.3 44.1 42.2 154.2

Miscellaneous 82.2 76.7 105.9 114.3 116.6 140.7 216.7 175.6 179.0

Total Income: 808.0 939.5 988.2 1202.3 1352.5 1509.1 1777.8 1793.6 2043.9

Expenditure:

Development 424.3 457.9 465.8 554.8 477.5 602.9 745.3 612.9 594.5
Expenditure

Non- 405.5 481.0 541.0 649.1 843.7 890.9 1056.5 1137.2 1273.8
development
Expenditure

Total 829.8 938.9 1006.8 1203.9 1321.2 1493.8 1801.8 1750.1 1868.3
Expenditure:

Note: Miscellaneous Income include: Rents, Suspense Accounts, Advances and Deposits, Interest on Investment,
Stock Store/Trees, Sale of Refuse, etc.
Development Expenditure include: Expenditure incurred on Original Works, Repairs, Education, Health and Sanitation
facilities, etc.

Non-development Expenditure include: Establishment, Contingencies, Contribution towards Sports/L.C. S., Grants and
Loans, Audit Fee and Unforeseen Charges, etc.
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Table 7: Income and Expenditure of TowIn Committees in the Punjab

(Rs Million)

Source of Income 1987/88 1988/89 1989/90 1990/91 1991/32 1992/93 1993/94 1994/95 1995/96

Income:

Taxes, Tolls, Rates, 228.5 261.5 281.0 309.8 336.1 396.8 488.4 493.3 558.8
Fees and Cesses

Remunieratixe 7.0 8.0 8.7 11.0 13.2 11.6 17.3 10.2 12.8
Projects

Grants-iu-aid 9.1 20.8 22.4 60.9 12.8 65.8 12.8 9.2 6.3

Miscellanieous 30.6 30.4 35.3 40.3 48.9 47.6 58.7 40.0 55.0

Total Income 275.2 320.7 347.4 422.0 411.0 521.8 577.2 552.7 632.9

Expenditure:

Developmenit 101.9 134.9 151.8 186.1 127.6 154.3 220.9 174.0 190 0
Expenditure

Non-development 158.6 178.7 190.4 236.3 272.4 327.6 391.9 368.6 418.6
Expendituire

Total 260.5 313.6 342.2 422.4 400.8 481.9 612.8 542.6 608.6
Expenditure _ l

Note: Miscellaneous Income include: Rents, Suspense Accounts, Advances and Deposits, Interest on Investment, Stock
Store/Trees, Sale of Refuse, etc.
Development Expenditure include: Expenditure incurred on Original Wotks, Repairs, Education, Health and Sanitation
facilities, etc.
Non-development Expenditure include: Establishment, Contingencies, Ccntribution towards Sports/L.C. S., Grants and
Loans. Audit Fee and Unforeseen Charges, etc.
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Table 8: Income and Expenditure of District Councils in the Punjab

(Rs Million)

Source of Income 1985/86 1986/87 1987/88 1988/89 1989/90 1990/91 1991/92 1992/93 1993/94

Income:

Taxes, Tolls, Rates, 512.6 576.5 726.1 856.6 951.1 1227.9 1502.3 1862.0 2334.0
Fees and Cesses

Remunerative 8.6 28.3 20.1 14.6 21.4 16.1 18.9 11.9 15.6
Projects

Grants-mn-aid 46.8 45.0 48.1 105.0 101.3 152.2 631 114 6 35.4

Miscellaneous 101.4 87.5 107.8 97.0 222.2 184.1 161.7 168.5 261.0

Total Income 669.4 737.3 902.1 1073.2 1296.0 1560.3 1746.0 2157.0 2646.0

Expenditure:

Development 372.1 472 5 429.5 634.8 953.3 1033.3 1113.0 1269.0 1680.5
Expenditure

Non-development 245.2 266.1 332.6 367.0 411.8 466.3 591.4 827.1 1035.1
Expenditure

Total 617.3 738.6 762.1 1001.8 1365.1 1499.6 1704.4 2096.1 2715.6
Expenditure

Note: Miscellaneous Income include: Rents, Suspense Accounts, Advances and Deposits, Interest on Investment, Stock
Store/Trees, Sale of Refuse, etc.
Development Expenditure include: Expenditure incurred on Original Works, Repairs, Education, Health and Sanitation
facilities, etc.
Non-development Expenditure include: Establishment, Contingencies, Contribution towards Sports/L.C.S., Grants and
Loans, Audit Fee and Unforeseen Charges, etc.
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Table 9: Income and Expenditure of Union Councils in the Punjab

(Rs Million)

Source of Income 1981182 1982/83 1983/84 1984/85 1985/86 1986/87 1987/88 1988/89 1989/90 1990/91

Income:

Taxes, Tolls, Rates, 30.1 47.| 64.3 59.4 41.3 46.5 45.8 49.7 52.3 53.0
Fees and Cesses

Remunerative 2.2 2.0 1.1 0.5 2.1 1.7 0.4 0.6 1.0 14.2
Projects

Grants-in-aid 30.2 14.3 18.1 25.5 30.4 22.9 21.4 9.8 11.9 74.1

Miscellaneous 12.7 7.8 8.3 18.8 10.0 12.8 16.7 10.0 15.8 12.1

Total Income 75.2 71.8 91.8 105.2 83.8 83.9 84.3 70.1 81.0 153.4

Expenditure:

Development 45.1 44.2 50.1 463 64.1 52.1 48.2 39.8 85.5 102.9
Expenditure

Non-development 18.2 23.4 29.6 302 23.3 26.8 22.5 27.9 37.6 31.1
Expenditure

Total 63.3 67.6 79.7 76.5 87.4 78.9 70.7 67.7 123.1 134.0
Expenditure

Note: Miscellaneous Income include: Rents, Suspense Accounts, Advances and Deposits, Interest on Investment, Stock
Store/Trees, Sale of Refuse, etc.
Development Expenditure include: Expenditure incurred on Original Works, Rcpairs, Education, Health and Sanitation facilities,
etc.
Non-development Expenditure include: Establishment, Contingencies, Contribution towards Sports/L.C.S., Grants and Loans,
Audit Fee and Unforeseen Charges, etc.
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