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Introduction to the Series

The Pakistan Institute of Development Economics has compiled a series
of Readings on various aspects of the development problems of Pakistan.
These Readings consist of important studies relevant to the subject-matter
to which the different volumes in this series pertain. It is hoped that the
studies presented in these volumes will go a long way to fill in the lacunae
in the field of economic literature for Pakistan.

All of the studies included in this volume were originally published in
the Institute’s quarterly journal, The Pakistan Developuient Review. The
Institute has now been in existence for over a decade and The Pakistan
Developmens Review is in the ninth year of its publication. During this
period, the Institute has made very significant contribution in various fields
of applied economic research. The studies cargied out at the Institute
have been of immense value to the planners, researchiers and academics.
Most of these studies were published it one form or the other in The Pakistan
Development Review which is widely recognized, both in Pakistan and
abroad, as onc of the outstanding journals in the field of Development
Economics.

In recent tiines we have been receiving suggestions from outside and
have been increasingly becoming aware ourselves of the desirability of
compiling in a number of volumes the significant contributions of the
Institute in particular areas of research in development economics. We have
come to recognize that this would be of significant use not only to those
planners and researchers who would like to have important pieces of anal-
yses in any particular area to be collected in a single volume, but also to the
teachers and students at the advanced levels at the universities who have
been handicapped in the teaching of courses in economics of Pakistan because
of the lack of analytical and empirically oriented studies. It is in the hope of
fulfilling these needs that we have embarked on ihe project of compiling
books of readings sclected from the studies published by the Institute.

It may be noted that we have confined ourselves to the studies actually
andertaken by the members of the research staff at the Insticute.  The Pakistan
Developmen: Review regulaily atiracts contributions from eminent econo-
mists outside the Institute, both national and intexnational. Many of these
contributions are highly competent and relevant. But we have found it
useful to confine ourselves to the studies carried out at the Institute because
one of our purposes is to highlight the contribution of the Instituie in
specific areas of applied economic research.

Nurul Islam
Director
Pakistan Institute of Development Economics
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Introduction

Swadesh R. Bose

This volume is a collection of studies on fiscal and monetary problems
in Pakistan, published in The Pakistan Development Review over the last few
years. These studies were done at the Institute in the first halfofthe1960's.
But their relevance and importance for Pakistan's fiscal- and monetary-policy
problems in relation to economic development has hardly diminished.

Fiscal policy has a vital role to play in developing countries. For a
number of reasons, especially the low ratio of saving to national income,
the state is required to play an active role in promoting economic develop-
ment. The system of planning for development in countries such as Pakis-
tan operates mainly through the price mechanism although direct controls
are used in certain fields. In view of the inefficiency of increasing direct
controls, the government has to rely on indirect methods of overall controls
mainly through fiscal policy and, less importantly, through monetary mea-
sures. When extensive direct controls do not operate, fiscal policy is the
most powerful instrument which can be used by the government to pro-
mote economic development.

In addition to influencing allocation ofresources, fiscal policy assumes
importance for the need to raise the rate of domestic saving. Achievement
ofa high ratio ofsavings to national income by keeping down the consump-
tion of the bulk of the population by an income ~distributive method, i.e,
by low wages and great incomc inequalities, may not be politically feasible.
In our times, people may not tolerate a high degree ofinequality of income



and concentration of wealth which may be considered necessary for develop-
ment relying mainly on private enterprise. ~There may be persistent pressure
for higher wages which is difficult to resist so long as income and¢ consump-
tion disparity is enormous and the rich are allowed to indulge in conspicuous
consumption. As a way out of this dilemma, a policy oflarge investment
under public ownership along with private investment seems to be a political
imperative. Taxation can be used to generate public savings and to raise
the overall saving ratio without impairing private investment. In this way,
the sacrifices involved in capital formation can be more equitably distributed
and hence made more tolerable to the poorer sections of society. Ifrapid
economic development and reduction of income inequality arc taken as
currently accepted social goals, the main objectives offiscal policy should be
to raise the rate ofinvestment by restraining consumption, influence the flow
ofresources into socially desirable channels and reduce inequality ofincomes
and wealth. The basic problem then appears to be to design a structure of
taxation that will be conducive to the attainment of these (or any other)
objectives which are ultimately related to the accepted social goals.

A considerable volume of literature on the problems of fiscal policy
in developing countries has appeared during the post-war years. But
extensive research on the problems offiscal policy and taxation in the con-
text of Pakistan's economic development has not been done. The studies
included in this collection, although not covering a wide range of fiscal-
policy problems, have contributed significantly to Pakistan's economic
literature in this field. The concern of these studies is with taxation and
not with expenditure. This collection could be more comprehensive with
some studies on public expenditure and budgetary policy. This does not,
however, reduce the value of this collection because, as mentioned earlier,
the question ofan appropriate tax structure has a certain pre-eminence among
fiscal problems

Chowdhury's (1963) paper reviews the structure of central taxes and
their share in Pakistan's national income for the period 1948-62 and offers
suggestions for mobilizing more public savings through increasing tax
revenues — direct and indirect taxes including agricultural taxation.

Chowdhury's (1962) paper examines the efficacy of the tax revenue
estimating procedure in Pakistan ou the basis of data for the period 1948-58.
Reliable estimates of potentially available resources are of great importance in
economic-development planning since the size and nature of die plan have to
depend on resources availability.  Because of the large size o1 the public-
sector investment in the total development outlay, a reasonably accurate
estimate of the financial position and prospects of the government is neces-
sary.



This paper also examines flexibility or Pakistan's tax system in the
1950's and offers suggestions for increasing the flexibility. Flexibility is an
important criterion ofan efficient tax system. It serves as a built-in stabili-
zer in the economy and can contribute in the mobilization of public savings
in a developing economy since it ensures that as national income increases
tax revenue increases more than proportionately. The need for increasing
flexibility is all the more important at present when the country is witnessing
a remarkable increase in agricultural income in West Pakistan, because
agricultural income still remains outside the coverage of central income tax
in spite of the recommendations of Pakistan Taxation Enquiry Committee
of1960. Introduction ofsome direct taxation on the agricultural sector and
making indirect taxation more progressive would be required for improving
flexibility. The issues raised in the paper remain important for future
development policy.

Lewis' (1964) paper raises many issues which, although controversial,
are relevant and important even to this day. He argues that the emphasis
on the share of tax in GNP as an indicator of efforts for resource mobiliz-
ation is a narrow view of the fiscal problem and ignores the Central problems
offiscal policy in relation to economic development. The effects oftherate
and structure of taxation go far beyond the amount ofrevenue raised. For
example, the structure of taxes directly affects the rate of private domestic
saving. Also domestic saving and investment are dependent upon the
method by which imports are allocated — tariffs versus quotas and licensing,
for example. The level of exports also depends on the rate and structure of
domestic taxation. In sum, the rates and allocation of domestic saving and
investment are dependent on the tax and fiscal system not only in a direct
way through its effects on the post-tax income distribution but also in an
indirect way through its effects on the level of exports and the level and
composition ofimports. He argues that it is necessary to take these impor-
tant interrelationships into account for a proper evaluation of fiscal-policy
alternatives. Otherwise, a certain policy measure, while fulfilling one
particular objective, may create distortions in other respects through its
effects on other important variables.

This paper also contains certain specific suggestions for rationalization
of the fiscal policy. It takes the issue of corporation income tax which has
been the centre of much controversy in Pakistan. It suggests the rationaliz-
ation of the import-licensing system and a simultaneous reduction of the
corporate profit-tax rate. The import-licensing system with an overvalued
exchange rate provides very large profits based on privilege, and then high
rates of tax are applied to these profits. But, it is argued, if the price of
imports were raised by a substantial increase in import duties on all items
or by devaluation and dismantling the direct control regime, the high profit



based oil privileged position would disappear. If at the same time the
corporate-tax rate were reduced, this would provide the right type ofincen-
tive to the corporate sector without reducing in any way domestic saving
and investment.

Lewis' (1965) paper examines certain aspects of fiscal policy along
with general economic policy during Pakistan's second- and third-five-year-
plan periods. The concern is with taxation and not with expenditure. It
analyses the taxation measures of the plan period and evaluates them in
relation to the changes in the overall savings rates, tax ratio, import and
export ratio. It also analyses the adequacy of the proposed fiscal-policy
measures for the third-plan period for achieving the domestic savings and
other targets set in the plan. The analysis is instructive for future planning
exercises.

This collection contains three papers on indirect taxes which are
important tools of differential government policy, such as encouraging or
discouraging use ofparticular types ofresources and influencing allocation of
investment resources by the private sector. In the presence of direct controls,
the determination of the incidence of indirect taxes is, however, very diffi-
cult, and none of the papers investigates into tax incidence.

Lewis-Qureshi paper analyses some of the major characteristics of
indirect tax revenue in Pakistan by type oftax and by type ofeconomic flow
that is taxed, and brings out the major structural changes in tax revenue from
various industrial commodity groups and change in revenue structure by
commodities classified by end-use.

Radhu's (1964.) paper is a companion piece to Lewis-Qureshi paper.
Apart from the description and analysis of the rate structure ofindirect taxes,
the paper considers the differential incentives provided by indirect taxes,
and their impact on the allocation of resources and pattern of investment.
These are important issues for the future as well. Radhu's (1965) paper
further extends the analysis of the other two papers on indirect taxes, and
tries to determine the relationship between changes in tax rate and changes
in prices. Since indirect taxes have been and are going to be important in
Pakistan's tax structure, this question will remain important in Pakistan's
development planning in the years to come.

II

in developed economies, monetary policy generally means the use
by the central bank of open-market operations in securities, changes in the
bank rate, and in the required cash- or liquidity-reserve ratios of the com-



mercial banks. The objective of such monetary policy is to affect the level
of employment and prices in the desired direction. It is usually recognized,
however, that such monetary policy is largely irrelevant to an under-
developed economy such as Pakistan's because these traditional monetary-
policy tools are powerless to reverse the basic causes of short-run fluctuations
of output or prices in such an economy. The problem is not that such
monetary policy cannot be made effective, but that it requires very drastic
use of the policy tools leading to numerous other unacceptable and un-
avoidable consequences to the economy.

I think that the principal objective of monetary policy in developing
countries is, or at least should be, to assist the long-run development of the
economy. Policies concerning money and credit, including measures for
promotion of growth of financial intermediaries, can affect Pakistan's
economic development process in many ways. Without going into any
discussion of'the role of money and finance in economic development, two
issues may be specifically mentioned partly because of their greater impor-
tance in policy debates in recent years: one is the question of the adequate
supply of money as the economy grows and the other is that ofan optimal
distribution of credit among firms and among regions. The issue of an
adequate money supply has been recognized for a long time and considerable
discussion has taken place on the subject particularly since the launching of
the First Five-Year Plan of Pakistan. Since the publication of the Pakistan
Credit Enquiry Commission Report, the gross inequality in the distribution
of credit in favour of the big borrowers has been a matter of public concern.
In more recent years another dimension has been very forcefully added to
the problem by the concern about interwing equity and the need for greater
and easier availability of credit in East Pakistan.

The articles on monetary problems included in this volume cover
such areas as the effectiveness of the monetary-policy tools in the Pakistan
economy, the problems of planning money-supply expansion consistent
with price stability and the limitations of traditional monetary measures in
correcting inflationary pressures in a developing but still predominantly
agrarian economy.

For the first time in Pakistan, the Bank rate was raised from 3 per cent
to 4 per cent inJanuary 1959 (later again to 5 per cent inJune 1965). Chap-
ra's paper examines how far this first bank-rate change was effective in
bringing about the desired results. He finds that the expansion of bank
credit to the private sector declined following the rise in the bank rate but
this was more than offset by the increase in bank credit to the government
sector. This was because the State Bank had to accommodate the financial
needs of the government, and secondly the bank rate was not raised high



enough for fear of heavily depressing the prices of government securities.
He concludes, therefore, that the bank rate may be effective if the price of
government securities is allowed to fall sufficiently and new issues of gover-
ment securities offer a high enough rate ofinterest to make them attractive
to scheduled banks. But if the rate of interest is raised on government
securities, the interest burden of new public debt will rise. This may be an
important consideration by monetary authorities against using the bank-
rate weapon very drastically along with open-market operations.

Porter's paper on 'Income Velocity' tries to appraise the usefulness of
the income-velocity concept or the quantity theory of money as a tool in
planning expansion of money supply consistent with price stability in a
developing economy. He recognizes that the quantity theory is applied for
financial planning in Pakistan not because ofits efficiency but for want of
anything better such as the Keynesian gap analysis which is not feasible due
to lack ofnecessary data. His analysis concludes that the use of the quantity
theory in planning to avoid inflation "is unnecessary, uncertain and mislead-
ing". While his statistical estimates relating movements in real-money
balances with those in real income gave good fits, he argues that their use for
prediction purposes is fraught with grave uncertainties. He maintains
that in Pakistan the supply of money adjusts, at least partially, to its demand
which may mean that price levels are not determined by the demand for
money but the reverse. Therefore, it is dangerous to use the quantity theory
which is based on the assumption of an exogenous money supply and an
endogenous price level. He suggests that the need to use velocity concepts
for stabilizing the price level can be successfully avoided through a new
approach. Ifstock of foodstuffs can be built up and varying quantities of
these are released timely the pressures on cereal prices may be avoided, and
consequently the price level would be reasonably stable. In sum, in the con-
text ofthe 1960's, he considers money supply as a not-very-important endo-
genous variable and the PL-480 food stockpiles as the primary defence against
inflation. These ideas may not be readily acceptable to many but they are
likely to raise questions in all readers about the efficacy of purely monetary
measures to fight inflation even to-day.

Porter's food-stockpile idea is further developed in his 1962 paper
on inflationary implications. Traditional economic theory asserts that while
a crop failure and a consequent rise in cereal prices may lead to a rise in the
general price level, if food output is a large proportion of the total, once
food production attains its former level, other factors remaining unchanged,
prices will fall to their previous levels. Porter argues that a bad crop in a
particular year may cause irreversible changes in these "other factors” and
hence may cause a permanent rise in the general price level. Some ofthese



relationships, discussed in the paper, are mere hypotheses not tested empiri-
cally. But in regard to practical policy, the conclusions of his analysis are
clear enough. Stabilization offood prices is certainly a necessary condition
for price stability, and very probably a sufficient condition as well. Ade-
quate stocks and stable expanding sources of supply of food stuffs are
essential "if Pakistan's development is not to be periodically marred by
serious rises in prices'.

Id his 1961 paper on the dangers of monetary policy, Porter again
argues that an once-and-for-all event — such as a crop failure — may per-
manently raise the price level. It is usually believed by central bankers and
many economists that in a situation where prices have already risen for
reasons beyond the central bank's control, the central bank can still force
prices back to their previous level merely by refusing to increase the money
supply, but that it does not push the price level down only for fear ofunde-
sirable side effects. Porter, however, tries to show in this paper that in
predominantly agricultural economies, such as Pakistan's, it may be
impossible to counteract apparently temporary shifts in the price level by
means of traditional monetary policy and that a higher price level can be
maintained whether or not the central bank expands the money supply.
This paper provoked valuable comments from Hugh Patrick and Lester
Chandler which, alongwith the rejoinder by the author, are included in this
volume because these are virtually inseparable from Porter's paper and very
useful in clarifying certain issues, although the commentators were not at
any time associated with the Institute.

The articles included in this volume have, I am sure, considerably
increased our understanding ofsome of the problems in the monetary field
which still confront Pakistan.
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The Weight of Tax Revenue
in the Pakistan Economy

A. H. M. Nuruddin Chowdhury

This paper provides a general review of taxes in Pakistan with special
reference to the central government tax efforts. The weight of central
taxes in national income and in the central budget is analysed using the tax
data for the period 1948-62. Some suggestions are made about mobilizing
more savings by raising tax revenues.

The Case for Raising the Weight of Tax Revenue

In the developing countiies, we usually find a fiscal system where
the relative weight of the public revenues in the total' economy is meagre
and limited to certain sectors. This state of affairs tends to make fiscal
policy weak as well as blunt. As increasing the effectiveness of monetary
policy in underdeveloped countries presupposes organization and wide
dissemination of monetary institutions, so a prerequisite for an efficacious.
fiscal policy is enhancement of the influence of taxes in the economy (“A
tax policy that reaches almost the entire population is essential” 15, p.. 267])..

Enhancement of the relative importance of taxation in the economy
is essential for a number of reasons.  First, the governments of the develop-
ing countries have to finance increasingly larger development programmes..
The safe way to acquire the necessary resources is through taxes, as supply
rigidities make flirtation with inflationary finance a dangerous game
(*“Taxation appears to be the only alternative if inflation is to be avoided”
[2, p. 326]). Second, power to tax brings with it the power to regulate.
The government can perform its function of guiding the economy along:
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the planned course without excessive reliance on direct controls only ifitis
adequately armed with effective tax powers which can touch any part of
the economy according to the need of circumstances. Third, built-in
stabilizers and countercyclical tax adjustments can successfully offset fluctuat-
ions in income and employment "where the ratio of taxes to national
income is high, a large proportion ofrevenue is from net income taxes and
there is a large foreign-trade sector subject to ad valorem import and export
duties" [5, p. 139]. Finally, in the absence of a well-organized capital
market, a system of government taxing and lending can help channel
savings into development investment.

The considerations set out in the foregoing passages drive home the
fact that one of the important fiscal goals of Pakistan should be to enhance
government's tax revenues. The present low level of tax revenues in
Pakistan contrasts glaringly with the high level reached even in countries
at a similar stage ofeconomic development (see, Table III).

A General Perspective of the Tax System in Pakistan

In August 1947, Pakistan inherited the tax system developed under
the British rule in India which was adopted with some modifications. The
tax system has some important constitutional features. Taxes are levied
by two levels of governments, at the centre and at the provinces, each
having well-defined jurisdiction within which to exercise their power to tax'.
Because of the relative inadequacy of the revenue sources wholly given to
the provinces, a system of sharing in the proceeds of some important cent-
rally managed taxes has been installed following the recommendation of
SirJeremy Raisman, one-time finance minister ofthe undivided India. ~The
tax powers and the relative shares in the proceeds of the taxes currently
enjoyed by the central and provincial governments are based, more or less,
on tbe recommendations contained in the Raismatt Award of 1951°. In
spite of the efforts of this Award to secure an equitable distribution ofthe
sources of revenues, the provinces have to rely heavily on central grants-
in-aid often to meet even a part of their current expenditures. = Changes
in this scheme have been made from time to time in deference to the chang-
ing revenue needs of the various governments and the growth and decay of
the various sources’.

A summary idea of the tax structure of Pakistan may be obtained
from Table I which shows the composition of the total tax revenue of
central and provincial governments.

1Local bodies also have minor powers to tax in their limited jurisdiction.

2For a detailed discussion of the provisions of this Award and the constitutional background
se [1, Pp. 109-310]. !

3The latest of such changes have been proposed by the Central Finance Commission, 1962,
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TABLE [

TOTAL TAX REVENUE OF CENTRAL AND PROVINCIAL GOVERNMENTS
AND ITS COMPOSITION

Revenue sources Actuals 1960/61

(rupees in lacs)

Income tax and corporation tax 39,81
Land revenue 24,10
Customs 61,80
Excise duty 40,21
Sales tax 46,42
Miscellaneous 31,76

Total:  2,44,10

Soumrce: [1a, Pp. 204-205, 224-225 and izs-zzg]. )

Of these, most of the land revenue and a number of minor taxes included
in the miscellaneous group are collected by the provinces. All other impori-
ant sources belong to the centre. 'The provinces get a share of the four
major taxes according to a schedule fixed on the basis of the Raisman Award.
In 1960/61, the share of the provinces was as follows:

% TABLE 1
Narne of the tax Amount Fer cent c.’{ total
collection
(rupees in lacs)
Income tax 5,87 15.3
Customs 3,553 5.7
Excise duty $,77 " 14.4
Sales tax 22,35 47.8
"Total allocation to provinces 37,54 20.1
Total allocation to East Pakistan 14,52 7.8
Total allocation to West Pakistan 23,02 12.3

Source: [12, Pp. 220-221].
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This allocation failed to meet the revenue needs of the provincial
governments, especially of East Pakistan.  Because of its emphasis on source
of collection as a criterion in determining the share of the provinces, East
Pakistan-got a smaller share. A distribution on the basis of relative size of
population, it was thought, might be more satisfactory because source of
.collection may not be related to the incidence of the taxes and also because
this is more in conformity with federal principles. The recent changes in
allocation have taken note of these factors and give a larger share to the
provinces.

Table 1.1 shows the allocation of centrally collected taxes to the
provinces in the budget of 1962/63 which incorporates for the first time
the recommendations made by the Central Finance Commission in 1962.
The share of the provinces has increased from 21.5 per cent to 32.2 per cent
of the total collection. The provinces have now become recipients of
shares from corporation tax and, another minor source, estate duty. The
share of East Pakistan has been enhanced considerably by the adoption of
population ratio of the two provinces, along with source of collection, as
a basis for determining their relative shares.  The total amount allocated to
East Pakistan is slightly more than that allocated to West Pakistan, A
distribution made completely on population basis, however, would be in
‘the ratio-of §6:44 in favour of East Pakistan,

TABLE Il1
Name of the tax Amount Per cent oftotal
collection
(Rs. in lacs)
Income tax and corporation tax 22,00.0 47.8
‘Cusioms 010.0 12.7
Excise duty 806.0 17.1
Sales tax 30,60.0 50.4
Estate duty 5.6 20.0
Total allocation to provinces 69,81.6 32.2
Total allocation to East Pakistan 35,05.6 16.2
Total allocation to West Pakistan 34,76.0 16.0

Source: (12, Pp. 220-221].



Chowdhury: Weight of Tax Revenue in Pakistan ' 0
The Burden of Aggregate Taxation in the Economy ‘

Apart from the political and administrative problems of distributing
the sources of revenues between the levels of governments, the more intract-
able and economically more significant problem is posed by the persistently
low level of the aggregate tax revenue. The position of Pakistan in this
field compares unfavourably even to that of some of the undcrdeveloped
countries of Asia and the Far East. Table Il shows the comparative tax
burden in Asian countries for which data are available.

TABLE HI

RELATIVE WEIGHT OF TAXES IN SELECTED COUNTRIES

Total tax reve-
nues as per cent

Name of the country Year of national
111Cotne
Burma 1959/60 23"
Cambodia 1959 IS
Ceylon 1959/60 21"
Federation of Malaya 1959 18
India 1950/ 60 ro
Indonesia 1959 6"
Japan 1959/60 14
Republic of Korea 1959 16
Pakistan 1959/60 -7
Philippines 1959/60 IT
Thailand 1959 13

Sources: i) For Pakistan, from estimates of [14].
ii) All other countries, from [16, Pp.170
and 210-214].

Figures in Table III clearly show that except for Indonesia, Pakistan ranls
owest in order of relative tax burden botne by the economy. A compar-
ison of the per capita national income of these countries may be interesting
aere. 'The per capita national income of Burma has been estimated to be
20 dollars less and that for Ceylon to be 40 dollars more than the per capita
1ational income of Pakistan [17]. But both Burma and Ceylon" have
nobilized a much higher proportion of their national income in tax revenues.
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This suggests that per capita income is not very decisive, at least within this
range, in determining what proportion of national income could be raised
in taxes.

Share of Direct and Indirect Taxes

Like most underdeveloped countries, Pakistan depends heavily on
indirect taxes, though this has diminished over the past decade owing to the
decline in the importance of customs revenue. In 1949/ 50, revenue from
customs alone constituted over 60 per cent of the central tax revenue though
foreign trade constituted only a little over 12 per cent of the national in-
come. Customs revenue formed only 31.2 per cent of centrally collected
tax revenues in 1961/62.

In 1959/60, the Planning-Commission estimate places the proportion
of direct taxes in the consolidated budget of the central and provincial
governments at 33 per cent of total tax revenue. This is compared in
Table 1V below with the breakdown of total tax revenue into direct and
indirect for all the countries as shown i Table III above.

TABLE IV
WEIGHT OF DIRECT AND INDIRECT TAXES IN SELECTED
COUNTRIES
Percentage Percentage
Name of the country Year of o
direct taxes indirect taxes
Burma 1959/60 32 68
Cambodia 1959 12 88
Ceylon 1959/60 10 81
Federation of Malaya 1959 18 82
India 1959/60 31 69
Indonesia 1059 41 59
Japan 1959/60 50 50
Republic of Korea 1959 26 74
Pakistan 1959/ 60 33 67
Philippines 1959/60 22 78
Thailand 1950 8 92

Source; Same as in Table 111
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Only inJapan and Indonesia is the proportion of direct taxes more than that
in Pakistan, as shown in Table IV. Thus, the relative weight of direct taxes
in Pakistan is high in relation to most of the other Underdeveloped Asian
countries. The greater weight of indirect taxes in those countries can be
explained by the much greater importance of foreign trade in most of those
countries compared to that in Pakistan. The weight ofindirect taxes in
Pakistan is, however, much higher than that in most of the developed coun-
tries. Indirect taxes constitute only around 25 per cent of the total tax
revenue in the United States and 43 per cent in United Kingdom, though
in France their share is 67 per cent.

Another characteristic ofthe fiscal scene in Pakistan is the ever-widen-
ing gap between government expenditure and tax revenue (see Table V,
Column (6)). To meet the defence requirements of the country, to defray
the cost of the civil administration and to finance the developmental pro-
gramme, the government has to spend well near 5 billion rupees. The
total tax revenue falls far short — less than 2.5 billion (in 1960/61).

At present, the base of the tax structure remains very narrow. Most
of the central taxes are confined to the urban and commercial sector of the
economy. The vast subsistence rural sector lies outside the directjurisdict-
ion of the central tax authorities. Land revenue and agricultural income
tax are provincial subjects. For political and administrative reasons, the
provinces have failed so far to tap these sources adequately. No successful
drive has been initiated to tax the nonmonetized sector. Even in urban
and rural monetized sectors, the tax burden has not reached a level commen-
surate with the demands of a development-oriented society. The central
government has been the main agent so far in the collection of taxes
in Pakistan. We shall examine the results of its tix efforts a little more
thoroughly in the next few pages.

The importance of tax revenue can be viewed from several angles.
In Table V, we present the total centrally collected tax revenues as a per cent
of three relevant magnitudes: total revenue receipts of the centre, total
budget expenditure of the centre (capital and current) and total national
income. In Table VII, we consider the changing weights of the individual
taxes in the total tax revenue. The period covered is split into two parts,
namely, pre-Martial-Law (1948-58) and Martial-Law (1958-62). The
pre-Martial-Law trends are analysed first.

The Position of Tax Revenues during the Pre-Martial-Law Period, 1948-58

a) Total tax revenue as per cent of total revenue receipts: Column (5)
ofTable V shows that prior to Martial Law total tax revenue was diminish-
ing in importance in the total revenue receipts of the central government.
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The percentage declined to 75 in 1957/58 as against 83 in 1948/49. The
extent of the decline remains pretty much the same even if we consider the
difference between the averages of the first five years and the second five
years. If we ignore the bump of the Korean-boom period, the ratios form
a slightly decreasing trend*. This down trend has its counterpart in the
grelrater increase registered by some of the nontax revenue sources, as shown
below:

TABLE VI

GROWTH OF SOME IMPORTANT NONTAX REVENUE
DURING 1948-58

Heads of rtevenue 1948149 1957/58

(rupees in lacs)

Railways 3,34 10,22
Debt services¥® 4,94 8,00
Currency — 1,44
Total nontax revenue 12,90 43,76

#Mainly interest on capital in charge of the commercial departments, on loans to provincial
governments and interest and dividend on government investment in corporations,

b) Total tax revenue as per cent of total budget: This is presented in
Column (6) of Table V. The simple average weight of the total tax revenue
in the total budget during the ten-year pre-Martial-Law period is 55.8 per
cent’. The weight exceeded the average by more than 10 percentage
points in only one year of the Korean boom, 1950/51, and fell below the
average by more than 1o percentage points in two years, 1049/50 and 1957/58.
The heavy increase in expenditure in the latter two yearss, out of inflationary
sources, may be noted$,

The obvious conclusion is that the government could not achieve
any headway in the direction of meeting a greater proportion of its expend-
ture from taxes. Inability to match increased icvenue needs from tax
revenues forced the government to resort to inflationary sources. [t is

4The ratios of total tax revenue to total revenue receipts of the centre will become lower still
if we exclude the share of the provinces in the tax revenue from both the numerators and the dencininators.

5The numerator, total tax revenue of the centre, includes the provincial shaze of the taxes. If we
exclude the provincial sharein the taxes, the simple average weight of total tax revenue in the total budget
of the centre becomes only 46.6 per cent. )

6Ad hoctreasury bills, drawal on cash balances and increase in the permanent debt are fncluded
in this category.
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natural that a government called upon to meet large developmental expend-
itures is not likely to succeed in raising hundred per cent of its revenue
requirements from taxes. But 50 per cent or less, on the other hand, in-
dicates a very poor tax effort. Besides, the volume of developmental outlays
by the government was too low to propel the economy towards sustained
growth.

¢) Total tax revenue as per cent ofnational income at current prices: The
inadequacy ofthe tax effort in the pre-Martial-Law period appears in sharper
relief when total tax revenue is viewed as a percentage of national income.
The average level of taxation compared unfavourably to those reached in
other 'underdeveloped' countries (see Table III). Table V shows that
the weight of taxes was not only low but also had a declining trend during
the period under review. The average weight of tax revenue during last
four years of the pre-Martial-Law period was less than the average weight
during the first four years, whereas the aim should have been to increase
this weight. Even if allowance is made for the high level of tax receipts
during the Korean boom, the weight of taxes remained rather static. ~This
must be considered very disappointing. The 6 to 7-per-cent figure also
probably overestimates the relative tax burden when we consider that the
national-income figure is believed to be suffering from considerable under-
estimation. Another discouraging aspect of this low weight of taxes is
that it persisted in spite of the appreciable growth in the more heavily taxed
sectors.

d) Relative weight of individual taxes in the total tax revenue: The
preceding section reveals that the weight of total tax revenue in the national
income was low and stagnant during the period ending in 1957/58. This
must have been due to a general inelasticity of the aggregate tax system or
to changing weights of different taxes, despite an overall elasticity. Table
VII is designed to show how the weights of individual taxes were changing
in the aggregate tax revenue.

Of the five taxes studied, all except the customs gained in weight.
This is a desirable trend insofar as the tax revenue becomes free from its
extreme dependence on a single source. But this change in the relative
weights, it should be noted, is due principally to the decline in customs
revenue rather than to a high elasticity of the other taxes [4]. Personal
income tax and excise duty showed steady growth over the period. Sales
tax became important quite early in the period and remained stable there-
after. Corporation tax increased quite sharply during the first half of the
period but then declined in relative importance. As for the relative weight
of total direct taxes, as opposed to the weight of the indirect taxes, the
situation significantly altered in favour of the direct taxes. Income and
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TABLE VI

RELATIVE WEIGHT OF INDIVIDUAL TAXES IN THE TOTAL TAX REVENUE
COLLECTED BY THE CENTRE

Pre-Martial-Law period Martial-Law period
Tax W
1948/49 | 1949/50 _ 1950/51 , 1951152 | 1952/53 | 1953/54 | 1954/55 | 195536 | 195657 | 1957/58 | 1958/59 | 1959/60 | 1960/61 | 1961/62
|
(e et e e eI POE COMEL Lt e e e a e e

o Personal income

M tax 9.9 13.2 9.2 o8 13.0 4.5 18.0 13.5 16.7 17.6 19.0 16.7 4.7 15.5
X Corporation income

(=¥ tax 0.4 0.9 1.7 22 2.9 6.2 3.1 4.5 3.3 4.9 4.8 5.4 5.0 4.5
= Excise duty 8.7 6.7 5.8 5.2 7.4 16.3 13.4 12.5 14.5 16.5 18.3 20.7 20.6 19.8
WV

=

g Sales tax 12.1 17.4. IL.3 17.4 17.1 15.8 17.6 7.2 I19.4 20.4. 19.2 19.1 24.0 26.0
>

Rc Customs 61.3 56.8 68.5 61.3 54.6 40.1 41.9 45.9 41.0 35.3 31.3 34-4 31.9 31.2
«aw Others 7.6 5.0 3.5 4.1 5.0 7.0 6.0 6.4 5.1 5.3 7.4 3.7 3.8 3.0
j

5 Notes: Figures include the provincial share of the central taxes. Source: Budget documents of the Government
B Figures for corporation tax after 195859 and ail figures for 1961/62 are revised estimates. of Pakistan.
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corporation taxes constituted 22.5 per cent of the total centrally collected
tax revenues in 1957/58 as against 10.3 per cent in 1948/49.

The Position of Tax Revenues during the Martial-Law Period, 1958-62

The discussion in the preceding section relates to the pre-Martial-
Law period. The Martial-Law period is considered separately to note any
difference that might have been brought about by the new regime.

The figures in Tables V and VII, relating to this period, do not show
any marked deviation from any of the trends indicated earlier. Total tax
revenue collected by the Centre, viewed as per cent of total national income,
has been steadily rising since 1957/58 but the 6.9-per-cent figure reached in
1961/62 still remains below that for 1950-53 or even 1955/56. The magnit-
ude of total tax revenue as per cent of total budgeted expenditure, while
it has risen since 1957/58, has remained below its average of the pre-Martial-
Law years. This means that though there has been some growth of tax
revenues, this has been slower than the growth of total budgeted expend-
iture. There has been, however, much greater availability of foreign aid.
The increased role played by external resources in financing tne expenditure
of the government during the Martial-Law period can be seen in Table VIII
where the total external resources received by the government are presented
along with the total consolidated capital budget of the central and provincial
governments for the years 1951/52 to 1961/62. The amount of external
resources received by the governments during 1948-51 was nil. In the
very first year of the Martial-Law period, external resources received by the
government shot up from 6.5 crore to 63.0 crorc rupees, an increase
of 56.5 crore rupees, while total consolidated capital expenditure increased
by only 31.3 crore rupees. The reduction of inflationary finance by the
Martial-Law regime was clearly made possible only by the greater avail
ability of foreign assistance during this period.

Revenues have risen significantly only from excise duties and sales
taxes. The collection from personal income tax momentarily boosted up
as a result of panic disclosures of hoarded wealth and payments of outstand-
ing arrears, giving an appearance ofa break with the past trends. Revenues
from that source declined, however, after the first year of the Martial-Law
period. The decline in the weight of customs, witnessed earlier, continued
in this period as revenues from this source failed to grow proportionately.

In summing up, it may be said that the new regime could not affect
much ofa change-over in fiscal management in spite of'its declared intentions
to follow a policy of paying its way through taxes rather than through
printing of new money. Lack of success in the fiscal front to mobilize
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TABLE VIII

THE WEIGHT OF EXTERNAL RESOURCES IN THE GOVERNMENT EXPENDITURE

Pre-Martial-Law period Martial-Law period
Year
1951/52 | 1952{53 | 1953/54 | 1954{55 | 1955/56 | 1956/57 | 1957/58 | 1958/59 | 1959/60 | 196063 | 1961 /62
N e in 1acs of THPEES. vt peenatd)
Total external resources received by the 23 7.34 1,97 3.88 1,45 3,91 6,47 63,32  69,XI  1,00,02 I,2L,59
government ~
Consolidated capital budget of the central
and provincial governments 91,07 1,05,49 1,04,69 76,08 63,82 1,06,37 1,51,79 1,83,08 1,89,83 1,76,32 2,78,10
Row 1 as per cent of row 2 0.3 7.0 1.9 5.1 2.3 3.7 4.3 34.6 36.4 56.7 43.7

Source: Budget documents of the Government of Pakistan,
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resources and a conservative reluctance to use inflationary means kept the
new regime also wedded to timid development programmes and heavy
reliance on foreign aid.  The problem of making taxes a chief instrument for
mobilizing domestic resources, thus, remains.

Considerations with Regord to Imyroving the Productivity of Taxes in
Pokisicn

While the foregoing pages depict a grossly inadequate and stagnant
tax system, the need for dynamizing it cannot be overemphasized if the
aspirations of economic development arc to materialize. The Taxat ion
Enquiry Committee in its recent report recognized this need and suggeSted
many alterations in the present tax system. But fringe changes cannot
obtain the desired result. What is nccessary is a fundamental shift in the
assumptions of tax policy and transformation of the tax administration,

" The. tax. policy should stretch the capacity of the economy. to. the_limit,

N

fé_ygg__r___the economicmziﬂ:y active agents while penalizing the sinecure-holders

and should not mince the need for straining groups or_sectors — granting
that the resources so derived will be put to development efforts that will
benefit all in the long run.

The tax-planner in Pakistan confronts many constraints in choosing
tax measures, namely, the convenience and capacity of tax administration,
effects on the incentive to save and invest, effects on efficiency, consider-
ations of equity and the political power of intercsted groups. These are
constraints which tax-planners everywhere have to face. But the strength
and importance of these constraints need to be interpreted in the light of
the special circumstances of the country. The nature of the tax structure
and the attainable tax target for Pakistan should be determined on the ex-
perience of countries similarly situated and in the context of its special needs
and values. When considered in this way, many of the constraints seem less
confining.

First, the consideration of saving and investment should be viewed
in terms of aggregate saving and investment. A tax may increase aggregate
saving even if it reduces private saving, if the public propensity to save is
higher than the private propensity to save at the margin. Moreover, in-
creased saving in the public sector is necessary at the initial stages of develop-
ment. In an underdeveloped country, savings in the private sector often
remain in idle hoards or go to unproductive uses because inadequate social
overhead capital makes investment difficult and unattractive. To a certain
extent, greater public saving, even at the cost of smaller private saving, may
encourage capital formation ultimately by creating these social overheads

~and initiating neglected industries.
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The need for more public saving should not be viewed just as a pre-
text for increasing investment in public sector. In an underdeveloped
country having no advanced capital market, public saving can serve as a
substitute for private capital market Private saving may be accruing in
Pakistan to entrepreneurs engaged in certain lines of industries while the
social need for new investment lies in other lines of activities with which
these savers are not familiar or to which they are reluctant to go. The
government can augment public saving by taxing the high profits earned
by these entrepreneurs and channel the funds to private investors in other
fields.

Second, the concern over incentive to work and efficiency also
should be viewed in conjunction with the average living standard of the
country. Any income much above the national average is able to bear
substantial tax burden without any impairment of the incentive to work or
of efficiency. The more relevant problem ofincentive is one of maintain-
ing proper income differentials between occupations rather than an abso-
lutely high level of disposable income. To the extent that a higher tax
burden falls on people who are currently performing little economic fun-
ction, taxes can not only succeed in bringing more revenue to public coffers
but also encourage the supply of economic enterprise.

Third, indirect taxes can continue to be an effective way of taxing
the people without seriously offending the principle ofequity. Indirect taxes
have been observed to possess some degree of progressivity in the case of
underdeveloped countries [7, Vol. I, p. 69]. The consumption pattern in
these countries is such that the lower the income level the fewer are the
items of consumption in the family budget over and above the bare necessi-
ties of life which are always either duty-free or lightly taxed. Indirect
taxes can hit directly at consumption and may be used to provide an equitable
distribution of sacrifices in consumption between different income groups.
This equity, rather than the equity in distribution ofincome, is more relevant
in the developing countries [3, p. 67]. Besides, while worrying about
equity, the benefits from increased government expenditures must be
considered. It should also be remembered that the real choice is often
whether to take away the income by taxes or by printing new money.
The former is not only more honest but more wise inasmuch as its impact
can be more accurately predicted.

Fourth, the problem ofadministrative limitation is often overstressed.
Though there is much to be said in favour ofsimplifying the administration
of any tax as far as possible, the productivity of the tax should not always
be sacrificed in order to reduce the administrative burden. Rather attempts
should be made toward expanding and improving the quality of the tax
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administration. Development programmes cannot succeed without a devel-
oped tax administration behind them. Expenditure on the education and
training of tax administrators will fully repay the public treasury. Given
these changes in the attitude of the tax-planner and in the quality of the tax
administration, Pakistan can hope to raise 15 to 20 per cent of its national
income through taxation, a level which has already been achieved by other
underdeveloped countries (e.g, Burma, Ceylon).

Some Measures Proposed for Increasing Tax Revenues

It has been estimated that governments in the underdeveloped count-
ries have to mobilize 20 per cent or more of GNP to meet their capital and
current expenditure, depending upon the role that government is required
to play in providing invcstible finance for economic development [10, p. 218]
In Pakistan, the consolidated revenue budget of the central and provincial
governments accounted for 10 per cent of national income both in 1960/6.1
and 1961/62. The consolidated capital budget amounted to another 6 per
cent of national income in 1960/61 and 9 per cent in 1961/62, So it appears
that Pakistan also needs to mobilize in taxes some 20 per cent of GNP to
finance the government expenditures mainly through taxes and to com-
pensate for low private saving in the economy. This means increasing the
relative weight of taxes in the national income ofPakistan almost three-fold.
A very aggressive and well-conceived tax policy is called for to achieve such
an ambitious target. We shall conclude this paper with some broad suggest-
ions on possible fiscal measures in the context ofparticular taxes in Pakistan
and with an appraisal of their revenue prospects.

Direct Taxes

Not having a large export sector makes it necessary for Pakistan to
kOhc the yields of the direct taxes. Of the direct taxes again, the main em-
phasis has to be on personal income tax and corporation tax. Direct taxes
on capital and wealth cannot raise a significantly large proportion of national
income in revenue because Pakistan, an underdeveloped country, is by de-
finition a capital-poor country. Wealth taxes may be levied on grounds
of equity and to check against evasions of the income tax and their yield
can be increased substantially over their present level. But it is on personal

Aincome and corporation taxes tli*t rclisncc must be placed to collect a very
liigh proportion of GNP.

The present coverage and the average rate of personal income tax in
Pakistan are very inadequate. The number of persons assessed to pay
income tax is less than .1 per cent in Pakistan whereas it is around 25 per
cent in the United Kingdom and the United States. Again, persons
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earning similar levels of income in Pakistan bear a considerably lower tax
burden compared to their foreign counterparts until they reach very high
levels ofincome — this, in spite of the fact that the relative position of the
persons earning the same income, is much higher in Pakistan.

The reasons usually given for the narrow coverage and low average
rate of the personal income tax in poor countries are as follows [10, Pp. 222-
229]. It is thought that the poor countries have to tax relatively more people
to raise the same proportion ofthe GNP. The cost ofcollection is too large
compared to the small collections made from the average assessees. Rates
on the lower- and middle-income grades have to be moderate because these
groups bear relatively greater burden of providing for the education of their
dependents.

The reasons mentioned above are largely based on some misconcept-
ions and the truth contained in them cannot account for the wide differ-
ences in the burden of income tax between persons in the underdeveloped
countries and the developed countries. First, inequality of income distri-
bution in Pakistan is perhaps greater than that in many developed countries.
So Pakistan can raise the same proportion of GNP by taxing relatively fewer
people. Second, the importance of higher unit cost of collection is often
exaggerated. Low average collection is partly matched by the low average
salary of the tax collectors. This constraint will be further relaxed when
the average rate of tax is increased.  Third, indiscriminate tax concession
to everybody is not a happy way to provide reliefto those who have to pay
for the heavy educational expenses of their dependents. For this, special
allowances can be made. But a more effective way to handle this is liberal
provision of'scholarships and subsidized education in socially desirable lines.
This will, at the same time, reduce the common spectacle of a poor man's
meritorious ward going without proper education while money is being
wasted on worthless sons of the well-to-do. Altogether, there seems no
strong case for not making the coverage and the average rate of personal
income tax comparable to those in developed countries, but the need for
doing so is far greater here.

Indirect Taxes

The narrow base for many of the direct taxes plus administrative
limitations in underdeveloped country has made use of indirect taxes
attractive. Pakistan also cannot neglect this expedient. But, since the
volume of foreign trade is low, the prospects ofraising more revenue from
export and import duties are dim. Heavier taxes on domestic trade is
another alternative.
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We suggest the adoption of a comprehensive sales tax”. For this,
commodities may be classified under three broad categories. Category
one would contain the basic necessities which weigh heavily in the average
family's budget and whose prices must be kept from rising, if reasonable
stability in the cost ofliving is to be achieved. These would be tax free
and their supply would have to be expanded to accommodate increased
demand, if prices are to remain more or less stable. Category two would
consist of semi-necessities. A moderate sales tax of about the present level
should be levied on them. Normal elasticities of supply and demand
should be allowed to determine the equilibrium prices of commodities in
this group. Category three would cover all luxuries and socially undesir-
able commodities. Prices of'these things should be allowed to soar to their
equilibrium-frec-market level with supply fixed. The sales tax om this
group should be designed to take away all of the excess profit so that there
is no tendency on the part of private entrepreneurs to expand their supply.
The actual rate of tax to be charged could be arrived at theoretically from
knowledge ofthe income and price elasticities of demand for these commo-
dities. The list of commodities in each category should be prepared on the
assumption ofa really tough policy towards consumption, keeping in view
the average level of living in the country. Expansion of the domestic
market ofa commodity in the third category may be allowed only in a case
where this is necessary for the sound growth of an industry with a big
export potential®.

The two taxes dealt with so far touch mostly the industrial-urban
sector. Because ofrelatively less monetization in the rural sector and non-
inclusion of agricultural income for the assessment of personal income tax,
the rural sector of the economy, where the major portion ofnational income
accrues, remains relatively unscathed by the tax proposals made above.
Nevertheless, this emphasis on taxing the urban sector has some important
advantages, First, it favours a high incremental saving ratio as income rises
more rapidly in the urban sector. Second, insofar as urban consumption
tends to have a high import content, this will yield more saving on foreign
exchange. Third, restriction of urban consumption demand, especially of
luxuries, will force industrial profits to be invested more in capital-goods
industries as well as in essential consumption-goods industries.

Agricultural Taxation

A poor country must look ultimately to its agriculture, however, for
the economic surplus necessary to finance development. Here is where

7"If an underdeveloped country needs to raise some 15 to 20 per cent of GNP in revenue
and cannot rely heavily on a large yield from taxing foreign trade, the adoption of some form of a sales
tax is inevitable" [10, p. 227].

8This scheme for a sales tax for Pakistan follows suggestion made by Dr. John H. Power, .
former Research Adviser at the Pakistan Institute of Development Economics.
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most ofthe national income is generated and here is where the labour supply
for industrialization largely originates. The growth ofthe industrial labour
forces must be matched, at least in part, by a flow ofsaving from agriculture.
At present, a sizeable transfer occurs through the maintenance of adverse
terms of trade for agriculture and the overvaluation of the rupee. But at
the same time, agricultural taxation has lagged and failed to mobilize
fully the economic surplus which is being augmented by agricultural
improvements and overhead investments undertaken by the government.
Moreover, adverse terms of trade tend to discourage production and
encourage consumption of agricultural output in rural areas, while it is the
reverse that is needed. In short, there is a greater role for tax policy to
play in mobilizing agricultural resources for development.

Clearly, a greater contribution from agriculture depends primarily
on increased output. This, in turn, may require rather fundamental changes
in the organization of agriculture. While extreme measures like collect-
ivization ofagriculture are detested in our country, a reorganization of our
agriculture on the generally approved principles of cooperation should be
feasible®. This could be highly rewarding from the point of view ofboth
resource mobilization and productive efficiency. The energies of all the
government and government-sponsored agencies currently engaged in
agriculture might be joined into one comprehensive agency to make this
change-over successful.

Until such a thorough-going solution is possible, attention should be
concentrated on removing the slack in the taxation of agriculture. The
primary emphasis should be on land taxation, since by increasing the cash
needs of the farmers and penalizing unproductive use ofland, both product-
ion and marketing are encouraged. In addition, means must be found for
implementing income taxation in agriculture to curb the consumption of
the high-income recipients.

The measures suggested above are subject to stupendous political and
administrative constraints. The author has no illusions in this respect. The
measures are not tipped because the political and administrative matrix is
all set for them. This paper is an attempt to show the leeway in the fiscal
front, the magnitude of the tax efforts we need to make and the possible
directions and emphasis of the tax policies. Once these are found convinc-
ing, the constraints may start loosening. It may come to be considered
worthwhile to build up a tax administration which is more business-like,

9A case for cooperative farming in India is presented in [8, p. 140]. The prospects of cooperative
methods in the Pakistan agriculture are highlighted by the success recently achieved in a rural cooperative
pilot experiment conducted at Comilla Thana, East Pakistan, under the auspices of the East Pakistan
Academy for Village Development, Comilla.
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has different emphasis on the qualifications of its personnel and is subject
to a separate discipline. A political elite having mass support may identify
itselfwith the cause ofrapid economic development. It may agree to make
sacrifices and dare to offend interested groups who have to be hurt in the
short run. Again, all these may have to be preceded by the generation of
that 'popular enthusiasm' which has been termed by Professor Lewis as
"both" the lubricating oil of planning, and the petrol of economic
development” [9, p. 128].
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The Predictability and the Flexibility
of Tax Revenues in Pakistan

A.H.M. Nuruddin Chowdhury

Evolving an efficient tax system is a major concern in any developing
country, because the pace and viability of development programmes depend
heavily on the tax system. An efficient tax system should satisfy tests on
many counts. This paper analyses two aspects of Pakistan's tax structure,
namely, its predictability and its flexibility. In Section I, the efficacy of the
revenue estimating procedures in Pakistan is analysed. Section II contains
a discussion on the flexibility of the central tax revenues with respect to
changes in the national output.

I. PREDICTABILITY
Importance of Revenue Estimates

In planning for economic development the task of estimating potent-
ially available resources in advance has assumed increased importance for on
this depends the size and nature of the development plan which can be
undertaken. Since the government is the principal agent in the develop-
ment programmes of most countries, it is necessary that it make fairly
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accurate assessment of its financial position and prospects. Errors both of
underestimating and of overestimating the revenues of the government will
be prejudicial to economic planning. When the government underestimates
its resources, its development programme will aim too low, whereas the
opposite error will lead to adoption of unrealistic targets. The adminis-
tration suffers from wastage, complacency and inefficiency in the first case
and from anxiety, friction and frustration in the second.

In budgeting also, estimates ofrevenues are relevant in several ways.
Firstly, revenue estimates of at least a rough and broad nature are necessary
at the very outset ofthe budgetary process to guide the initial fiscal decisions
concerning the general outline of the expenditure targets of the government.
Secondly, a more firm, final estimate ofrevenue is needed in the summary
budget statement to support new proposals for changes in taxes. Third,
estimates are required by the legislature or appropriation committees at the
time ofreviewing the expenditure estimates. And fourth, revenue estimates
help the execution process. As the execution process advances, the respons-
ible authorities may modify the plans according to the changed prospects of
revenue that subsequent re-estimates may reveal. They also can rationally
plan the cash requirements and intra-year borrowing if they can anticipate
the seasonal variations in receipts fairly well [3, Pp. 380-381].

These considerations justify greater efforts to assess the quality of
existing procedures for estimating revenues in Pakistan and to point out if
and where change is needed.

A monograph of the Pakistan Institute of Development Economics
points out that the budget estimates of revenues and the actual receipts vary
widely [11, Pp. 7-19]. The purpose ofthis section is to assess the budget esti-
mating procedures and results in Pakistan in the context ofindividual taxes.

Procedure for Preparing Revenue Estimates

In the studies of fiscal discipline of government all over the world,
expenditure estimates rather than revenue estimates have received greater
attention from both academicians and budget-makers. A survey of the
procedures followed by the estimators ofrevenue will reveal three principal
types: the rule of the penultimate year, the method ofaverages, and direct
valuation [2, Pp. 175-179].

According to the rule of the penultimate year and the method of
averages, estimates of revenue are prepared on the basis of past collections
without adjustments for any predictable changes in the future. Such esti-
mates will lag behind actual receipts in a growing economy and thus cause
unnecessary inaccuracy in government plans. To avoid this fault, methods
ofdirect valuation have recently been adopted by many governments. The



Chowdhury: Predictability and Flexibility of Tax Revenues 31

technique involves the collection of statistical material concerning factors
which affect the revenue proceeds. Then, through statistical analysis and
projections, future revenues are forecast directly rather than by extra-
polations. The revenue estimates of the British Treasury, which follows
this technique, have a high reputation for accuracy.

The Organizational Framework in Pakistan

In Pakistan there is no admitted reliance on extrapolation in estimating
future revenues. Following the British traditions, a method in the nature of
direct valuation is used. But the valuation process lacks much of the
rigour that such a technique demands.

Those agencies responsible for collection ofrevenues also prepare the
original revenue estimates'. At the head of the estimating organization is
the Budget and Expenditure Division of the Ministry of Finance. As the
body ultimately responsible for the task, it sets the time table to be followed
by various agencies and sends out special instructions®. In conformity with
these instructions and time schedule, the estimates are built up from the
bottom.

The estimates originate in the hands ofthe lowest officers responsible
for collection in the various agencies: an Income Tax Officer, an Assistant
Collector of Customs, an Assistant Collector of Excise or a Superintendent
of Excise, as the case may be. They prepare the estimates on the basis of
their records of past collections and current assessments and their subjective
appraisal of future prospects®>. These are then revised by the heads of the
collecting agencies.

The collecting agencies submit their original estimates along with
data for actual collections during three preceding years to the Central Board
of Revenue (CBR). (In the case of nontax revenue, the estimates go to the
parent ministries.) The CBR frames the final estimates ofall tax revenues
by scrutinizing, collating and integrating the original estimates. This
scrutiny is not very serious in the case of personal income taxand corpotration
tax. The original estimates of these two taxes are more or less main ained
because the collecting officials are assumed to know best the relevantfacts
But the estimates of customs, sales and excise taxes are often drastically
changed on the basis of government import policy, etc., which are to some
extent known to the Board and ofwhich the collecting agencies are likely to
be ignorant. After being processed and checked in this way, the estimates

IThis practice is followed in most countries, especially in the United Kingdom, and is not pec-
uliar to Pakistan.

2The "Time Table" contains the deadline dates by which the revenue estimates must reach different
points in the administrative hierarchy. The special instructions are more or less in the form of exhort-
ations for showing drive and efficiency in collections.

3But the estimates seem to be greatly influenced by last year's actual collection. (see Appendix C).
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take final shape and are submitted to the Budget and Expenditure Division.
This is the final reviewing authority and it can alter the estimates in any way
it likes, though in actual practice changes are made in consultation with
the Board.

Thus, the estimates which originate at a low administrative level in
the hands of people who have but a rudimentary statistical sense undergo
a long chain of subsequent reviews. But at no stage does the reviewing
procedure make use of much sophisticated technique. It is often a crude
guess rather than a factual basis on which the reviewers raise or lower the
original estimates. It is possible that the final estimates are less accurate
than those which would be achieved if the original estimates were not
tampered with.

The accuracy of these final estimates should, however, be judged in
the perspective of the amount of prediction involved in the preparation of
those estimates. The element of forecasting involved in the tax structure is
reduced by two important factors. First, the system is so designed that the
tax bases are fairly well known in some cases at the time of preparing the
estimates. And second, the tax bases are often under the control of planned
policy decisions and do not change much as a result of erratic, unpredictable
movements in the economy. But the task of prediction is made more
difficult by the introduction of new taxes and frequent changes in the rates
and coverage of old ones.

The Budget Estimates for the next fiscal year and the Revised
Estimates for the current year are completed after more than ten months of
the current fiscal year have already passed. So, in the case of the Revised
Estimates, information about the actual collection of ten months is available
at the time of preparing the final (Revised) estimates. Telegraphic figures
give the approximate position of the eleventh month as well*. Thus, the
errors in the Revised Estimates should be attributable to the unknown
factors of two months at most. On the other hand, the Budget Estimates
are prepared fourteen months in advance and cover a period oftwelve months
in the future. But many factors affecting the tax revenues operate with a
lag and are to that extent known to the estimators®. In the case of per-
sonal income tax and corporation tax, the total income assessed during ten
months (possibly eleven) out of twelve months is known at the time of
preparing the Budget Estimates. These features, it would appear, render
the task of revenue estimation rather simple, and one would expect a fairly
high standard of accuracy. We shall now turn to an examination of this.

ARevised estimates of revenues are submitted quarterly on the basis of actual collections. Besides
this, the collecting agencies send postal figures for the tenth month and telegraphic figures for the
eleventh month.

5The effects of new taxes which will be introduced during the year are considered by the Budget
and Expenditure Division and the estimates are adjusted accordingly.
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Some pertinent questions with respect to the quality of revenue
estimates are the following: first, what is the extent of error® that the
estimates suffer from? Second, is the quality of the Revised Estimates any
better than that of the Budget Estimates’? Third, is there any bias in the
estimates towards underestimation or overestimation? And fourth, has
there been any improvement in the quality of the estimates in recent yecars?

To provide some quantitative answer to the questions posed above,
some simple statistical analyses of the Budget Estimates, the Revised Estimatcs
and the Actuals of revenue receipts are made using the budget data for the
ten years, 1948-58.

A Measure of the Magnitude of Estimating Error

The average of the percentage deviations of the Budget Estimatcs
(BE) and the Revised Estimates (RE) from the Actuals, ignoring the sign,
has been taken as a measure of the inaccuracy of thesc estimates. In Table I,
these averages of absolutc percentage deviations arc presented for the prin-
cipal taxes of the Budget Estimates in Column (1) and of the Revised
Estimates in Coluimn (2).

TABLE I
Average absolute per
cent deviation
Head

BE RE

(1) (2)
Customs .. . 20.3 7.6
Central excise .. . 15.6 4.4
Corporation tax .. . 30.1 45.7
Personal income tax .. .. 19.8 12.9
Sales tax . . 23.1 15.0
Total revenue . . 15.2 6.3

Source: Appendix B.

6Percentage deviation of the estimates from the actuals has been taken as a measure of error in the
estimate.

7This will indicate the efficiency of estimating procedures when most of the variables and their
effects should be already known and the period of the forecast is short.
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The table indicates a poor quality of the cstimates®. While the Budget
Estimate of total revenue shows an average percentage deviation of 15.2,
the magnitude of errors in the Budget Estimates of revenue from cach of the
major taxcs is greater. In some cases the divergence of the Bstimates from
the Actuals is very large®. Such large errors, obviously require explanat-
jon. An attempt is made below to discuss some of the factors responsible
for the errors.

Nature of the Factors Responsible for the Etrors

The Explanatory Memorandum of the Budget provides some bricf
and cursory explanation of the crrors in estimates each year.  Some of thesc
are summarised below:

Customs:  Unexpected buoyancy of trade due to the Korcan War,
liberalization of impotts, increase in export duty on cotton and jmposition
of a new 25-per-cent ad valorem duty on wool were mentioned as the canse
of errors in 1950/51. The cstimate of 1952/$3 was not fulfilled because of
restriciive import policy introduced during the year. In 1955/56, the
underestimation resulted pactly froni an increase in revene by § crore rupecs
ol account of i) the adjustinent of custom duties in arrcars outstanding
against the Central and Provincial Governient Departments and i)
enhancements in the rates of duty on staple cotton, jute and tea.  Expect-
ations in 1956/57 were not fulfilled because the blockade of Sucz Canal
hampered the flow of trade. The shortfall of collection in the next year,
by a bigger margin, was caused by a decline in the export of raw cotton
and jute owing to a slackening of external demand and an increase in internal
consumption.

Central Excise: 11 1048/49, the errors were attributed to an overly
conservative estimate and imposition of excise duty on coiton clotl.
The shortfall in 1949/ 50 was due to the agreement reached with India in
May 1948 whercby both the countries agreed not to levy excise duty
on articles exported to each otber. In 1950/51, receipts from duties on
motor spirit and kerosene oil rose greatly following the abolition of petrol
rationing. Receipts from tea also improved as a result of better marketing
faciliies. During the next three years also the collections exceeded the
estimates following a steady expansion in production of cigarettes, cotton
textile, motor spirits and matches. In 1954/55, the collections fell much
below the cstimates as a result of the abolition of duty on betel nut, the
reduction in cotton textiles prices which are subject to ad valorem duty, and
the smaller production and clearance of sugar.

8We have as an ideal the revenue estimates of the British Treasury. These estimates rarely fall
off the Actuals by more than 1 or 2 per cent.

.. 98ee Appendix B.



Chowdhury: Predictability and Flexibility of Tax Revenues 35

Personal and Corporation Tncome Tax: These display persistent under-
estimation. The excess of collection over the estimates has been ascribed
to factors such a3 intensive departmental drive, introduction of better sys-
tem of assessinent or giowth in vational income. Since the corporation
tax is Jumped with income tax in the Budget, no separate explanations of
these errors have been provided. Many scrious erzors in the estimate
of corporation tax, hence, remained unaccounted for.

Sales Tax: In 1951/52, the collections far excecded the cstimates
owing to the impact of the new Sales Tax Act of 1951.

It is obvious that the cxplanations provided arc perfuncrory and
incomplete. But one conclusion emerges strongly from the foregoing
discussion: the estimating errows ave often avoidable tnasmuch as they derive
from factors which can be predicted or are aleeady known.

Accnracy of the Revised Hstumaies

Apparently the Revised Estimates deruonstrare better accuracy than
the Budget Bstimates. The average of absolute percentage deviations of
cach of the taxes is lower except in the case of corporation tax. The average
of absolute percentage deviations of the Revised Estimate is 6.3 for the total
revenue. This, however, does not reflect the quality of estimates of the
individual taxes. The average of absolute percentage deviation of the
Revised Estimates from Actuals are 45.7, 12.9 and 15.0 for corporation
tax, personal income tax and sales tax, respectively.

The average of absolute percentage deviation of the Revised Estimates
is not, however, strictly comparable with that for the Budget Estimates.
Tn the case of Revised Estimates, the error of prediction relates at most to a
period of only two months, 1f we weie to express the divergence as a per-
centage of the actual collectiou for the relevant period (two months instead
of twelve months), the errors would be magiified six-fold. This would
almost invaciably make the Revised Estimates worse than the Budget Esti-
mates. Even if we do not press the above argument, it is certain that ihe
Revised Estiruates are little better than the Budget Bstimates.

Eviderice of Bias in the Esiimating Process

To test for bias in the estimates we need to calculate the average of
percentage deviations of the Budget Estimates and the Revised Estimates
from the Actuals. Where the average of the percentage deviations is plus,
actual tax-yields have generally fallen short of the estimates, i.e., the yields
have been overestimated; conversely, where the average of the percentage
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deviations is minus, the yields have been underestimated. Table Il presents
the average of percentage deviations of the Budget Estimates (BE) in Column
(1) and of the Revised Estimates (RE) in Column (2).

TABLE IT
Average per cent
deviation
Head

BE RE

() 2)
Customs .. .. —IS.5 —7.1
Central excise .. .. —3.8 —1.7
Corporation tax .. .. 17.0 44.9
Personal income tax .. .. —19.I —I12.9
Sales tax .. . —23.1 —13.8
Total revenue .. . —I15.2 —6.3

Source: Appendix B.

The tale of Table II is unambiguous. The figures for both the
Budget Estimates and the Revised Estimates show that revenue receipts are
usually underestimated.  If the errors of estimates were due purely to chance
we should expect the average of percentage deviations to be very low
(close to zero) and the errors in estimates should be plus and minus an
approximately equal number of times. Calculations here strongly indicate
a bias towards underestimation as the means of the percentage deviations
are preponderantly negative and high'®.

Change in the Quality of Estimates over Time

Table III below is designed to show if there has been any improve-
meent in the quality of the Budget Estimates and the Revised Estimates.

10The above assertion can be given further statistical validity as follows:

If we consider the percentage deviations of estimates of §important taxes during 10 years (as

presented in Appendix B), out of the 50 estimates only in 12 cases do the Budget Estimates exceed the
Actuals,

‘With a confidence of 95 per cent, we can reject the hypothesis that purely due to chance the
Budget Estimates will exceed the Actuals 12 times out of $0, or, conversely, that they will fall short of the
Actuals 38 times out of so, assuming that the probability of overestimation and underestimation is
equal. The same conclusion follows in the case of the Revised Bstimates, In 34 cases out of 50, they are
underestimated (see Appendix B).
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For this purpose the full period (1948-58) has been divided into two parts:
1948-53 and 1953-58. The five-year average of percentage deviations,
both absolute and with sign, for both the Budget Estimates and the Revised
Estimates have been computed separately for the two periods.

TABLE III

Average of per cent deviations

Head Period of BE of RE

Absolute | With sign Absolute | With sign

() (2) (3) (4)
Customs e . 1948-53 29.0 —24.0 9.1 —0.1
1953-58 il.7 —7.1 6.0 —35.0
Central excisc .. .. 1948-53 21.3 —7.5 5.8 3.8
1953-58 10.0 * 3.0 0.3
Corporation tax . .. 1048-53 24.0 4.5 SI.I SI.X
1953-58 36.1 29.4 40.3 38.9
Personal income tax ., .. 1948-53 24.4 —23.0 4.6 —14.6
1053-58 15.2 —I15.2 I11.2 —II.2
Sales tax . . 1948-53 34.2 —34.2 24.% —22.3
1953-58 12.1 —12.1 5.3 —5.3
Total revenue .. . 1048-53 22.9 22.9 9.7 —0.5
1953-58 74 —7-4 3.1 —3.1
(*) means negligible. Source: Appendix B,

A comparison of the figures for the two periods shows that the errors
of estimation are significantly lower in the case of the Budget Estimates of
the latter period, except for corporation tax. The quality of the Revised
Estimates also has improved.

An Evaluation of Revenue Estitnating Practices

In the course of this inquiry, three salient features of the estimates of
tax revenues are uniformly observed, except in the case of corporation tax.
First, the tax revenues are usually underestimated. Second, the absolute
magnitude of error in the Revised Estimates is less than that in the Budget
Estimates. And third, the quality of the estimates has improved during
recent years, With the estimates of corporation tax, the picture is the
reverse. They err more in the direction of overestimation (particularly
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the Revised Estimates); the Revised Estimates for corporation tax are less
accurate than the Budget Bstimates; and finally, the quality of the estimates
has deteriorated during the recent years.

This brief analysis teveals clearly that the quality of the estimates of
all the taxes is far from satisfactory. 1t is appreciated that the task of making
revenue forecasts is difficult, but the problem is not unique to Pakistan.
Rather, there are certain features'! which render the job relatively casier
here. If the extent of error in the British Treasury estimates is o larger
than 2 to 3 per cent of the Actuals, it is not clear why the estimates in Pakistan
should typically show crrors of 15 to 20 per cent (while crrors of so per cent
or more ate not totally absent) despite the fact that the tax administration is
modelled very much on the British pattern.

In the last analysis, inany of the etrors have to be attributed to non- -
adherence of the estimating procedures to developed statistical techniques.
To estimate the future level of an aggregate cconomic magniiude, welevant
statistics of variables determining that magnitude and the knowledge of
standard methods of extrapolations are ueeded,  More important, however,
is a will to use facts to arrive at dispassionate and unbiased estimates. A
scrutiny of the depattmental set-up and the estimating procedures currently
in vogue will be highly rewarding.  For, a good estimating system can help
not only in knowing in advance the size of the revenucs that will in any
case come to the public treasury, but also in making the collection more
efficient by fixing realistic targets not to be attained without some efforts
on the part of the administrators.

. FLEXIBILITY

A tax steucture 1s considered fexible if its yicld increases or decreases

~ more than proportionately in zesponse to an increase or decrease in national
income with the tax parameters remaining unchanged. The tax parameters

are the statutory limits of the tax base and the rate schedule. .

The importance of flexibilicy as a quality of taxcs arises at least for
two reasons: first, flexible tax system serves as an automatic stabilizer in the
economy; and second, taxes can contribute increasingly in mobilizing public
saving in a developing economy — i.e., as income increases, yield from the
taxes will expand more than proportionately and, thus, help to plough
back an increasing share of the growing national income nto further
development effort. A measure of flexibility, then, will indicate how far
the tax system is likely to perform these two functions. It may also help to

1i8ec Page 32.
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make the estimates of future yield from differcnt taxes more accurate if,
from projections of national income, the movement of various tax-yields
can be better predicted. The stabilizing influence of the tax system is,
however, very insignificant where taxes form a quite small proportion of
the national income. The main interest of this paper is in the growth of
tax revenues with respect to the growth in national income.

The responsiveness of tax revenues to movements in national income
cant be measured by the familiar elasticity method'2. The relative change
in tax-yield is divided by the relative change in national income to give a
measure of elasticity of taxes (Ey)"

pp o OTT
TTOAY/Y

where

T == tax yield and Y = national income

If the rate schedules of the taxes are not progressive the elasticity of the
tax system will be equal to the elasticity of the tax bases: Ey = E,. With
progressivity in the rate schedules, the clasticity of the tax system should be
more, as B, will become greater than zero. The elasticity of the tax bases,
however, depends upon the relative rate of growth of the taxed sector and
its relative scnsitivity to general price movements. 1n Pakistan, the relative
growth in the more heavily taxed sector has been much gicater than the
overall growth. This differential in growth rate becomes still greater if
orowth of money income alone is considered. In view of these factors
plus the progressive nature of the personal income-tax schedule, the Pakistan
tax system should show an elasticity of at least 3 to 4 with respect to change
in aggiegate national income in ordet to be regarded as reasonably flexible.

Two important difficulties in measuring the responsiveness of taxes
to change in income are the elimination of the effects of change in prices and
change in tax rates. By using the measure with respect to change in nation-

12Flasticity and flexibility are used here interchaugeably.
13Elasticity of tax revenue to change in national income, prices remaining the sime, is the
combined eflect of elasticity of average staturory tax rates (By) and clasticity o tax base (Ep)

. Arfr _ Abp
where, Er= Ab/b and Bp = W
Er=Ep (1-+Er)
where
£ == average rate of tax

b == the tax basc (See, {5, p. 507)).
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al income at current prices, the first of the difficulties is partly overcome'.
The second difficulty can be removed if hypothetical tax-yields can be cal-
culated by keeping the tax rates equal to that of a particular base year

[i,Pp. 171-183; 4].

In this paper, no adjustments are made for differences in tax rates and
tax exemption limits to make the work less arduous. The gross elasticities
are qualified for the effects of changes in rates, exemption limits and quality
of tax administration wherever possible.

Finally, the tax structure is a complex of many taxes of diverse nature.
Change in national income will affect the yield of various taxes in a dis-
similar manner. The effects of price changes and the nature ofrates applied
on different taxes are also varied. A flat rate ad valorem tax, a specific duty
or a progressive rate schedule will make a tax-yield react differently to chan-
ges in national income. These considerations make a separate study of the
flexibility of individual taxes necessary, especially if the separate effects of
changes in levels of the rates and the national income are to be noted. The
five major central taxes have been selected for study. Since they constitute
almost the entire tax revenue', this study will reveal the sensitivity of the
total tax structure as well. The elasticity of the total tax revenue to income
is; also separately obtained.

The elasticities of different taxes, from year to year, with respect to
national income at current prices are shown in Table IV.

The year-to-year changes in tax-yield do not show very uniform
relationship to changes in income. The randomness may be due to a
number ofreasons and it is difficult to trace out the exact causes of every
movement. First, the movements of different components of national
income such as agricultural production, industrial production and levels
of exports and imports may not be always in sympathy with changes in
national income from year ro year. Second, changes in the rate structure
and expansion or contraction of the statutory limits of tax bases also modify
the effects of changes in national income on the tax-yield. Third, the corres-
pondence oftax-yields to national income may also be distorted by an alleged
policy of tax collection in good years in order to create a reserve of arrears
to draw upon during later lean years (as a result the tax-yield does not
change by as much as it should in response to a change in national income).
Finally, the national-income figures used are likely to suffer from much
error of its own.

14The use of current-price national income does not take account of the effects of price change
on tax yield ria possible changes in demand of the taxed commodities induced by the price change.

15In 1949/50, they formed 78.2 per cent of the total revenue andgs.2 per cent of the total tax
evenuc. They formed 71,0 per cent of the total revenue and 94.7 per cent of the total tax revenue
rinigs7/58.
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TABLE 1V
Elasticities
Total
Year Customs Central Corporat- Personal Salcs tax
excise on income
revenue
|
(n) ) (3) (4) (s) (©)
!

1950/51 39.1 14.1 # * —1.1 31.0

1951/52 0.8 0.9 25.2 11.3 13.5 $.3

105253 —4.5 6.1 3.6 3.2 —2.7 —5.0
1953/ 54 7.8 ~—12,9 14.0 —2.9 5.1 2

1954/55 —3.2 1.0 8.2 —6.2 —1.9 1.1
1955/56 2.6 1.2 —06.9 —0.7 1.6 1.7
1956/57 —0.§ 0.3 2.5 1.2 0.2 0.2

1957/58 IO —18,7 1.9 0.3 0.0 5.3
B Te — Tit Yot Soircer Appendix B.

ABlast Pt . B R -
asticity  sse Tod 7RO

where
T == tox yicld of the cunent year,
Y == cuirent price national income of the current year.

In the case of corporation tax and personal income tax, a lag of one year has been uscd
because these taxes are levied on previous yeat’s income,
#*No cstimate of naticnal income is available before 1949/50.

To reduce the chances of being misled by this quagmire of possibilities
we consider seveial other measures.  First, we compute the elasticity of tax-
yield to income over a louger period, 1949/50 and 1957/ $8—thesc being ihe
years just preceding the Korean boom and the maciial law, respectively.
"These clasticities are presented in Column (1) of Table V. Sccond, we
calculate the elasticity of taxes over this period by dividing the period into
ewo parts, namely, 1949/ 50 through 1952/53 and 1953/54 through 1956/57
and taking the averages of the tax-~yields and national income m the two
periods.  ‘These clasticities are shown in Column (2) of Table V.

The measures of clusticity ol tax-yiclds to national incone will rcflect
the change in yields of taxes corresponding to a change in their more pro-
ximate bases as well only if the growth of different sectors or components of
the aggregate national ncome 15 proportional. In the carly stages of deve-
lopment this is often not true. Some sectors develop far more rapidly
than others because of more emphasis or more initial potentialities. Relat-
ing the receipts of some of the taxes to more specific components of national
income will be more meaningful. A tax found highly flexible with respect
to aggregate national income may reveal quite poor elasticity when viewed
with respect to the phenomenal growth in the sector on which it is levied.
We, therefore, have attempted to derive clasticity of taxes to other variables
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such as total income assessed in the case of personal income tax. value of
foreign trade in the case of customs, index of manufacturing in the case of
excise, and so on, which form their proximate bases, respectively. The
following paragraphs will be devoted to examining the productivity of each
of the taxes under study in the light of the various measures mentioned above.,

TABLE V
Elasticities
Tax
(1)° @)*
Customs .. .. . 0.0 —s.5
Central excise .. .. .. 7.7 19.8
Corporation tax .o . - 19.7 16.9
Personal income tax .. . . 2.9 6.3
Sales tax . . .. 2.3 1.6
Total tax revenue .. . .. 1.6 —0.7
“Elasticity = YElasticity =
Tr _ Tt—-ﬂ Yr-s 28; 5 4 %
————— . oo T,— X T Y
Tz—s Yt_Yt--s te5 ‘ t=1 ¢ teml ‘
where 4 ,_:-._d__.‘. :_
XT, Y, —XY,
T, == tax-~yield in 1957/58 tel be3 b=t
Y, = national income in where t = 1(1049/50), 2(1950/51). ..
os7/s8 | . 8(1956/57)
T, = tax-yield of the t-th year
Y, = national income of the
t~th year.
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Customs Receipts:  Customs include revenues from export duties and
import duties. Almost 70 per cent of customs receipts derive, on the
average, from the latter. Given the general level of duties, the total collect-
ion from customs will depend upon the volume of foreign trade and its
composition.

Foreign trade has become a lagging sector in the economic develop-
ment of Pakistan. Export earnings are declining relative to the growing
national income. Foreign-exchange difficulties, in turn, have led to tight
exchange controls and reduced imports. The decline in the importance of
foreign trade becomes more pronounced when the proportion of trade
financed by foreign aid is excluded. Furthermore, the import policy has
increasingly restricted nonessential items, and the composition of imports
has changed in favour of duty-free or low-duty essential items. These
two factors explain the inflexibility of customs receipts. Except for the
years of the Korean boom, the total collection from customs has remained
more or less siagnant.

It is in fact useless to look for any automatic flexibility of customs
proceeds to national income when exports depend on the capricious move-
ments of foreign demand, domestic supply and permitted imports. In
Table V, there is a zero elasticity of customs to national income by one
method while it is negative (—s.1) by the second. The negative elasticity
is due to the inclusion of the boom years in the average of the eatlier period
(1949-53). The response of customs is poor even if considered w th respect
to change in total foreign trade. In 1957/58, the index of customs receipts
showed an increase of 18.4 over the base of 1948/49 and index of foreigu
trade showed an increase of 38.8 (see Appendix D). This inelasticity of
customs receipts occurs despite the generally higher level of export and
import duties in 1957/58 than in 1948/49.

Central Excise Receipts: Revenue from excise duties has increased
enormously and in 1957/58 siood almost four times as high as in 1948749
(see, Appendix D). The Table V elasticities of excise taxes are 7.7 and 19.8.
This huge expansion occurred in spite of many reductions in the rates.

This high elasticity is due to rapid growth of manufacturing industries
since Partition. The index of manufacturing showed an increase of 304.2
per cent in 1947/58 over the base of 1950/51. Revenue from excise gained
205.9 per cent during the same period. Thus, the elasticity of excise to
index of manufacturing is 0.7. The revenue from excise duty has not kept
pace with the increase in manufacturing which provides the main excisable
items. As economic development is likely to increase the relative share of
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industry, the elasticity of excise duty to national income will remain high.
It will be required to compensate the loss on import duties with the growth
of import-substituting industries within the country.

Persons! Income Tax

This is the most important of the direct taxes and has, in Pakistan, a
progressive schedule ofrates. Over the period 1948-58, the yield from this
source is secularly increasing with the exception of 1953/54 and 1955/56.
During these two years, yields from personal income tax were lower by 13
and 8 per cent of their respective preceding year's collection. The post-
Korean business recession in 1952/53 and the adverse effects of low agricul-

tural prices in 1954/55 probably explain the exceptions™.

The total collection of personal income tax in 1957/58 was more
than 3.5 times the 1948/49 collection. If we consider 1949/50 level” for
comparison, the increment is still more than one hundred per cent (113.1
per cent). This set against the increase in national income by 38.7 per cent
gives the elasticity of personal income tax as 2.9 (Table V). Alternatively,
the elasticity becomes 6.3 ifwe take the change ofaverage yield and national
income between the two periods, 1949-53 and 1953-57.

Even the elasticity of 2.9 must be viewed with qualification. This
sensitiveness cannot be considered as an automatic response to national
income. Since the disruption ofPartition, the quality of tax administration
has improved. Furthermore, personal income tax depends mostly upon
the faster growing nonagricultural sector’®. If adjusted for these factors,
the elasticity would be much lower. Consider the contributions of man-
ufacturing, government, services and wholesale and retail trade as the relevant
elasticity denominator; these have increased in real terms by 47.5 per cent
between 1949/50 and 1957/58. Adjusting for an assumed 20-per-cent rise
in lie general price level, we get an increase for these sectors of 77 per cent
in current prices. Ou the other hand, if we attribute 20 per cent of the
increase in tax collection from this source to an improvement in the quality
of the tax administration, the elasticity of he income tax to change in the
above mentioned base becomes only slightly greater than unity.

16Though agriculture is outside the domain of personal income tax, a huge drop or rise in agri-
cultural prices affects the income in other sectors as well and thus influences the yield of income tax in-
directly.

171948/49 was the year immediately after Partition. The poor collection in that year is partially
due to the fact that the administrative set-up had not been put in good shape by then. The colledions of
income tax nearly doubled next year, though the exemption limit was raised from 2,500 to 3,000 rupees.

ISAgriculture is outside thejurisdiction of central taxation by constitutional provisions.
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This rather poor performance of the only progressive tax may be
ascribed to several factors. The exemption limit of personal income tax
was raised from 3,000 rupees in 1949/50 to 5,000 rupees in 1957/58. The
level oftax rates was slightly lower in 1957/ 58 than that of1949/50. More-
over, the proportion of total income assessed had declined in the highest
income grade (40,000 rupees per annum and over) and had increased in the
middle and lower grades™.

The effects of differences in the tax rates and in the exemption limits
can be eliminated by choosing pairs of years with identical tax rates and
exemption limits. Table VI shows three such cases™.

TABLE VI
Elasticity
(1) Between 1952/53 and 1953/54 . . —*-9
(2) Between 1954/55 and 1955/56 .. .. 0.7
(3) Between 1955/56 and 1956/57 .. .. 1.2

The elasticities in Table VI do not behave uniformly. But they are low on
the average.

Another pertinent measure of the elasticity of personal income tax
may be with respect to change in total income assessed. Between 1949/50
and 1955/56, total income assessed increased by 20.1 per cent (from 51,63
lac rupees to 61,97 lac rupees) while, income tax receipts increased by 66 per
cent. The elasticity becomes 3.3. During the same period, the current-
price national income has risen by 7.5 per cent only. This corroborates
the fact that growth in the sector covered by personal income tax is higher
than the growth in the overall economy and that substantial amount of the
early increase in tax yields is due to an improved collection machinery.
The elasticity of 3.3 with respect to change in income assessed has to be
ascribed to either the progressivity of the tax schedule or a higher level of
tax rates or to both. Since the rates in 1955/56 are actually lower compared
to those in 1949/50, this indicates a high elasticity of the average rate of
personal income tax to a change in its base.

19Between 1949/50 and 1955/56, total income assessed in the 0-9999 rupees income grade
increased from 24 to 27 per cent; that in the 10,000-39,999 rupees income grade it increased from 29 to 31
per cent, and that in the 40,000 rupees-and-over income grade it decreased from 47 to 42 per cent.
ZOThe elasticity between 1949/50 and 1950/51, the only other such case, cannot be obtained as no
estimate of national income for 1948/49 exists.
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To conclude, d¢ic yield from personal income tax has increased sub-
stantially during 1948/49 to 1957/58. But considering the much higher rate
of growth in the sectors covered by income tax, the progressivity in its rate
structure and the efforts to improve the collection machinery, the increase
in yield must be regarded as low. The low elasticity is observed even when
years with identical tax rates arc considered. This suggests that total income
assessed to income tax has been inelastic compared to the growth in taxable
income. The huge declarations of some of the unreported wealth after
martial 1aw corroborates this.

Corporation Tax

Corporation tax is levied on the income ofall registered companies
at a flat rate of 56.25 per cent. Though this is often lumped with personal
income tax, it merits separate consideration on account of the dissimilar
nature ofiits base and rate schedule. From a very insignificant initial weight,
the corporation tax has increased rapidly during the later years. Table V
gives the elasticity of corporation tax to national income as 19.7 and 16.9.
The first two years' corporation tax receipts are abnormally low compared
to the receipts of the later years. This is due to both the low level of rates
and the poverty of large-scale manufacturing during these years. If we
leave out the two extreme pairs of years, 1948-50 and 1949-51, between
which the receipts almost trebled every year (see Appendix D), the elasticity
of corporation tax to national income becomes much lower. Between
1950/51 and 1956/57>" it amounts to 2.6 and between 1950/51 and 1957/58**
it amounts to 5.9.

The elasticity of corporation tax receipts to the growth oflarge-scale
manufacturing is more modest. Between 1949/50 and 1957/58, the index
of large-scale manufacturing (at constant prices) rose by 444.8 per cent and
763.1 per cent more was added to corporation tax receipts. Ifwe exclude
the extreme years and consider the period with identical tax rates (1950-57),
the tax receipts increased by 98.5 per cent in response to a change of 310.9
per cent in the index oflargc-scale manufacturing. The elasticity becomes
as low as 0.3. The elasticity will be even lower ifeffects of price changes are
considered. This low elasticity with respect to index of large-scale man-
ufacturing is due in part to the fact that the coverage of corporation taxis not
coterminous with large-scale manufacturing. Besides, very liberal exempt-
ions allowed to industries have kept the yield, from this source, low™.

21The rate of corporation tax was identical during this period.

22The rate of corporation tax applied on corporate income exceeding 25,000 rupees was raised
O} 62.50 per cent in 1957/58.

23Many newly established concerns enjoy a tax-holiday during the initial years. They can charge
high depreciation allowances on machineries and, thus, reduce the taxable profit. Profits ploughed back
also get exemption.
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Sales Tax

After customs, sales tax is the most important source of central
government revenue. The index of sales tax receipts increased by 247.6
per cent between 1948/49 and 1957/58. Even if the extreme year 1948/49 is
excluded, the increase is 68.9 per cent. Table V shows 2.3 and 1.6 as elas-
ticities of'sales tax receipts to national income. Enhancement of the rate
schedule and coverage contributed to the improvement ofsales tax receipts
during this period.

The elasticity of sales tax ofnational income seems to be low on the
evidence ofrecent years. In 1951/52, sales tax receipts reached a peak due to
liberal imports and the impact of the new Sales Tax Act of 1951. Since
then, the receipts remained below this level through 1956/57**. Only in
1957(58 was the level of 1951/52 finally surpassed. Again, the elasticity of
sales tax to the index of manufacturing between 1950/51 and 1957/58 is only
0.3. The failure ofrevenue from sales tax to increase during the later years
is partly due to the raising of exemption limits from 15,000 rupees in 1951/52
to 60,000 rupees in 1954/55.

Next, we list in Table VII elasticity of sales tax to national income

between pairs of years with same exemption limit and rates:

TABLE VII
Elasticity
(1) Between 1952/53 and 1953/54 X . 5-1
(2) Between 1954/55 and 1955/56 .. . 1.6
(3) Between 1955/56 and 1956/57 . .. 0.1
(4) Between 1956/57 and 1957/58 . V¥ —9.9
(s) Between 1954/55 and 1957/58 .. .. 0.87

In Table VII, case (1) may suggest that sales tax has a high positive elasticity
to a fall in national income, given the identical rate and exemption limit.
However, case (4) does not confirm the same. The fall in national income in
case (1) is accompanied by a sharp decline in the total volume ofexports and

24This is so despite the fact that the index of national income at current prices is 29.5 per cent
higher in 1956/57 than in 1951/52. The collection in 1951/52 was abnormal. A new sales tax act was
introduced that year and all the existing stocks were assessed under the old tax.
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imports which reduced the yield from the sales tax heavily,  But in case (4)
the revenue from the sales tax increased in spite of a slight fall in national
income because the more relevant components of national income, wviz.,
the volume of imports and domestic manufactures, inereased in that year
relative to 1056/57.

The relative stagnation of the sales tax revenues after 1051/52 can be
explained by the decline in that part of the revenues derived foru declining
imports and exports. A significant growth of domestic manufuctures has
occurred but the revenues from this source have no more than compensated
for the loss from the other sources.

Total Tax Reveuna

The elasticily of the iax sysicm as a whole depends upon the sensitivivy
of the taxes ihat comprise it. I most of the taxes, especially ili= relatively
important ones, are inflexible to changes in mational incore, then the
system will also suffer from ngidity.  Even inelasticity of a single tax may
render the tox system inelastic if the importance of thai tax is soifciently
large. Customs play such a role in the rax structure of Pakistan.

During ihe period fron 1048]49 to 1957/ 58, index of wial tax revenue
rcached its peak in 1951/52, though nuiional income ieached iis peak in
1956(57. "This follows from the fact that cusioms realization reached its
peak in 19s1/s2. Besides, sales tax, as we observed before, showed very
high increase in that year vnder the impact of the new Sales Tax Act.

Between 1949750 an 1957158, wtal tax reveuus wreased !U:,' 011
per cent as against an increase of 38.7 per ceili i ioiional wncome. 'Thus,
the flexibility is 1.6%. This elasticity must be considered very low becanse,
/) during this period, some improyement in the quality ot ihe tax adininis-
tration and much enhancement of the scope aud rates of iaxes have occuiied,;
and 2) the growth in naiional income in the more heavily taxed sector has
been much higher than the overall growth in the econonyy.  The irtter can
be illustrated by taking the sum of manufaciuring produociion, expoits,
unports, banking and insurance as a measure of taxable national iucome.
Between 1949/ 50 and 1957/58, this quantity expanded by 9o per cent but tax
revenue iucreased by only 61 per cent®®.  This clasticity is only 0.68.  This
low responsc derives from the fact that customs, which contributes the bulk
of the total tax revenue, has remained so inflexible. Total tax revenue
excluding customs shows an elasticity of 3.6 during the same peviod.

258ee Table V, Column (2) gives an el:lsficity of—0.7 for the sawe period.
26 Assuniing that prices were 20 per cent higher in 1957/58 over those in 1949/50, the constagt.
price mational-incorae estimate of manufactuiing productions has been inflajed by 2o prg cent.
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Measures for Increasing the Flexibility of Tax Revenues

The inflexibility of tax revenues noted above is a product of both
faulty mechanics of the tax structure and weakness in its administration.
Overdependence on customs has kept the tax system tied to a stagnant source.
Specific nature of many taxes has made their yields unresponsive to the
significant price rises that took place in the economy. Besides, inadequate
coverage, loopholes in the design of the rate schedules, indiscriminate
exemptions and, finally, outright evasions have militated against the operat-
ion ofany built-in flexibility.

To restore flexibility actions are required to mitigate all these defects.
First, there should be a shift of emphasis from customs to other sources.
Though import and export duties must continue to serve the purpose they
are currently doing, efforts should be directed, more and more, to make the
fast and sturdily growing sectors contribute to tax revenues proportionately.
Second, there should be a change over to ad valorem duties as opposed to
specific duties wherever feasible. Third, the weight and scope of the direct
taxes and ofthe progressive taxes should be increased. Fourth, the time lag
between earning of incomes and payment of taxes should be reduced.
Finally, dependence on built-in flexibility alone is not enough. Increasing
resort to what is known as the policy flexibility is necessary. There should
be deliberate legislation of tax measures which will take note of the changing
pattern of relative price movements and of relative growth rates among
various sectors. The case of several upward revisions of lower exemption
limit of personal income tax in Pakistan is an example ofactions taken against
the dictate of this policy flexibility. Such things should be discontinued.
Thus, only a synchronized course of action, both at policy and execution
levels, can give the system enough flexibility in order to contribute to the
emergence ofa productive tax system in Pakistan.
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Appendix C

CHANGES IN BUDGET ESTIMATES

The changes in the Budget Estimates between two years and the error
of the previous year’s Budget Estimates seem to be closely related. This
Appendix measures the strength of this relationship.

We hypothesize that the change in the Budget Estimate (as a per cent
of the previous year’s Actuals) is equal to a constant, different according to
the tax being estimated, less a fraction of the percentage error in the previous
year’s Budget Estimate.  Tn equation form,

— Bi—
[ B, — B, :I ==+ b [ B A ] ............ (1)
A, A

B, = Budget Estimate in t-th year.

where

A, = Actual receipts in t-th year.

a; and b are coeflicients, the former depending upon the tax (i)
involved.

Rearranging terms and adding 2 random etror term, we have

B! B
— = (aimb) + (I +b) ‘*A““— “‘}‘ tj, .................. (2)

=1 t—1

The coefficients wre estimated, by least squares, from ihe sample of
45 obscrvations, nine for each of the five taxes. These estimates are:

.19 for excise

{’ —.02 for customs )
[:Bt _E‘_::I- =4 03 for pesonal { 33 [ 3},_1”}_:53 ] (3)

income

ey, e

i
! 48 for crop
L o8forsales )}
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- About two-thirds of the variation of the dependent variable, B//A,_,
is explained by the regression.

Both the use of a separate intercept for each type of tax (1) and the
regression coefficient (b) add significantly to the cxplanation.

Degrees
Sumns of squares Amount of F-ratio
- freedom
of deviations around mean .. 6.83 44
. 3.1 4
explained by 1, . 3.39 4 _3:39/4 __ 9.87*
P y 3.44/40
of deviation arouud 2, .. 3.44 40
explained by b .. 1.09 ( L0 80y
P Y 2.35/39 !
of deviations around b . 2.33 30
2.
R ==y om -is——-“ 66
. 6.83

*Significant at 1~per-cent level,

As can be seen from the above table, almost half the original varance is
explained by computing a separate mean for each type of tax. Almost a
third of the remaining variance is explained by considering the influence of
last year's budget errors on this year’s estimates,
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Domestic Resources and Fiscal Policy
in Pakistan's Second and
Third Plans

Stephen R. Lewis, Jr.

INTRODUCTION

Pakistan is now widely regarded as a successful case of movement
towards self-sustaining economic growth. Ifone lets it become known that
he has spent some time in Pakistan, other economists immediately want to
know: What happened? What were the "real" causes? Is the success a
mirage? How long will it last? An attitude of enthusiasm is a sharp
contrast to the air of pessimism and prevailed as recently as two years ago.
The notes here are not an attempt to establish what has happened to Pakistan's
economy, or why it happened now and not five years ago. The aim is
much more modest, but may have some bearing on the larger question.
My primary interest is in examining certain aspects of government policy in
general and fiscal policy in particular, excluding policy on government
expenditures. [ shall not be concerned with Plan allocations and govern-
ment outlays.

In the macroeconomic framework of Pakistan's plans, present invest-
ment is the only determinant of future output. The problem of "mobiliz-
ing" resources is one offinding offsets to investment expenditure from either
domestic or foreign sources. The Third Plan states that "the main task in the
Perspective Plan will be to institutionalise the growth process and to finance
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it increasingly from domestic resources” [15, p. 20]. The “domestic re-
sources” with which the Plan is primarily concerned are domestic saving
(to offset investment) and exports (to pay for imports). A related variable
not treated in the discussion of the Perspective Plan is taxation which is
necessary to offset government expenditure on current and capital accounts.
In order to reduce and eventually eliminate foreign assistance while main-
taining or increasing the proportion of income mvested, domestic saving
must increase mote rapidly than investment, taxation must increase more
rapidly than government current and capital expenditures and exports must
increase more rapidly than imports, since foreign assistance now offsets a
large proportion of investment, government cxpenditure and imports.

The impact of government policy on the domestic cfforts to “finance”
economic growth (i.., investment and tmports) can be thought of at macro-~
cconomic and microeconomic levels. At the macro level, policy affects
directly the level of taxation and the level of government saving, and it
wdivectly affects the level of piivate saving through taxation of groups with
different marginal propensiics to save. Macroeconomic policy can also
be used to reduce domestic-resource uses (presumably consumpiion) and
provide greater export surpluses. At the micro level, government policy
can operate through the price system to aftect decisions of investors and
manufacturers: /) about the use of domestic or imported capital goods and
raw materials; and if) about production for home or foreign markets.
Government policy can also presumably affect the allocation of income
between saving and consumption. I will limit commenis in this paper to
the levels, the movements and the composition (or sources) of domestic
saving, taxcs and exports in the past and thosc that arc projected and T shall
iy to indicate the impaci of government policies on these variables.  Since
other contributors to this scries of articles are discussing the balance of
payments in greater detail, I have given less atteniion to the maciceconomic
aspects of export performance aud projections.  The following section gives
a summary of macroeconomic developments in the First and Second Plans
and the projeciions for the Third Plan along with some comments on
measurement and interpretive problems. The general aims, aititudes and
performance of the government in the three Plans are discussed in Section II
which is primarily concerned with microeconomic aspects of fiscal policy in
the Plan documents and the Evaluation Report [13] of the Second Plan.
There is an Appendix to the paper on aggregate economic statistics in
Pakistan and the recent revisions in them.

II. PAST PERFORMANCE AND PROJECTIONS OF KEY AGGREGATES

The critical assumption in the Third Plan is that the economy would
continue to save and reinvest roughly 22 per cent of the additional
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1
income generated during the Plan period [15, Chapter V, para 5] .

The balance of payments projections and the numerous explicit and
implicit policies on which they depend, constitute one of the most
crucial elements of the Third Plan [15, Chapter VI, JpdlIct II.

Despite the "critical" or "crucial" role played by the projections of
saving, imports and exports for the implicit third-plan model, these project-
ions, particularly of saving, have less basis in detailed empirical analysis
than the key programmes in specific sectors, such as agriculture or man-
ufacturing industry. One of the curious and interesting features of the
second-plan period is the relatively smooth behaviour of most important
aggregates on a year-to-year basis. This phenomenon is called a "firmness
in the growth rate" in Planning-Commission publications and, while one
hopes it will continue, one should not forget: l) that 1962/63 was the only
year of the five during the Plan that saw any severe downward fluctuations

in agricultural output due to weather; 11) that there was a continual rise
in d;E aid-financed current-account deficit in ﬂ'E balance of payments and in
imports. A combination of good luck good management produced

extremely uniform growth beginning in 1959/60. I think it is fair to say
that such behaviour of aggregate statistics is unusual and that one must be
exceedingly careful in drawing conclusions that are too strong on the basis
of four or five years' experience.

To illustrate the need for care in choosing benchmarks or in fixing
coefficients, I have recalculated some of the average and marginal rates of
saving taxation fOI the past ad those projected for the future to GO
pare the conclusions drawn from the most recent five years taken alone
with those drawn from other bases. I have tried hard to get figures com-
parable to those used in the Planning-Commission documents, though this
is extremely difficult for a number of reasons:. exercise follows in the
next three subsections.

IThe Evaluation Report says that 22 per cent was chosen because it was the "trend in the marginal
rate of savings over the entire [Second] Plan period" [13, p. 7]. It is not clear from the Evaluation
Report whether this statement means the MRS is the ratio of the differences in the trend values of saving
and income from 1959/60 to 1964/65 or the trend value of annual marginal rates of saving or something
else. The reader should note that Third Plan or Second Plan when italicized refers to the document,
rather than this Plan period.

2The concept of investment differs from that of development expenditure: there are larger and
unexplained differences in the figures from the Evaluation Report [13] published in March 1965 and the
Third Plan [15] published in May 1965, for several key items; sometimes current prices are used, sometimes
constant prices, and only occasionally is the source of the deflator given; the changed procedure for estimat-
ing imports, investment, GNP (and, therefore, saving and saving ratios) is not explained for the early
years covered in Chapter I of the Third Plan "Review of Planned Development"; Indus Basin imports and
investment, and PL-480 imports are included in some places and excluded in others. One could go on,
I have attached an Appendix for those who are interested in a brief introduction to problems of using
the available historical statistics in Pakistan.
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Saving Rates

" Table I contains in its upper panel a revised form of saving rates on
an annual basis, along with the marginal rates between years, for the final
years of the pre-Plan period and the three Plan periods. There is a difference
between my Table I and Table 7 of the Third Plant[: 5, Chapter I in that the
Third Plan shows a declibe in the rate of saving from 1954/55 to 1959/60

TABLE {

SUMMARY OF SAVING-RATE DATA IN CURRENT PRICES

Saving Ratios, Annual Basis
(in million vupees)

1954/5s 1955/60 1664/65 1969/70
GNP at market price 21,920 - 12,705 45,547 62,705
GDS 1,403 2,320 4,608 8,515
GDS+-GINP 6.7%4 7% 10,29, 3.6,
ACNP+- AGDS 7.9% 17.8%; 22.67,

Sonrces: 1954/55: GNP from [8, April 1965], adjusted for indirect taxes.
GDS from [15], converted to current prices by [18, Tndex).
1959f60, 196465, from 13].
1969/70, from {15, Table 1, p. 62).

Saving Ratios, Five-Year Basis

Ficst Plan
Second Plan | Third Plan
A B
GINP at warkel prices 117,590 142,187 202,304 275,960
GOS 8,420 10,181 17,864 36,500
GDS GNP 7.2%, 7.2% 8.9% 13.2%
AGDS+ AGNP 12.8%; 26.1%4

~Sonrces: First Plan: Bstimate A, from {s] since new investinent estimates corresponding to new GNP

i estimates are not availoble. Rate of saving from estimate A was applied to new GNP estimates

~ to obtain first-plan saving at the new GNP rates. New GNP and ncw saving were nsed to-
calculate the mavginal rate from the Birst to the Second Plan. ’

"~ Second Plag; from [13, p. 6].

.. Third Plan: GNP from [15} by applying growth rate to 1964/65; GDS from [rs5] calculated
* ..as.Plan size minus external resources. R :
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while here there is a rise’.  The saving figure given in the Third Plan for
1959/60 is lower than that in the Evaluation Report [13] but the difference
is unexplained. The lower third-plan estimate of 1959/60 saving means a
lower marginal rate from 1954/55 to 1959/60 and a higher marginal rate of
saving from 1959/60 to 1964/65 than shown here.

The principal differences among various average and marginal
saving figures, however, come from an examination of the average rates of
saving over the entire Plan periods and the marginal rates between Plan
periods, as shown in the lower panel of Table I*. Here one sees that the
MRS from the first- to the second-plan period was not 22 per cent but less
than 13 per cent, and that the marginal rate from the second- to the third-
plan period is, again, not 22 per cent but 26 per cent. It is of course very
easy to say the difference is due to the fact that there is an acceleration of the
growth rate and the saving rate and, therefore, calculations made by taking
averages will give different results than those made by taking end points,
which is true enough. The problem is, however, first, that we are presum-
ably dealing with a real economy, not with a mathematical function, and
second, that the very acceleration in growth rates of GNP, investment and,
particularly, imports that took place between 1959/60 and 1964/65 probably
had an effect on the rate ofsaving that will not be repeated when the growth
rates of these variables level out, as they are in fact expected to do in the
third-plan period. Thus, the choice of a 22-per-cent MRS for the Third
Plan is, in an important sense, not a continuation of past performance. The
somewhat arbitrary choice of the value of "the critical assumption” is not
in keeping with the high levels of analytical ability and sophistication that
have come more and more to characterize the work of the Planning Com-
mission. The disregard for any kind of "saving function" when much
of the rest of the aggregate framework of the plan is apparently based on
fairly complex functional relationship is quite distressing. There is no way
of truly evaluating whether the saving goal is too high, given the economic
relationships and behaviour ofvarious sectors of the economy, or whether
it is too low. But the assumed goal is not, as is stated, simply that things will
continue as they have been going.

Unfortunately, there exists at present no comprehensive study of
saving in the economy by sectors. Aggregate domestic saving is computed
by deducting some measure of the balance-of-payments deficit (the one
chosen varies from time to time) from the estimated level of gross invest-
ment (the estimates of which change from time to time). Some preliminary
estimates of noncorporate private saving were made two years ago by the

3The third-plan figures are in constant prices, mine are in current prices. For a discussion of cur-
rent and constant-price investment and saving estimates, see Appendix.

4The reader should refer to Table 1 footnote and to the Appendix for the sources and procedure*
of estimating saving.
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Pakistan Institute of Development Economics [5] but these have not been kept
I ﬁpﬁ'—ﬁo—date nor have they been refined at all. There are some hit-or-miss
“estimates of private and public saving (with vague definitions, usually not
 corresponding to those of other countries) made in the Planning-Commis-
sion: documents’. One of the problems of getting at a meaningful saving
“function, therefore, is to find some good empirical estimates of conceptually
“appropriate variables.

I have prepared some rough estimates of gross private and public
saving on an annual and a five-year average basis. Public saving is here
taken as identical to “surplus on revenue account”, as given in the Planning-
Commission documents. Such a concept comes very close to an “income
less consumption expenditure” notion of saving that we apply to other sect-
ors of the economy. Public saving is deducted from gross domestic saving
to get gross privatcc domestic saving (GPDS). The mcasure of private
incomes used here, which is not, I think, too inappropriate, is found by
deducting direct taxes from GNP at factor cost. That measure is called
“gross disposable national income” (GDNI) in Tables IT and Til.

As in the case of total gross saving, the rate of private saving shows
different behaviour if one measures the marginal rate between 1959/60
and 1964/65 from that when one measurcs the marginal rate from the First
Plan to the Second Plon. If one uses the estimates of public and private
saving assuming the implementation of additional tax mecasures (which I
argue later is the more plausible assumption), the marginal rate of private
saving projected from 1964/65 to 1969/70 is only one-third higher than the
marginal rate from 1959/60 to 1964/65, while the marginal rate from the
Second Plan to the Third Plan is more than twice the marginal rate from the
First Plan to the Second Plan. Again, while such a phenomenon might
be consisient with the structural and behavioural relationships in Pakistan,
it also might not be.

The lack of specification of functional or behavioural saving telations
in the Third Plan and its supplementary documents was noted above. One
example of the results of not specifying the relationships properly is related
to the problem of additional taxation. The “Resources and Financing”
chapter of the Third Plan [1s] discusses government revenue projections:
i) under the assumption that rates will not change; and ii) on the assumption
that there will be 3000 million rupees of additional taxation over the five
years (or 900 million rupees in 1969/70). These two alternatives are discus-
sed without specifying the effect on private saving. That is, if taxation is
increased by 3000 million rupees, government expenditures on revenue

58ee [11] for examples,



6s

in Pakistan

I Policy

Isca

Domestic Resources and F

Lewis

TABLE II

GROSS PRIVATE SAVING AND PUBLIC SAVING RATES — ALTERNATIVE MEASURES (CURRENT PRICES)
(in million supees}

Annual basis “ Plan averages
woieo | wayss | wope | weee | B SRR 1 OB | R

GNP at market price 32,705 45,540 62,765 62,765 142,187 202,304 275,960 275,960
GNP at factor cost 31,439 43,365 59,400 59,400 137,113 195:392 262,925 262,925
Direct taxes 603 940 1,322 1,540 2,317 4,464 5,748 6,975
GDNI 30,836 42,425 58,078 57,860 134,596 188,928 257,177 255,950
GDS 2,320 4,608 8,515 8,515 10,281 17,364 36,500 36,500
Revenue surplus 30 1,092 2,070 2,970 150 3,903 8,600 11,600
GPDS 2,200 3,516 6,445 5,545 10,031 13,901 27,900 24,900
GPDS -~ GDNI 74% 8.3% .55 574 9.6% 7.4% 745 10.8% 9.7%
AGPDS— AGDNI 10.6% 18.6% 13.1%, 7.1% 20.5% 16.4%

Reevenue surplus -~ GNP 0.1% 2.4% 3.3% 47% 0.1% 2.0% 4.2%,

alncluding additional taxation.

bShare of direct taxes in additional taxes taken to be the same as the share in 1964/65.

Sources:

GNP at market price: see Table T,

GNP at factor cost: 1959/60, 1964/65, .,68_30 [15].

GDS see Table I
Revenue surplus:

Direct taxes:

First Plan: [8, April 1965].

Second Plan: [r3).
Third Plan: [15].

1959/60 and 1969/70 from [15] and 1564/65 from [13].
Note again difference from Plan figures.  First Plan taken as 1659/60 level for all years
probably overstates revenue surplus and, therefore, understates private savings.

1959/60 and First Plan from {g].

1964/65 and Second Plan from [13].
1969/70 and Third Plan from [xs].
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account do not change, but neither do private consumption expenditures
since total saving remains the same. Therefore, the private marginal rate
of saving out of taxed income is 100 per cent. Since this is clearly implau-~
sible, it is not at all obvious why the Third Plan makes so much of the pro-
blem of raising additional revenue. If the saving target is to be reached
without additional taxation, the marginal private rate of saving would
have to be 18.6 per cent from 1064/65 to 1969/70, or it would have to be
- 20.5 per cent from the Second Plan to the Third Plan. . The latter is almost
_.thiee times the marginal rate from the First Plan to the Second Plan. It is
" quite obvious that the j3ooo million rupees of additional taxation is
absolutely necessary if the third-plan saving targets are to be achieved.

TABLE IIT

AVERAGE AND MARGINAL RATES OF PRIVATE AND TOTAL GROSS
DOMESTIC SAVING: 1950 TO 1965

(it miflion rupees; current prices)

1959/60 1960/6T ’ 1961/62 ’ 1962/63 1963/64 1964/63
GNP at factor cost 31,439 34,622 36,192 18,258 40,955§ 43,365
GNP at market price 32,708 36,112 17,759 39,931 42,961 45,541
Direct taxes 603 623 720 725 853 940
GDNI 30,836 33,999 35,472 37,533 40,102 AL,425
GPDS 2,290 1,690 2,335 3,100 3,314 3,516
Public saving 30 521 750 728 818 1,092
GDS 2,320 2,211 3,085 1,828 4,132 4,608
GDS GNP at market price  7.1% 6.1% 8.29% 9.6% 9.6%, 10.2%,
GPDS.-= GDNI 7.4%, 5.0% 6.6% 829 8.2%, 8.3%
Public saving - GNP at market
price 01% 1.4% 2.0% t.8% 1.9% 2.4%
Threc-year averages , Two-ycar avetages
1059-62 1962-65§ ‘ 1959-61 k 1961-63 1963-65
CDS -+ GNP at market price 71% 9.9% 6.6% 8.9% 9.9%,
AGDS/ A GNP at market price 22.6% 26.99 16.8%,
GPDS-+-GDNI 6.3%, 8.29; 6.1%, 7.4% 8.3%

AGPDS-- AGDNI 18.2% 17.8% 14.6%

Sonrces: GNP at factor cost {13, p. 6]
GNP at matket prices {13, p. 6].
Direct taxes: 7959/60 [9].
196061 to 1964/65 [13, p. 107).
GDNI: GNP at factor cost minus dicect taxes.
Public saving (revenue surplus): 1959/60 [15, p. 67]; 1960/61 to 1964/65 (13, p. 107]-
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In Table III, T have given the annual figures for total and for public
and private saving as well as some average and marginal rates of total and
private saving for the period 1959/60 to 1964/65. Despite the danger of
looking at short time periods, it is interesting to note that the rate of private
saving (GPDS) out ofgross disposable national income (GDNI) has remained
virtually constant for the past three years despite the rapid growth of
imports, industrial production and agricultural output. Looking at the
marginal rates from the first three years to the last three years, one sees again
that the private rate is below the total rate due to the rapid growth of public
saving over the past five years. The marginal rates from 1959-61 to 1961-63
are much higher than those from 1961-63 to 1963-65. These figures point
up again the fairly substantial difference between the first three years and the
last three years of the six presented or, if one likes, between the first two
and the last three years ofthe Second Plan. It is not at all clear which ofthe
variety of "marginal rates of saving" is the appropriate one to use for
projections into the next five years’-.

Tax Ratios

While government policy cannot specify what the rate ofsaving out
ofincome will be, it can have a good deal ofinfluence on saving rates through
adjustments in taxation and in public saving. On the matter of taxation, the
government of Pakistan deserves high marks for its aggregate performance
over the past five years, as opposed to the fairly poor performance of tax
revenue during the first-plan period. Table IV represents the relevant
aggregate figures. The behaviour of the average of marginal ratios of tax
and total revenue to GNP presents a marked contrast to those of the saving
ratios. Both the MRS and the marginal rate of taxation (MRT) are low
when measured from 1954/55 to 1959/60, and both are much higher over
the years from 1959/60 to 1964/65. The difference in the behaviour of the
MRS and MRT is in the projections for the third-plan period. Looking

6There is a troublesome point related to estimates of public saving and to government revenue for
the Second Plan, particularly 1964/65. The figures for tax and nontax revenue and for total current
expenditure for 1964/65 differ greatly between the Evaluation Report of March 1965 and the Third Plan
of May 1965 with the result that the public-saving figure for 1964/65 in the Evaluation Report is 290 million
rupees smaller than that given in the Third Plan: expenditures arc lower by 564 million rupees and revenue
by only 274 million rupees. Total saving for 1964/65 is the same in both documents, however, so that
the estimate for 1964/65 private saving is 290 million rupees lower in the Third Plan than in the Evaluation
Report which, if true, would make the private-saving ratio lower in 1964/65 than in 1963/64. Such a conclu-
sion is difficult to explain if the impact of import liberalization on private incomes in the industrial sector
was as great as it was expected to be. More problematic in some ways is that the estimate for public saving
or revenue surplus for the whole second-plan period is unchanged from the Evaluation Report to the Third
Plan. There must, therefore, have been an equal but offsetting decrease in the estimate of public saving
for earlier years which implies in turn an upward adjustment of the private-saving amounts and ratios for
earlier years and a larger fall in the ratio of private saving to disposable national income in 1964/65. These
points cannot be cleared up since the Third Plan does not give the surplus or saving estimates for the earlier
years of the Second Plan. The problem of discovering a stable relationship of saving to income in total
or by sectors becomes even more difficult.
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first at the 1964/65 to 1969/70 projections, the implied MRT, even under
the “additional tax” assumption, is lower than the rate from 1959/60 to
1964/65, while under the assumption of continued present rates the MRT is
virtually the same as the average rate for 1964/65. The situation is a bit
better when one looks at the Plan-period averages which are presented in the
lower panel of Table IV. Here one sees that proposed MRT from the
second-plan period to the third-plan period is about the same as the MRT
from the First to the Second Plan on the low-tax assumption, and four per-
centage points higher for the higher-tax assumption. Here, then, is one
answer to the problem mentioned above about the apparently excessive
role given to private saving over the third-plan period. By assuming an
inappropriately high MRS for the economy as a whole and by slowing

TABLE IV
SUMMARY OF TAX BEHAVIOUR (CURRENT PRICES)

Ratios of Taxes to GNP, Ananal Basis
(i miillivis sipeesy

954/5s 1959/60 1964/65 196“9‘/70 ]96? fe
1 a
1964/65 new rates
rates

Tax revenue 1,304 2,000 3,981 5.580 6,480
Total revenue 1,879 2,640 5,094 2,250 8,150
GNP at market price 21,920 32,705 45,540 62,765 62,765
Tax reveuue/ GNP 5.9% 6.29% 8.4%, 8.9% 10.3%,
Marginal tax rate 6.5% 15.4%, 9.3% 14.4%
" Total revenue, GNP 8.6% 8.29, 11.29, 11.6%, 13.0%
7.1% 19.29] 12.5 17.6%,

Marginal revenue rate (MR.T)

Sources: 195960, 196465 and 1969/70 from [15]; 1954/S$
revenue data from [9]; GNP from {8, April 1965],
adjusced for indirect taxes to get GNP at ymacket price,

BAlternative Caloulation of Ty Ratics

Figst Second Lhird Third
Plan Plan Plag Flan
1094/65 rates [ new rates

Tax revenue 8,817 15,724 24,631 27,631
Total revenue 12,486 20,966 31,3558 34,385
GNP at market price 142,187 202,304 275,960 275,960
Tax revenue/GNP 5.9% 7.8% 8.99 10.0%,
Marginal tax rate 1.s5% 12.1%, 16.2%
Toual revenue/GNP 8.8% 10.3% 11.4% 12.5%
Marginal revegne rate {(MR'T) 14.0%;, 14.0% 18.2%4

Sources; First Plan
Taxcs
Second Plan
Third Plan

1 GNP[8, April 1965| adjusted to market price by indirect taxes,

: o]
: GNP and Taxes [13].
: GNPand Taxes [15].
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down the tax and public-saving efforts that were accelerated over the second-
plan period, the private sector received, as a residual, a very steep accelerat-
ion of projected performance in the third-plan period. Ifthere is anything
at all significant about the stability of the private MRS over the past three
years accompanied by large increases in private-sector incomes, the implicit
MRS ofthe private sector in the Third Plan may be unrealistically high for
the third-plan period, even under the "high-tax" assumption.

The line of criticism or comment, spelled out above, does not mean
that I favour lowering Pakistan's sights for the third-plan period. What
I have tried to do is to indicate that the set of assumptions and projections for
aggregate saving does not seem to be reasonable when one looks at past per-
formance and at the components, or as near as one can get to components,
of past saving. In particular, the effort to be made in the public sector is
projected to be weak despite the potential for additional taxation out of
rapidly rising income in sectors like agriculture. The Third Plan notes
that the potential for additional tax contributions from the agricultural
sector now exists but there are no specific proposals for realizing more
revenues’.

Import and Export Ratios

In order to have a complete and comparable set of data for the micro-
economic variables of concern here, Table V gives the marginal and average
ratios of imports and exports to GNP for the last years of each five-year
period and the average for the three Plan periods. The foreign trade
relationships are in general more consistent with the interpretations and
assumptions stated in the Evaluation Report [13] and in the Third Plan [15]
than those of either saving or taxes. They show the stagnation of exports
and the slow growth ofimports during the first-plan period, the pick-up in
growth of exports during the Second Plan (and from the first- to the
second-plan period) as well as the tremendous acceleration in imports during
the Second Plan that accompanied the foreign-financed "import-liberal-
ization" programme of the past five years. One can also see die further
acceleration in exports that is expected during the third-plan period.

The rapid decrease in the marginal rate of imports from 25.5 per cent
over 1959/60 to 1964/65 to 9.2 per cent from 1964/65 to 1969/70 may be too
much to expect, since it implies: i) a very sharp deceleration in imports; ii)
a marginal import ratio only slightly above that during the First Plan; and

7While total revenue will rise 60 per cent under the Third Plan's high-tax assumption, land taxes
would rise only 16 per cent if they kept the same share in the increase that they had in total revenue in
1964/65, despite a projected increase in value added in agriculture of between 25 and 30 per cent.
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-fii)-a marginal rate that is lower than the average. EBven with a very sub-

“stantial programme of import substitution, such a ratio way be nnrealistically
low. " The Third Plan {15} does expect the import ratio to be higher for the

“entire thitd-plan period than it was for the second-plan period, but the
~deceleration appears to be extremely rapid in the last few years of the Third
Plan. The acceleration in exports from the second- to the third-plan period
does not seem too great. The marginal export ratc, howevet, accelerates
quite 2 bit from 1964/65 to 1969/70 compared to the rate from 1959/60
to 1964/65 when the average ratio of exports to GNP fell,

TABLE V
AVERAGE AND MRGINAL RATIOS OF EXPORTS AND IMPORTS TO GNP

(in smillion rupees; current prices)

1954/35 | 1959/60 | 196465 | 1969/70 }l;ll:: Sf’i?: ! rii‘lil;;d
npoitsofgoods (M) 138 461 s7i0 7036 ogas o953 amsa0
Exports of goods (X} 1,760 0,847 2,520 4,120 7,08 10,087 16,840
GNP ar maiket paces 21,920 32,705 135,540 62,765 142,187 202,304 275,960
M/GINP 7.1% 7.3% 12,69, 17%, 6.8% 10.4% 11.8%
%JGNP 8.0%; 5.7% 5.5% 6.6%, 7 5.4% 6.3%,
AM/AGNDP 8.4% 25.5% 9.2% 18.6% 15.8%%
AX[/AGNP 0.8% 5.2% 3% 5.0% 79%

Note: Imports and exporis for 1054fss were adjusted upwurd to veflect the devaluation of rupee in
August 1955, € the adjustment s ot made, the maiginal rates fromt (95455 to 195960 are
ymrealistically high.  Tn addition, invisibles have been excluded from all figures which, therefore,
represent imports and exports of goods only.

Sources: liaports: 1054/3s |8, April 1963, p. 829).
: 196465 [13, P 1T5] :
1969f70 (15, p. 98|, adjusied for PL-480 and tndus-Basin
(TPOLES.
Hxports: 1954/55, 1950/60 [8, April 10635, v. 820].
196465, 1969/70, {15, p. 84].
First Plan [8, April 1965, p. 829].
Second Plan {13, p. t17].
Thizrd Plan 15, p. 98}, exports adjusted to goods only
by deducting 15 per cent for invisibles, the average of
196465 and 1969/70.

One measure of successful fiscal policy that would show up in fairly
aggregaie terms is the effect on exports. Although the rate of growth of
export earnings was quite a bit higher than was anticipated, so was the rate of
growth of GNP, We are told in [13] that “fiscal policies, particularly
taxation measures, helped in curbing consumption and diverting a larger
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proportion of increased production into the export market”. Evidence
that this was the case would presumably be a marginal export rate that
was above the average. Such was not the case, however, as the ratio of
exports to GNP fell regardless of whether one compares 1959/60 with
1964/65 or the First Plan with the Second Plan.

III. ASPECT OF PAST AND PROJECTED FISCAL POLICY
Tax Proposals

The growth in government tax revenue over the second-plan period
has, as noted, been quite satisfactory and represented a substantial break with
the past. Important steps were taken both: i) in raising the levels oftax rates
to absorb more private resources; and ii) in the direction most tax rises took.
Table VI gives the projected and actual 1964/65 revenue by major revenue
heads, though unfortunately the Second Plan, like the Third Plan, does not
tell the amount by which taxes would be increased to reach the targets for
new taxation. Conspicuous in its failure to meet even the target at the old
rates of tax were taxes on agricultural land.  This failure is even more
important in view of: i) the extended discussion in the Second Plan of the
need to raise revenue from agriculture; and ii) the greater-than-anticipated
increases in agricultural incomes over the second-plan period. In addition,
income and corporation taxes did not rise as rapidly as indirect taxesi on
imported and domestically produced goods. As a result, the share ofd rect
taxes in total revenue fell over the period. While such a movement,
particularly over a short period, is not necessarily bad, the time must soon
come to start raising the share of direct taxes as a concomitant ofestablishing
a flexible, income-elastic and relatively more equitable tax system that will
adjust to a rapidly industrializing and urbanizing economy. In view
of this need, the projected fall of the share of direct taxes in the Third Plan
from 26 per cent in 1964/65 to less than 24 per cent of total taxes in 1969/70
is not encouraging. Improvements in the means of imposing relatively
equitable income-elastic taxes in the agricultural sector command even
greater urgency than they did in 1960.

The direction ofindirect tax changes over the second-plan period was in
general an encouraging one. Since many of the changes that were enacted
were in fact recommended by the Second Plan, the trend is even more
important. The second-plan period marked the ascendancy of the Planning
Commission to a high place in the determination of economic policy.
Indeed I would argue that it was as a framework for policy rather than as a
blueprint for expenditure that the Plan was most successful, though support
for that statement is beyond the scope of the present paper. A review of
second-plan tax proposals and their implementation will illustrate the
general success in getting policies adopted.
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TABLE VI

GROWTH O TAX REVEMNUZ: PROVECTED AND AUTUAL

Second-Plen 1964[6§
projections cstimates Ratio actual
1964/65 at from to projected

1059/60 rates Third Flan

Income and corporation tax 400 633 158
Land revenue 320 109 06
Customs 550 1080 196
Excises 390 849 217
Sales taxes 390 750 193
Miscellaneous taxes 230 362 164

Total: 2270 3981 175
Additional taxation 1750 - —

Total taxation: 4020 3081 99

Sources:  Second-plan projections: 1964/65 at 1559/60 1&::_5,’;‘:0111{14, p- 56
Additional taxation, from [14, p. 23} 1964/65 catimates (at
1964/65 rates inclnding additional taxation), trom [13, p. 67].

The Second Plan advocated “a greater use of taxes and subsidies to
secure 2 desirable allocation of resources instead of relying on a multiplicity
of direct controls...” {14, p. 49]. In particular, it argued strongly for an
important surcharge to eliminate the windfall gains to import licensees and
eventually the licensing system itself [14, Pp. s0-51]. While the aim was
not achieved, important steps were taken. Table VII shows the average
rate of taxes (import duty plus sales tax) on imports at the beginning and at
the end of the Plan period. Notable increases were made in the 1960/61
budget and smaller changes were made throughout the Plan period includ-
ing, finally, a “regulatory duty” on items included in the new Free List
of license-free imports in June 1964. In an important sense, however, the
increased reliance on the market for determining import composition® was
due not to increased duties of a regulatory nature, but to substantial increases
in the balance-of-payments deficit on goods and services account which was
financed by increased aid. It was primarly the increased availability of
foreign exchange that made the increased market dependence work, not the

changes in duty structure, even though substantial changes were made in the
Jateer®.

8The development of increasingly liberal poficy is traced out by Nagvi{7] and, with estimates
e quantitative impartance of specific measures, by Thomas {23].

9For indirect support of this proposition, see the results of Pal's study {17}
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TABLE VII
RATES OF TAX ON IMPORTED GOODS BY TYPE OF COMMODITY

Commodity ' 1959/60

£960/61 ] 166465

(....percentage of c. & f. price....)
Consumption goods

Essentials 3s $5 56
Semi luxuries .54 I 118
Luxuries 99 140 144

Raw materials for consumption goods
Unprocessed 26 27 31
Processed 43 50 [
Raw materials for capital goods
Unprocessed 23 28 32
Processed 38 40 53
Capital goods
Consumer durables 81 8s 91

Machinery and equipment 14 17 22

Sourees: 1959f60 and 196061, from [21, p. 551].
196465 unpublished supplementary table in [20].

The Plan recommended lowering the rate of export duties on cotton
and, to a lesser extent, on jute. These recommendations were adopted in
successive budgets, as Radhu’s summary tables show [20 ; 21].  Excise duties
were also increased in accordance with the second-plan objectives, and in
the last budgets of the Plan some of the suggested conversions from specific
to ad valorem dutics were adopted. The Second-Plan suggestion of a 2.5-
percentage-point increase in the basic rate of sales tax was more than met,
as the basic rate rose from 10 per cent in 1959/60 to 12.5 per cent in 1960/61,
15 per cent in 1963/64 and 16 per cent in 1964/65.  On the other hand, the
coverage of excise and sales taxes did not expand to the extent recommended
by the Second Plan, nor, I would argue, to the extent necessary to make the
indirect tax system a truly effective instrument of government policy. The
failure of the government, particularly the provincial governments, to
respond to the extensive discussion in the Plan about agricultural taxation
and water rates has already been noted. A capital gains tax that the Plan
suggested might be warranted, however, was adopted along with wealth
and gift taxes (and a flurry of political opposition from the business com-
munity) in 1962/63. In general, one can say that the Planning Commission
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,qlii‘t'e successful in getting its tax programme adopted, particularly in
ims of the direction of change, during the second-plan period.

" The Third Plan is much less specific than the Second Plan about the

nature of future tax changes due in part to the fact that the Commission on
* Taxation and Tariffs had not made public a report at the time the Plan was
‘drafted. One could fairly say, however, that the direction of change in~
dicated in the Third Plan is an extension of the policy of the Second Plan
with the exception of the attitude towards protection. The Second Plan
clearly viewed the import taxes only as restrictive devices on “‘excessive”
imports and as a means of absorbing purchasing power from the private
sector, not as protective devices. The Third Plan, however, explicitly treats
prcl)tection and the encouragement of import substitution, as discussed
below.

Fiscal and Exchange-Rate Policy

In achieving the goal of eliminating foreign assistance at a level of
income and an economic structure that can sustain its own needs for capital
formation and imports, fiscal policy and its close cousing — exchange-rate
and commercial policy — play an important role. These policy instrurnents
are supposed to create a structure of incentives that will encourage saving
and discourage consumption, encourage production for export rather than
for domestic markets in consumption-goods industries, and encourage
import substitution in capital- and interinediate-goods industries. The
export-promotion and import-substitution programmes are supposed to
be “saving oriented”, since i) increased export carnings would be used for
“development” imports, i) domestic production of capital goods rather
than of consumption goods would discourage any “unplanned” increase in
consumptions, and ifi) import policy would reduce imports of consumer
“goods and promote impotts of capital goods, thus encouraging saving and

discouraging consumption'.

Bxpoxt Promotion

The Second Plan proposed “to increase the output of commodities
that can be sold in foreign markets to curtail domestic consumption in order
to have a surplus for export, and to provide adequate incentives and oppor-
tunities to exporters”. T'o do this job, the Second Plan argued that “taxation

Jevels will have to be high enough to restrain consumption, and that more
“specific measures will have to be taken to restrict consumption of particular
“'goods that can find an export market” [14, p. 94]. The Evaluation Report

ha '} [15’ espccmlly Pp. 33'35]'
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[13] explains that the achieved 7-per-cent rate of growth of exports greatly
exceeded the Plan target (3 per cent). Four factors were responsible for the
more rapid growth: i) greatly increased production of cotton and fine rice;
ii) diversification of markets; Hi) strengthened incentives; and iv) stronger
"institutional framework"". Strengthened incentives included in the
Second Plan were the Export Bonus Scheme, essentially a multiple exchange-
rate device to selectively devalue the rupee, and "fiscal policies, particularly
additional taxation measures, [which] also helped in curbing consumption
and directing a larger proportion of increased production into the export
market” [13, p. 18]. Unfortunately, the latter export policies do not seem
to have been as successful as the Evaluation Report and the Third Plan would
have one believe from their texts. Though there may have been some
effect ofthe Bonus Scheme on minor exports and remittances from abroad,
two industries singled out in the Second Plan (cotton textiles and tea
[14 Pp. 94-95]) for more than one-sentence treatment, both responded negat-
ively over the period”. In these two industries in which the fiscal policy
package designed to restrict domestic consumption and increase exports
should have had its quantitatively most important impact, fiscal policy
did not simply fail to raise the share of exports in increased production, but
it allowed total exports to fall**.

The Third Plan notes that most production increases are projected in
products that could be consumed at home, and adds "it will be necessary,
therefore, to adopt fiscal and other measures to restrain consumption of
exportable commodities and channel increased production into the export
market" [15]. It will certainly be necessary for the measures adopted to be
stronger in the Third Plan than in the Second Plan, if the results are to be
achieved-

Import Substitution

Literature on the subject ofimport substitution has blossomed extens-
ively since the Second Plan was published. The extent of the Second-Plan
comment on the subject was: "it is necessary to substitute domestic product-
ion for imports wherever possible" [14, p. 96]. Virtually no discussion of
principles, ofpolicies, or ofparticular industries followed. Now, however,
there exists a sizeable and rapidly growing literature on import substitution in
Pakistan, including [3; 6; 19; 21; 22]. The Third Plan itself argues that

11See [13, p. 18; 15, Pp. 81-82].

125ee [1] for an explanation and analysis of the Bonus Scheme.

13For extended discussions of the consumption-export problem in cotton textiles and tea, see
[35 24].

14Exports as a per cent of cotton-textile production fell from 19 per cent in 1959/60 to 11 per cent
in 1963/64, while tea exports as a per cent of production fell from 23 to less than one-tenth of one per cent
over the same period. Figures are from [6, Pp. 124 and 126].
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import substitution in consumer-goods industries may lead to “domestic pres-
sure for higher consumption levels which emerge when the capacity of con-
sumer-goods industries is expanded”. The Plan adds, “it is a better strategy
to limit the expansion of the capacity of the consumer-goods scctor in the
very first instance and to deny the economy the temptation of an unplanned
increase in its consumption” [15, p. 34]". The Third Plan later argues
that “within the field of import substitution, major emphasis will be on
producer-goods industries in order to meet the country’s growing require-
ments of capital goods and machinery by domestic production” |15, p.50].
In both the “Resources and Financing” and the “Balance of payments”
chapters, the Third Plan insists that there be a review of the tariff structure
with the preliminary recommendation as a rise in protection afforded to
domestic capital-goods industries'®.

The initial arguments over import substitution took for granted that,
since the level of protection was much lower for intermediate- and capital-
goods industries, such industries had not been doing well in terms of either
absolute size or rate of growth. It was argued quite well [3; 19] that
investment in consumer-goods industries had gone too far. Lewis and
Soligo [6] showed, however, that the growth of intermediate-and
capital-goods industries and import substitution in these industrics had
been quite substantial despite the fimited protection afforded these industries
by the tariff structure. More recently Soligo and Stern [22] have suggested
that the expansion of many consumption- goods industries has gone so far
that the marginal productivity of labour and capital in consumer goods
industries may even be negative when they are valued at a “correct” set of
relative prices. Bven if the latter conclusion is not strictly true, as may be
the case when more adequate data are used and the methods are improved,
the problem of the incentive structure given by indirect tax rates bears
caretul examination, as their results certainly point in the proper direction.

Combining Tax and Exchange-Rate Incentives

In an effort o tie together somewhat the problemsof export promot-
ion and import substitution with those of indirect tax and exchange-rate
policies, I have given in Table VI some rough estimates of the cxchange

15The Third Plan also states that *‘there is a great need for legislative action preventing monopolist~
ic practices in all established industries like textiles, where the freeplay of market force should gradually
bring down prices” [15, p. 1r9]. Latter it notes that “blanket protection of the conswmer-goods sector
has left no inducement for it to improve its efficiency so that some selected adjustments [in tariffs] will have
to be made in order to introduce the possibility of foreign competition”. Two points should be noted.
First, the intention to bring down prices of such items as cotton textiles to the consumer is quite in conflict
with the stated policy using domestic indirect taxes to prevent consumption liberalization and to improve
export surpluses. Second, the aim of introducing foreign competition to domestic import-competing
consumption~goods industries is in confiict with the goal of further orienting the import composition to
development imports,

16The same suggestion was madc earlier in [4; 17; 21].
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rates for different types of goods implicitly facing various groups in the
economy. Although the official rate of exchange is approximately 4.75
rupees to one US dollar, export taxes, import duties, sales and excise taxes
and the Export Bonus Scheme introduce easily measurable distortions bet-
ween world and domestic prices at an exchange rate of4.75, and these dis-
tortions can be thought of as implicit exchange rates. I have not tried
here to take account of the additional and important problem treated by Pal
[17] of additional differentials due to the structure of import licensing (i.e.,
quantitative restrictions), though these: i) are quite substantial in many
industries; and ii) increase the general incentives for import substitution.

The "export rate" in Table VIII is the amount ofrupees (or equivalent
rupee value) received by an exporter for exports sold for one dollar abroad.
Export taxes reduce this amount, and the Export Bonus Scheme increases
it'”7”. The "import rate facing users" is the total amount in rupees that
would be paid i) foreign exchange, ii) import duties, and Hi) sales taxes on
imports in order to import goods worth one dollar from abroad. The
"rate facing users” is not an appropriate measure to get the rate of protection,
however, since there are disincentives to domestic production in the form of
excise and sales taxes which must be subtracted to get the "import rate fac-
ing producers of substitutes".

In the absence ofindirect taxes and subsidies, all exchange rates would
be 4.75, but it is quite clear from Table VIII that the differences are quite
substantial. Ifoneis interested in the problem ofencouraging exports relative
to import substitution, one compares Columns (2) and (4) and if one wishes
to see the impact of domestic indirect taxes in attempting to divert product-
ion from domestic use to export, one compares Columns (3) and (4).
The comparisons are revealing. Forjute textiles, domestic taxes forced near
equality between export and domestic-sale incentives, while for cotton textiles
it would be much more profitable to sell in the domestic market rather than
to export on the basis of the tax and exchange-rate incentives.

The implicit exchange rates given in Table VIII are somewhat less
accurate for the goods classified by type, but the orders of magnitude are
such that the comparison would not be changed substantially by further
refinements. It is very difficult to find a rationale for the structure given
here. The only group of commodities for which the exchange rate and
indirect tax structure provide incentives for exports greater than those for
import substitution and domestic use are the investment and related goods

iyNote that I have assumed here that foreign-offer curves are perfectly elastic. Though this is
not true for jute and jute goods, it is probably a fairly good approximation for other exports and for
imports.
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industries ! Luxuries and semi-luxuries receive the greatest additional incent-
ives for production for domestic rather than foreign markets, since the
level of domestic indirect taxes does not offset the height of the explicit
protection for these goods and leaves the implicit exchange rate more
favourable for import substitutes than for exports'®.

TABLE VIII

BSTIMATED IMPLICIT EXCHANGE RATES FOR VARIOUS GOODS BASED ON

INDIRECT TAX AND EXPORT BONUS STRUCTURE

{rupees to US dollar)

Import rate

Export Import rate facing pro-
rate facing uscrs ducers of
substitutes

o) @) ) )
Official exchange rate 1.75 475 4475
Raw cotton 4.6
Cotton textiles G.2 12.4 10.2
Raw jute 4.5
Jute textiles 6.2 8.1 6.3
Consumer goods

Essentials 475 74 Tk
6.2
6.9
Semi-iuxurics 6.2 10.0 9.1
6.9
Durables 0.9 8.1 7.4
Luxurics 6.2 11.§ 0.6
6.9
Capital goods and equipment 6.9 5.7 5.5
Note:  Rates apply to 1963/64, Intermediate goods are omitted because comparable figures are ot
easily available,
Sources:

Export Rates: Export bonus rate is 20 per cent an cotton and jute textiles and 30 per cent on most
other manufactured exports.  The rate for raw cotton and taw jute computed from : i) the specific
duty on exports; and ir) the prices of cotton and jutc in 1964 to adjust exchange rate.

Import Rates Facing Users: This would be the exchange rate a person would pay inclusive of
duties and sales taxes to import the group of items in question.  Rates are from [20].

Import Rates Facing Producers of Substitutes: For cotton textiles, jute textiles and capital goods,
the exchauge rate facing consumers was adjusted downward by the ratio of domestic indirect
taxes to taxable domestic  production from [6] for 1963/64. Essential consumer goods are not
adjusted since domestic indirect taxes are low, Semi-luxuries and durables taken at 100 per
cent, luxury goods taken at 20 per cent, indirect tax rate for adjustment downward. (see [z0; 21]
for industry by industry figures that justify the usc of the averages),

185oligo and Stera [22] also find that the rate of protection to valte added is much higher for con-
sumer-goods industries than for intermediate and capital goods, thus strengthening the bias stilf fiuther.
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While the Third Plan may be correct that there are limitations to
exports imposed by "demand in the international market for Pakistan's
industrial exports", it is quite clear that the incentive structure has not been
set up to test the international market to its utmost. It is imperative that
more adequate steps be taken in the third-plan period to assure that proper
incentives be given to production for export, greater disincentives to pro-
duction of consumer goods for domestic uses, and greater incentives to
production of investment and related goods for domestic use, since this
category receives the most unfavourable exchange rate of any group of
commodities except raw cotton, raw jute and cotton yarn.

In view of the exchange rates implicit in Table VIII as well as the
general characteristics of Pakistan's growth, the size of the current balance-
of-payments deficit and the extent of current overvaluation of the rupee
[17] even at current levels of taxes and subsidies, one must dispute vigorously
the statement in the Third Plan that "the ultimate objective (ofexportpolicy)
must be to reduce and gradually eliminate the dependence of our industries
on the Export Bonus Scheme, by strengthening our export incentives
through other fiscal measures and increasing the efficiency of our industrial
units” [15, p. 9o]. It seems abundantly clear from all indications that the
Pakistan rupee is still overvalued at the rate of 4.75 to the US dollar, even with
the current props to maintain the official rate. It would be more rational
to move in the direction of providing adequate incentives to the export
industries by a more realistic exchange rate. Since the value of a dollar's
worth of imports to the economy is in the neighbourhood of 7.5 to 9
rupees, it is quite clear that valuing exports at 6.2 or 6.8 rupees represents a
clear loss of welfare, since increased exports can buy increased imports which
have a higher value to the economy than import substitutes’. The political
disagreeableness of talking about devaluation is quite obvious, and it is per-
fectly understandable that a government would prefer to solve its exchange-
rate problems by implicit rather than explicit devaluation. If, however,
the aim offiscal and balance-of-payments policy in the Third Plan is to try to
"legitimize" an export exchange rate of 4.75, instead of at the bonus rate,
the Plan is not very well conceived. Import substitution through higher
protection will lead to lower real income than export promotion through
more realistic exchange rates.

IV. SUMMARY AND CONCLUSION

An analysis of the reasons for improved growth performance of
Pakistan's economy in recent years has not been attempted here. Some of

190on the value of import substitutes, see [22]. Note again that the value of a dollar's worth
of imports is based solely on the exchange rate and indirect tax system. The substantial additional
premium on imports reported in [17] is not included. If it were included, however, the differential
incentive for import substitution is even more pronounced.
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the key macroeconomic variables related to fiscal policy have been discussed
with regard to past changes and the possible effects of government policy,
and the third-plan projections have been examined in light of the record of
the past ten years. At the aggregate level, the major difficulties to be faced
in light of the past record are the following:

i} attaining in the third-plan priod the 22-per-cent marginal rate of
saving that was claimed as the second-plan achievement; (in view of the scan-
ty evidence one can hardly support any firm figure as “the marginal rate
of saving, and most alternative measurcs are below 22 per cent for the past.)

ii) government efforts to increase tax revenues at a rate equal to that in
the Second Plan; (private saving would have to accelerate its growth more
than is realistically possible if total saving goals are to be reached under the
present rates of revenue growth projected in the Third Plan.)

fif) increasing once again the marginal rate of exports over the rate
reached in the second-plan period; and

iv) decreasing the marginal import ratc to one almost the same as that
prevailing in the stagnation of the late 1950’s. (The costs of pushing import
substitution to the extent projected may be too high relative to the costs of
further increasing the flow of exports to provide forcign exchange for greater
imports.)

While the export target seems to be reasonable, the projected import
rates may be inadequate to sustain the size of the development programme
and the growth projected for some sectors. Public-saving targets (but
particularly tax revenue targets) are too low at the aggregate level and are
woefully inadequate with regard to such sectors as agriculture. Since the
public-saving targets are low and the aggregate saving target scems to be
high, the expected increases in private saving implicit in the Plan are almost
certainly unattainable in light of past performance.

The Appendix to this paper raises some doubts about the accuracy of
the above judgements in view of the many revisions in aggregate economic
statistics that have been made recently and that will continue to be made.
Since such questions of data adequacy apply equally to the Plan evaluation
and projections, however, I shall not apologize unnecessarily for the results
or the judgements made.

At the microeconomic level of differential tax, exchange rate and
fiscal policies, the performance during the second-plan period was mixed.
The movement towards substitution of indirect fiscal controls for direct
administrative controls made considerable progress due primarily, no doubst,
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to the large increase in resources made available in the form of greatly-
increased imports. Substantial rises in indirect-tax rates took place in the
directions the Second Plan has indicated. The increases that took place,
however, were not adequate to restrict domestic consumption of important
exportable commodities. There was some movement towards a more
rational set of incentives for promotion of exports and for the improvement
of incentives for import substitution in intermediate and capital goods. A
major area ofpublic policy yet to be resolved, however, is the establishment
of a set of exchange rates and domestic indirect taxes that will sufficiently
encourage production for export relative to production for the domestic
market. The projected decline in the marginal and average import ratios
and the massive size ofthe implied import substitution programme seem to
be unwarranted until adequate incentives for export industries are established
through exchange rate or indirect tax rate adjustments.

Progress during the second-plan period was good, though it is
impossible to say how good with much accuracy. Progress in the third-
plan period will continue to be made only ifthere are increased attempts to
rationalize the exchange- and tax-rate systems and to tap additional domestic
resources for public saving without reducing private saving. These are
tough realities, tougher because of the deceleration of growth of imports
and import surpluses projected for the Third Plan. The economy, and
particular sectors of the economy, will not enjoy in the third-plan period
the initial lift they received from rapidly rising imports during the second-
plan period. Adequate government policy measures will have to be taken,
and since they will be taken without the rapidly rising additions to resources
from abroad, there are bound to be more decisions in the Third Plan that
will hit particular sectors harder than the same measures would have during
the second-plan period when imports were being "liberalized" more and
more each year.

When the stated objectives of increasing social and economic justice
are added o these above difficulties, it is clear that Pakistan must devote
herselfto the development effort with even more vigour than she has in the
past ifthe aims and objectives ofthe Third Plan are to be fulfilled.
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Appendix

A BRIEF INTRODUCTION TO SOME PROBLEMS OF USING PUBLISHED
AGGREGATE ECONOMIC STATISTICS IN PAKISTAN

There are numerous serious problems in studying aggregate economic
relations in Pakistan, particularly those dealing with saving relations. The
basic problem is one of inadequate information about economic activity,
price relationships and flows of goods and services in major sectors of the
economy. The problem is compounded by the presence of a fairly large
number of “official” estimates of various magnitudcs, and by a faiily rapid
rate of revision of part or all of the basic economic series or indicators.
For example, if one picks up the two Mid-Plan Reviews of 1963 and 1964
and the Evaluation Report of 1965 (all produced by the Planning Commis-
sion), one finds three distinctly different estimates of GNP, each based on a
separate method of estimation, and only the last of which agrees with the
estimates being published at the same time by the Central Statistical Office.
The basic revision in the national accounts done by the National Income
Commission (see its Tnterim Report[10] of September 1964) was the first done
for 1959/60 to 1963/64. Fortunately, the CSO began publishing in its
Bulletins in 1965 a revised national-accounts series from 1949/50 to the
present, both in current and in constant (1959/60) prices.

Saving is estimated in Pakistan by estimating investment and by
deducting some measure of the import surplus from investment to find the
amount of domestic investment that was offset by domestic saving.
Saving estimates can, therefore, vary with:i) the investment estimate; and
i) the estimate of import surplus which in turn depends on a) the estimate
of imports, b) the estimate of exports, ¢) the concept of balance-of-payments
deficit that is used, and d)} the estimates of balance on invisibles account.

Investment estimates are made by the Planning Commission on the
basis of availability of goods used in investment (cement, structural steel,
machinery) and, more recently, on the basis of scattered records of private
but primarily public agencies making capital expenditures as well. Esti-
mates of “nonmonetized investment’ are, to the best of my knowledge,
just guesses, related in some way to value added in agriculture. The three
Planning-Commission documents mentioned also have three different
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estimates of investment activity. The 1963 Mid-Plan Review has invest-
ment estimates that are roughly comparable in method of estimation to
those used by the Planning Commission for carlier years, and they are also
quite close in concept to those used in [2] which presents the first published
estimates back to 1949/50. The two revisions of investment estimates
which appear in the 1964 Mid-Plan Review and the 1965 Evaluation
Report only go back as far as 1959/60 so that there are no revised estimates
of investment before 1959/60 yet available on the same basis. Finally
Papanck [18] has his own set of industrial investment estimates which are
based on an entirely different method of estimation covering the period
before 1959/60.

The balance-of-payments estimates, like those for investment, deserve
much more space than is available here. I have noted elsewhere [5] some
of the problems of the choice of concepts and of data, and showed the
sensitivity of the saving estimates to the use of CSO or State-Bank estimates
of the payments deficit or a measure based on CSQO’s goods balance plus
ihe State Bank invisibles balance. In addition to problems of different
coverage in time and concept by the CSO (arrivals of goods) and the State
Bank (payments for goods and services) there ate certain goods, particularly
aided goods and especially PL-480 imports, which are apparently treated
differently by the CSO and the Statec Bank. Therefore, the Planning Com-
mission prepares its own estimates of imports, exports and other receipts and
payments based on a variety of sources, and it is these latter estimates that
appear in Planning-Commission publications. The Planning-Commission
methods are given in the mimeographed document [16]. Once again, how-
ever, the backward look for the Planning-Commission balance-of-payments
estimates ends in £959/60, so one has to fend for oneself in the earlier period.
In addition to these numerous problems of measuring imports and payments,
the Planning Commission occasionally uses different concepts of the pay-
ments deficit to subtract from investment to get gross domestic saving.
In the 1963 Mid-Plan Review, they neglected to account for PL-480 imports,
thus understating the deficit and overstating domestic saving. In parts of
the Third Plan “external resources” are used rather than the current pay-
ments gap so that changes in foreign-exchange reserves, which are saving or
dissaving, are neglected.

The meaning of these different scts of estimates with their different
conceptual bases is that one must be exceedingly careful in using published
data, particularly that from the Planning Commission, whose explanations
of changes made from time to time, when available, are usually in limited-
circulation mimeographed form. Most series break in conceptual basis at
1950/60 and there are several sets for the post-1959/60 period. Presumably,
the more recently made estimates are better than those made earlier. But



Lewis: Domestic Resources and Fiscal Policy in Pakistan 87

since the new bases have not been used to fill in the earlier years, a part of
differences between the fifties and sixties is due to different bodies ofstatistics.
Different evaluations ofthe performance during the 1960's are due in part to
the three new sets of GNP and investment estimates that have appeared in
the past three years. While I would definitely notjoin some cynics who have
said that the successful completion ofthe Second Plan was due to a successful
revision of the national accounts, a great deal of caution needs to be ex-
ercised in drawing specific conclusions (or calculating fixed coefficients)
from this period when the estimates were changing so rapidly, and when
they are likely to change still more.

To save others the time of comparing the effects of the revised esti-
mates on some of the key macroeconomic magnitudes, I have prepared
tables of comparison for the years 1959/60 to 1964/65 which are given below.
Table A-I compares the three successive estimates of investment, imports,
exports, GNP, and saving that appeared in the 1963, 1964 and 1965 reports
of the Planning Commission. Since the largest basic changes are in the
investment series, Table A-II compared the components of gross investment
from the three reports, and one can see that a principal source of the rise in
the estimates for total investment was the increase in the "monetized"
investment of the private sector. The various national product estimates
that were available for the year 1959/60 are given in Table A-III, by sectors
oforigin ofnational product, so that one can compare the source of change
in the aggregate estimates.

The most interesting differences are to be found between the Plan-
ning-Commission estimates in the 1904 Mid-Plan Review and the new official
estimates of the National Income Commission for 1959/60 as a base year,
shown in Table A-III. The Planning-Commission estimates were signi-
ficantly higher in mining (by 28 per cent), large-scale manufacturing (by 28
per cent), small-scale manufacturing (by 28 per cent), construction (by 77
per cent), public utilities (by 40 per cent), and ownership of dwellings (by
95 per cent). It is also quite a bit higher in other services, but since the
National Income Commission estimates are higher for wholesale and retail
trade, for banking and insurance and for transport and communications,
there may be an offset due to different classification among these three
categories, while there is less likelihood of overlap among other sectors.
The National Income Commission estimates are higher for the largest sector,
agriculture, fisheries and forestry (by 10 per cent) and for the general services
category (by 16 per cent). Using as a naive rule of thumb the notion that
the official statistics generally understate the value of almost anything that
they attempt to measure (ie., that undercoverage is much more important
than double counting), I have shown in the last column of Table A-III a
naive recomputation of GNP for 1959/60 based on the higher of the two
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estimates (Planning Commission and National Income Commission) for
value added by sector for that year. The combined estimate gives a GNP
of about 8 per cent higher than the Planning Commission estimates and
about 10 per cent higher than the new national accounts.

While I would certainly not claim much accuracy for the combined
GNP estimates, one purpose in presenting it is to show that under a not
unreasonable rule of thumb (compared to other estimation techniques for
Pakistan’s statistics) one can obtain a fairly different base-year magnitude.
The new higher GNP would, of course, lower investment and saving ratios
for the base year, and they would lower the marginal ratios from that year
to any future year if the rates of growth were kept the same, since the abso-
lute change in the income (the denominator) would be larger than it had
been!. More important than this possibility are the differences in sectoral
value added, which presumably reflect differcnce in sectoral gross output.
Investment estimates, as mentioned, are preparcd by the Planning Com-
mission on the basis of, among other things, estimates of construction
activity and output and imports of steel, cement and machinery. The
Planning-Commuission estimates of value added in large- and small-scale
manufacturing and particularly in construction are higher by a considerable
margin than those of the National Income Comumission. While the
Planning Commission had adopted the National fncome Commission GNP
figure for aggregate presentation in the Evaluation Report and in the
Third Plan, the investment estimates in both Planning-Commission docu-
ments ate based on the Planning Commission’s old estimates of construction
activity and the availability of certain manufactures, not on the new National
Income Commission accoumts. This fact can be seen in [25, Chapter 3]
which gives the only generally available discussion of the sources and
methods for constructing the new (1959/60-1964/65) estimates of invest-
ment?, -

Thus, even the latest investment serics and the latest official GNP
series are not consistent in their basis. It is quite obvious that the pre-1959/60
investment series is ot comparable to the pre-1959/60 GNP series. One
doesn’t know much about the pre-1959/60 trade balance figures, except
that they have not been revised to be completely comparable to the post-
1959/60 series. The saving series, therefore, is open to variation because of
the differences in investment and trade balance definition, and the saving
ratio series varies with the GNP estimates as well as the saving estimates.

18ince investment, and therefore, saving estimates ace already based on the higher sectoral value
added figure, the numerator would not change.

2Tims also discusses in Chapter § the reasons for differences between Planning Commission and
National Income Commission estimates of coustruction activity, the latter being based on cement avail-
ability only, while Tims’ are more broadly based,
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Price Data and Investment Deflators

There are other problems of using aggregate statistics on an historical
basis, particularly when one wants to convert data to constant prices. For
some commodities (particularly those that are somewhat homogenous,
those that were relatively very important in terms ofvalue produced or sold
in the 1950's and those whose prices are not controlled) there are relatively
good data with good coverage over time that appear to be fairly sensitive
to changes in supply and demand conditions. Major foodgrains, cotton,
jute and sugarcane, and many minor foodgrains, are well covered among
agricultural commodities. Fruits and vegetables, and forestry, fishery, and
livestock products (except hides and skins) are not well covered in either
extent or accuracy. Cotton textiles, jute textiles, cigarettes, tea and a few
other consumer goods are fairly well covered among manufactured goods,
but prices of many manufactured goods are not well covcred, regardless of
whether the goods are of domestic or of foreign origin. Perhaps the worst
coverage of all is in producers goods and manufactured raw materials,
particularly those that are imported, which latter constitute the major share
of such products. Since the weight of producer goods, and particularly
imported producers goods, has increased over the past ten years in total
domestic availability of manufactures (see [6]) the most poorly registered
goods are becoming more important in what should be the price index for
manufacturers. Finally, ifone wishes to construct a price index for invest-
ment goods that can be used to deflate or inflate historical series of invest-
ment (depending on whether they are estimated first in current or
constant prices) one is almost completely at a loss for reasons both of
conceptual definition and coverage of price statistics.

Why pick out an investment deflator or inflator as the least reliable?
First of all, some prices were controlled during the period so the recorded
price movements do not reflect movements in relative scarcities, which is
presumably why we are interested in prices. Blackmarkets existed and
still do exist for cement and for imported goods ofall types, machinery and
equipment included. The domestic prices of imports, as shown by
[17], arc well above cScf prices plus duties, due to currency overvaluation
and artificial restrictions on imports. What we do not know is how this
mark-up behaved over time, although there is a general feeling that it has
fallen over the past decade as foreign-exchange availability (and the volume
of imports) increased and as the domestic supply of close or distant sub-
stitutes rose (see again [6]). In addition to the fact that the controlled prices,
which are most likely to be recorded, do not reflect scarcities or movements
in scarcities, there is extremely poor coverage of producer goods in official
statistics. Despite the fact that domestic production of machinery (except
electrical) in 1959/60 was less than 13 per cent of total availability, the
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“machinery and equipment” subindex of the CSO’s wholesale price index
is composed of the list prices of two domestic manufactures, for three and
four pieces of machinery in East and West Pakistan, respectively. It is small
wonder that there has been virtually no change in the wholesale price in-
dex for machinery over the past five to eight years. The index probably
tells us nothing about the price movements of machinery and equipment.
I do not mean to imply that it is a simple matter to get an appropriate price
index for producer goods. My purpose is only to say that the data now
available are definitely not up to the job.

The problem of price control and licensing severely affects the estimat-
ion of investment activity at either current or constant prices. If two
identical factories are built and equipped by two different firms, one in
possession of all proper sanctions which allow purchase of material at con-
trolled prices, and one built with materials of foreign origin purchased locally
from a commiercial importer, the latter is likely to pay 6o per cent more
for his material than the former (see [17]). What, then, is the correct
figure for investment activity in i) current and ff) constant prices? If we
take actual expenditures on investment as the current-price estimate, how
do we deflate from a future time period to get coustant prices? Or, if
investment estimates are made by obtaining an index of the availability of
investment goods in different periods, choosing a base level and getting con-
stant price investment estimascs first, how does one correct to current price
estimates? And how was the base estimate arrived at by the expenditures
actually made, or by the expenditures that would have been made if all
investors had had access to materials, equipment, and labour at approx-~
mately the same set of prices? What is the meaning of the constant price
estimates when the share of properly licensed investors changes?

To illusirate this point, I will use Papanek’s cstimates of industrial
investment [18], but I wish to be perfectly clear that T am doing so because
his-are the most detailed in rnethod that have been published. 'The price
index Papanck uses for machinery and equipment is in part a GATT index
for machinery and, for recent years, the CSO’s machinery subindex.
Papanek correcis the GATT index to account for devaluaiion of the Pakistan
rupee in 1955 which rmakes the price series rise sharply in that year. 1If
one were intercsted in the prices paid by import licence-holdexs, this adjust-
ment (plus an additional adjustment for import duties paid, if any) would be
all right. But since all investors are not licence-holders, some were already
paying the higher prices before the 1955 devaluation because of the scarcity
of the imports that brought on devaluation itself. Finally, the GATT
index for the ¢&f price in rupees to licence-holders for imported machin-
ery is spliced directly onto the CSO’s index of list prices for three or four
items of locally produced equiprment, and the net result is called a price index

for machinery and equipment.
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Since Papanek's estimates for industrial investment in the 1950's
are probably the best currently available, I need hardly say more about the
reliance we can put on investment estimates, current or constant price, for
that period. I have already mentioned investment estimates since 1959/60.
Since saving estimates depend on estimates of investment, the level and the
movement of the saving estimates are certainly questionable and conclu-
sions should be drawn with exceedingly great caution.

For all the above reasons, while there is no doubt that GNP is now
growing faster than it was, that investment ratios are higher than they were
and that saving ratios are higher than they were, to put faith in specific values
ofthese magnitudes seems to me quite unjustified. Since future government
efforts and government policy would need to be more strict and more
decisive the more pessimistic theoutlook for marginal saving, export and
import ratios, it seems to me that it is dangerous to pick the rosy outlook for
the third-plan period and to say all that needs to be done is to continue
what we have been doing. Maintaining the performance of the past five
years may not be as easy as is implicitly and explicitly assumed in the
Third Plan.
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TABLE A-l

‘ COMPARISON OF COMPONENTS OF NATIONAL EXPENDITURE AMONG
. THREE SUCCESSIVE EVALUATION REPORTS

(in million rupees; current prices)

P— AR

1959/60 1060/61 | 196162 | 1962/63 | 1963/64 { 1964(65
A.  Gross Domestic Investnsent
March-1963 estimnate 2,890 3,440 4,220 — — —
May-1964 estimate 3,430 3,460 4,480 5,630 — —
Marchi-1965 estimate 3,430 3,775 4,760 5,965 7,280 8,400
9% increase, March 1963 to May 1064 199 1% 6% — — —
9% increase, May 1964 to March 1965 o 9% 6% 6%, - e
9 increase, March 1963 to March 1965 1037 10% uy - -
B. ‘Total lisports
Mayrch-1963 esiinaate 3,240 1,800 3,930 — _ e
May-1964 cstimate 3,270 1,790 3,080 4750 . —
March-1963 estimaic 3,190 3,850 4,059 4,885 5033 6,832
C. Exports
March 1963 2,050 2,270 2,380 — . —
May 1064 2,680 2,290 2,380 2,750 — —
March 1965 2,080 2,286 2,384 2,748 2,785 3,040
D. GNP at Market Prices
March 1963 20,030 12,860 15,730 - — —
< IVhay (964 : 73,280 35,600 38,700 39,720 - —
March 1965 32,705 36,112 37,759 39,031 42,961 45,541
E. Gross Domesiic Saving
March 1963 1,600 1,010 2,670 — — —
May 1964 2,240 ‘1,966 2,88¢ 3,590 — —
March 1965 2,320 2,211 3,085 3,828 4,132 4,008
9% increase, March 1963 to May 1964 40%, 3% 8% — - —
% increase, May 1964 to March 1965 4% 129, 7% 7% - e
% mcrease March 1963 to March 196 S 45‘7’ 6% 15% m — o

Sources: March-gﬁ—; estunates, from {12, p. 49}
May-1964 estimates, from [11, p. 91}
March-1965 estimates, from [x3, p. 100}
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TABLE A-II

COMPARISON OF COMPONENTS OF GROSS DOMESTIC CAPITAL FORMATION
OF THREE SUCCESSIVE EVALUATION REPORTS

(in million rupces ; current prices)

1959/60 1960/61 l 1961/62 1 1962/63! 1963 /64 ‘ 1964/65

Two-Year Review Estimates

Goverpment plan investment 1,710 1,74G 2,080 — —_— —
Todus Basin — 20 50 — — s
Private monetized investnient 040 1,060 1,350 — - e
Private nonmonetized investroent 400 450 500 - —_ —
Change i stocks ~—160 170 270 — — —
Gross domestic investment 2,800 3,440 4,220 — — -~
Three=Year Review Estiriates

Goverament plan investiment 170 1,73«_;) 2,060 2,470 — o
Indus Basia — 100 350 700 - —~
Private mounetized investruert 890 1,060 1,380 w7 — o
Private nonmonetized invesiacnt 460 400 450 430 o -~
Change in stocks 430 170 40 326 o —
Gross domestic investuaent 3430 3,460 4,480 5,830 - —
Evalnation-Report Estitnates

Government plan invesiment 798 3,823 2,184 2,602 3,931 3,505
Indus Basin - 100 210 780 890 950
Private investroeat 1,208 7,682 #,320 2,203 3,009 3,605
Change io stocks 430 170 40 520 250 250
Gross domestic iavestoient 3,430 3,775 4,760 5,005 7,280 8,400

Sources: Two-year revenue estimates, from [12, p. 49}
Three~year review estimates, from fiz, p. 91].
Bvahation-Report estimates, from [13, p. 700}
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TABLE A-UI

L VARIQUS ESTIMATES OF NATIONAL PRODUCT BY ORIGINATING SECTORS
) ' FOR. 1959/60 1IN 1959/60 PRICES

(ér million ripees)

l National
Old CSO { Two-Yeur | Three-Year | Income Naive
reviscd Review Review Comimis- Recont-
estimates estimates estimates sion putation
(INet} (Net) {Gross) estimates {Gross)
(Gross)

— - an® " it mr———— ¢ — - ¢ —— e s e s . < . ) f - -
Agriculture, {ishery, forestry 14,873 1§.430 05,200 16,751 16,753(NIC)
Mining 797 vo 70 90(PC)
Large-scale manufacturing 2,008 3,080 2,010 IR 2,010(PC)
Small-scale manufactuting 1,579 | £,750 LSRR 1,730(PC)
Construction 3807 LIse 631 i,150(PC)
Blectricity, gas, et 66 150 e 150(PC)
Transpolt, communications, . 090 450 nas7 | _.
Wholesalefretail trade 2,532 2,700 3,603 l —

7,100
Banking and insurance 136 150 224 l —
Qwnership of dwelling 1,447 | 3,470 G772 3,470(PC)
Public administeation, defence 1,247 (120 1,400 I,33¢ 1,4c0{PC)
Services 2,411 ) 2,500 2012} 7,858(NIC)

|

Factor services abroad —33 —30 —30 -33 L:«_(J(NI(‘.)
NNP at factor cost or 27,924 27,300 — - -
GNP at factor cost — 28,740 31,990 31,439 314,598

Sources: Old Rcvised._CSO esfhnatcs, trom [8, October 1903, ;_»_ 1827].
Two=-Year Review estimates, from [2, p. 50|
Three-Year Review estimates, from [ 11, p. 89].
National Income Commission estimates, from [8, April 1965, Pp. 930-939].
Naive recomputation: the higher of the estimates of value added in each sector was chosen from
the Three~Year Review and the National Income Commission estimates, 5See Appendix for
discussion.
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The Structure of Revenue from
Indirect Taxes in Pakistan

Stephen R. Lewis, Jr. & Sarfraz Khan Qureshi

INTRODUCTION

Despite the fact that Central Government indirect taxes make up
approximately three-fourths of the combined revenue of the Central and
Provincial Governments in Pakistan, virtually no detailed studies of these
taxes and their rate structure, revenue structure, effect on prices and effect
on resource allocation have been undertaken as yet. This paper summarizes
and presents some of the findings of preliminary studies on taxation un-
dertaken at the Pakistan Institute of Development Economics. A compa-
nion piece on the rate structure of these taxes appears in the Autumn-1964
issue of The Pakistan Development Review. Further analysis is necessary,
however, both in combining the results of these two studies and in bringing
to bear other evidence such as price behaviour, underlying commodity
flows and the impact of the various licensing systems in operation in
Pakistan, before any firm conclusions about the impact of indirect taxes,
their elasticity and their incidence, can be formed.

The importance of indirect taxes as tools of differential government
policy need not be laboured here. The fact that they can be used to en-
courage or discourage particular types of resource utilization, as well as
withdrawing purchasing power from the private sector in general, make
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them a potentially powerful instrument for directing allocation of invest-
ment resources by the private sector, and the use of resources by both the
private and the public sector. They may also be used to encourage product-
ion for foreign instcad of domestic markets, to reduce demand for imports
and to supplement or to substitute for direct licensing as a measure of re-
source allocation by government agencies.

In addition, in a country in which basic statistics on many sectots of
the domestic economy are lacking, a fairly comprehensive set of indirect
taxes, such as the sale tax in Pakistan, yields useful data provided that
records on collections are maintained by type of commodity taxed. These
data have been utilized in a study done at the Institute [2] to improve
estimates of domestic output of various sectors. This data-gathering
function may be a useful byproduct of indirect taxes, particularly in an
economy in which the government is attempting to direct the allocation of
resources to a large extent.  Adequate and accurate data are a sine qua non of
detailed plauning.

We have presented here basic information and a preliminary des-
criptive analysis of collections of Central Government indirect taxes in
Pakistan over the period 1954/55 to 1962/63. The revenue is classified by
i} major industrial groups, and ii) major end- and intermediate-uses, and is
crossclassified by imports, exports and locally produced goods. Provin-
cial indirect taxes have been ignored, but the provincial shares in central
indirect taxes have been included®. Provincial indirect taxes have not been
an important proportion of total indirect tax collections in Pakistan so that
the omission is not serious®

Section II of our study describes the sources and interpretations of the
data used, as well as the system adopted for each kind of tax. In Section
L 1M1, we discuss some of the difficulties involved in the analysis of tax incidence
a’;-‘l@,,ﬂ;@.-ﬁ.@ggg_my where-physical controls over Tesources are pr riiinent:n
iSection IV, we point out some of the major characteristics of the structure
of indirect tax revenue in Pakistan by type of tax and by type of economic
flow that is taxed. Some of the major structural changes in tax revenue
from various industrial groups are brought out in Section V. Section VI
presents the change in revenue structure by commodities classified according
to end-use. A brief sammary and some profitable lines of inquiry, or fur-
ther questions that are raised by the preliminary study, are set out in Section
VIL. The Appendix gives the basic data according to the classification
system adopted by the authors for the study.

t For a discussion of Provincial-Central “sharing” of revenues, see [8].

o 2 Provincial excises fall largely on alcoholic beverages and narcotic durgs, Other provincial
2~ “Indirect” taxes fall on betting, entertainiment, etc., not on industrial output of any kind {see{s]).
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. SOURCES AND DESCRIPTION OF DATA

The most convenient sources of tax data in most countries are the
budget documents of the different levels of government. in Pakistan, no
other source exists that publishes tax information regularly. On tax
collections, budget documents contain at least four sets of figures: Budget

" Estimates, Revised Estimates, Provisional Actuals and Final Accounts.
Budget Estimates of tax receipts are prepared fourteen months in advance—
two months of the current and twelve months of the next fiscal year. Re-
vised Estimates are based on the actual collections during the first ten months
and the estimated receipts over the last two months of the current fiscal
year. Provisional Actuals are presented two years after the Budget Esti-
mates while Final Accounts become available after a period of five or six
years. Budget Estimates and Revised Estimates differ considerably from
the Provisional and the Final Accounts. The difference between the Pro-
visional Actuals and the Final Accounts is not very marked®. The con-
siderable variation and the substantial time-lag between the estimated and
the actual tax receipts presents a serious problem in any effective economic
analysis of the tax system in Pakistan. The Budget and Reviscd Estimates
are of limited use since the figures will certainly change in due course. On
the other hand, the Actual and Accounts figures are not available soon
enough in published form to analyse the current economic situation, For
the persent study, moreover, the budget data suffer from another limitation.
Tax receipts are shown for major heads of revenue only, and no commodity
breakdown is given. This precludes any reliance on budget documents
for a detailed study of indirect taxation.

The primary source of tax data is the Central Board of Revenue
(hereafter referred to as CBR) consisting of customs and Central Excise
Departments. The CBR. is responsible for the collection of customs and
central excise duties. It also collects substantial federal revenues under the
Sales Tax Act, 1951 and many other statutes enacted by the Government of
Pakistan from time to time. The CBR has divided the country iuto several
collectorates. The officers in charge of these collectorates periodically sub-
mit the figures of actual collections to the Statistical Office of the CBR.
These data are compiled in formats required by the Ministry of Finance.
The data are available at CBR in unpublished form and are sent to any
government department or ministry in as much detail as requested by them.
For the fiscal years 195354 to 1956/57, however, the revenue data for customs
and central excise duties have been published by the CBR in the Annual

3For a quantitative estimate of the extent of exror of the different estimates, see [10, Pp. 7~10}
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Customs and Central Excise Administration Reports’. For years other than
1953/54 *° 1956/57 and for the sales tax collections both on imports and on
domestic goods, the only source of detailed data is the unpublished records
of the CBR. The CBR has made these records available to the Institute
for its work on the tax system.

A word should be said regarding the classification of taxes as given
in the Budget and in most official documents®. First, as noted above, there
is no commodity breakdown of indirect taxes other than for excise duties.
This limits the detailed analytical usefulness of the budget data. Second,
there is a tendency to report customs duties, both import duties and export
duties, together and to discuss trends in total collection from both. The
same is true of sales taxes which fall on imports, exports, and domestic
production. Thus, it is not possible to use the budget data even for gross
analytical computations, such as the taxes on all export flows, all import
flows, and all flows of domestic production. This rather serious drawback
could be remedied quite easily since the basic data on collections specify
the account from which the revenue comes. Such a reform in reporting
would increase the usefulness of the budget and its supporting documents
considerably at practically no cost. The addition of a commodity break-
down for all taxes would be extremely useful also, but it would require a
more basic decision on the amount of detail desired in the budget documents.
At the very least, the way should be cleared to make the detailed classificat-
ion available with short time-lags in the form of publications by the CBR.
In this paper, we have given all our classification according to major types
of flow (import, export, and production), as well as commodity group
taxed. This should, we hope, be ofmore use to the analysts of the Pakistan
economy.

Since data from the budget documents are not in sufficient detail
for the present study and unpublished data have been used, a comparison
of the unpublished data from the CBR and the data from the budgets is
necessary. Table I presents three sets of figures for the period 1954-63.

Obviously, there is little consistent relationship among the three
different sets of figures thai we have compared here. In some years one is
higher, in some another. Close agreement between any two of the three
sources is not consistent from year to year. There are, however, very few

4See [3]. The Indian Central Board of Revenue first brought out such report in 1938/39. Its
publication was suspended, however, with the outbreak of World War II. After Independence, three
such reports have been published for the fiscal years 1954/55, 1955/56 and 1956/57. Besides dealing with
the administrative work of the Customs and Excise Departments, each report has fairly comprehensive
statistical appendices.

5See, for example, [4; 5; 6],
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TABLE I

TAX-COLLECTION FIGURES BY DIFFERENT SOURCES

!

m 1954(55 d 1955{56 w 1956{57 | 19s57/s8 | 1958/s9 ,H 195560 | 198061 | 1961/62 | 1962/63
I | i N
[P e e dnmillion rupees. L Lo Lo e eaeaann)

[ Ecoromic Survey 329.0 3943 345.3 33G.5 252, 1200 $45.4 640.5 69,5

Import duty .. _ Pakistan Budgets n.a e ma. 426.7 1268.0 4411 53582 674.2 788.1
CBR 366.9 428.7 395.4 4T4.6 375.5 4143 5423 663.5 76T.4

{ Economic Survey 130.0 165.3 182.7 2325 327.3 328.5 2021 391.2 1818

Central excise duty .. M_ Pakistan Budgets L3 n.c. R 210.8 260.4 33L.8 406,32 400.0 481.3
{ CBR 176.2 189.7 207.1 237.5 307.5 531.8 398.0 301.6 475.1

{ Economic Survey 187.0 220.7 2358.5 268.4 333.9 309.8 464.2 180.1 §11.7

Sales tax .. k Pakistan Budgets n.a, n.4.- r.a. 268.4 333.8 309.0 467.1 503.6 355.5
_romw 193.1 219.7 257.8 273.0 326.5 332.3 478.5 500.3 5557

Notes:  a) Figures for 1962/63 in case of Pakistar Budgers Sources: i) CBR figures are from the unpublished daca provided by the CBR. whick

and Economic Survey are reviszd estimates,
b) 1958/59 is a fifteen-month fiscal year.

are being used in the present paper (see, Appendix Tables A-4 to A-8). .

i) Economic-Survey figures ore taken from Table Nos. 72, 74 and 76 in
Economic Survey, 1963-64, {4]. Provinciai shares in import duty, central
excse duty znd sales tax are added to the Central receipts of the respective
taxes. Figures on customs revenues are shown in Economic Survey.
The export-duty collections sre deducted from these to arrive at the
impore-duty figures, Import and sales taxes are adjusted for refund to
Indus Basin Development Fund.

Paldstan-Budget figures are tzken from Pakistan Budoess, 1963-64, {5, Pp.
16-19]. These figures are not adjusted for refund to Indus Basin Develop~
ment Fund.
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cases in which the differcnces are very large, particularly in recent years.
The CBR data are from monthly collections, by groups of commodities.
Adjustments and appeals made are not likely to be recorded in the detailed
records and, therefore, the final accounts figures after adjustments will
differ from the figures of actual collections over a specified period, which
we are using. The major adjustment is for Indus Basin Works imports.
Adjustiments are not given by commodity group, so we have used the CBR.
data without any change. This omission should not seriously affect the
conclusions.

The CBR tax data are classified into many different commodity
groups. These commodity classifications vary among taxes and have
varied for some taxes over time. Prior to 1960/61, the data on import
duties wete classified according to forty-three commodity groups. For
1960;61 and later years, a different classification with forty_ commodity
groups was adopted. The data on excise duties and sales taxes on domestic
manufactures are broken into sevenicen and chirty-ihree commodity
groups, respectively. The classificadion for these two types of taxes did
not change over the period of our study (1954/55 to 1962/63).  The sales
taz data on fmporis are reporied separately for commodities taxed at below
and above the level of the general rate. There ate tweuty~three categories
at the general rate, twelve categories below the general rate and sixteen
categories above the general rate. Export duties and sales taxes on exports
are reported by all major dutiable commodities. Alnost every tax has one
entry termed ‘“‘miscellaneous or articles not classified elsewhere”. The
treatinent of duties collected on government purchases is different for
different taxes. For excise taxes, sales taxes on domestic manufactures,
sales taxes on imported comumodiiics below the geueral rate and import
duties, the government account is not shown separately, In case of sales
tax on imports at the gencral rate, the government tax liability is shown
as a separatc category except for 1962763 when the total is broken and ireated
like private imports.  For the sales tax on imports above the general rate,
the government account and miscellaneous category are lumped together.

The original CBR. data and classifications are not being reproduced
here. For purposes of this study, the CBR data have been reclassified in
two different ways. First, the data have been rearranged according to
thirty~three commoditity groups®.  Second, the data have been grouped
according to major utilizaton in the economy. The latter gronps are
consumption goods, raw matetials, capital goods, and government and
miscellaneous goods. Raw materials are divided into those intended for

6The key to this reclassification is aot being published as it woudd be weaningless without the
vaw data, Itis available from the Instifute for anyaae desiring it,
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the consumption-goods and for the capital-goods industries. The govern-
ment and miscellaneous accounts are treated together (and separately from
other groups) not because of any analytical usefulness but simply because
of our inability to distribute these into the other categories. Our classificat-
ion is similar to the one used by Economic Commission for Asia and the
Far East (ECAFE) as modified by the Planning Commission of the Gov-
ernment of Pakistan. It differs primarily because the basic industrial
breakdown available in the revenue data is not asfine as would be necessary
to follow exactly the same pattern’.

III. INCIDENCE OF INDIRECT TAXES: AQUESTION OF INTERPRETATION

Before discussing the evidence, a note of caution is in order.
Although these data have been classified by industry of origin and type of
good, it is not possible to move directly to the conclusion that either the user
or the producer has been taxed to the extent of the revenue raised, or the
same division would be correct for all goods. The incidence, or final
resting place, or identification of "who really suffer reduced real income"
from the imposition of indirect taxes has certainly not been settled in either
the theoretical or the empirical literature on indirect taxes. A convenient
way to think ofthe revenue from indirect taxes is set out here.

Indirect taxes are taxes on certain events (or flows), such as the pro—
duction, sale, import, or export of commodities. What we have done in
the classification system is to organize the collections ofrevenue by different
kinds of events. Thus, revenue from import taxes on iron and steel re-
presents the receipts from a charge on the import flow ofa particular kind of
good. The question of who suffers a loss of real income because of the
tax is irrelevent in the first instance. Likewise, the structure of indirect
tax revenue by commodity groups changes over the period covered. No
immediate inference can be drawn from the changes in the revenue struct-
ure about the changes in the flows ofreal income from different parts of the
private sector that must accompany those changes in revenue structure.

A simple illustration of the above point is necessary, even though
it is in terms of partial-equilibrium arialysis. Suppose that many flows
ofgoods are regulated by direct government control or licensing, a situation
largely true in Pakistan. Imports, even after the recent liberalizations but
certainly in the period covered by our study, are strictly rationed almost
without regard to market pressure within Pakistan. For any given type of

7The classification of commodity groups in the Appendix tables into type of goods is as follows:
consumption goods: 1-18, 24; raw materials for consumption goods: 20-23, 24; raw materials for capital
goods: 19, 30, 31.
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good, say diesel oil, the additional supply is fixed by licensing for any period
‘of time.  If the supply is limited to a quantity well below that which would-
be demanded at a price representing c.i. f. price plus duty plus “normal”
-wholesale margins, then the market price will be much higher than the
“fiormal” price. If, demand and tax rates remaining constant, imports of
diesel oil were increased, revenue from import duties on diesel oil would
rise, but there would be a fall in the price of diesel oil in internal markets.
‘More revenue would be associated with lower prices and larger supplies.

Another feature of duties under licensing can be illustrated from the
same example. Still assuming a situation in which imports are restricted
tightly, suppose there is an increase in rate of import duty. If the supply or
flow of imports is not reduced, the price in internal markets would not tise,
Thus, the entire transfer of teal income from the private sector associated
with the increased duty would come out of the windfall profit previously
going to the impori licensees who received dicsel at well below its oppor-
tunity costs in Pakistan. An increase in revenue that comes from anincrease
in the rate of duty without any change in underlying flows of goods may
fall on the real income of the importing sector that has its flow of goods
regulated by physical controls, rather than on the final consumers of these
goods®. '

Is the above situation one that can be generalized? We think it can
be, but it is well beyond the scope of this paper to do so. What one might
suggest, however, is the following line of thought: if most major sectors of
an economy are regulated by direct controls and a system of licensing (such
as for capital investment and imports, as in the case of Pakistan) 1t may be
that indirect taxes have little effect on relative prices. If such were the casc,
indirect taxes could not, in general, be shifted forward by sellers by altering
their final-product prices.  This certainly seems to be the case in most of
the import sector at the present time. In addition, since many domestic
manufacturing sectors are thought to operate at less than full capacity due
to limitation of supplies of imports, the prices of their tinal producis represent
an indirect scarcity premium on imported goods’. Thus, if we imposed

8The tax can reduce the real incorues of the using sector only if the importing sector cuts back
ity imports (or sales} after the imposition of the tax, The cutback in imports would come only if the
indirect tax were farge enough to wipe oui the entire windfall going to the importing scctor.

9This casc is not a simple one for a pumber of reasons. €) With absolute physical limits on certain
imports into a country, it is not at all clear what soit of implicit cost function faces the import-nsing fim.
#) Where producers are not their own importers they must pay scarcity value direcily for imports that
are imported, and their cost structure will probably differ from. industrial import licensees, fif} When
possibilitics of monopoly position within internal markets sre added, the conditions under which increased
duties under “tight” licensing of imporis do and do not affect final market prices becoime even more
difficult to specify. fv) Becanse of possible alternative uses of imported inputs, the change in duties on
imports might shift inputs from one to another using sector, thus, altering relative supplies, and relative
prices of final products.
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a sales or excise tax on the domestically produced goods, and if supply was
not changed, i.e., if the existing scarcity premium was sufficiently high, even
the final prices of these goods would not change’®. Indirect taxes in a
system governed primarily by direct supply limitations may have simple
incidence properties: they reduce prices received by the supplying sector
without changing prices paid by the using sector. If this is in fact the case,
then the worries about the effect of increased rates of duties on the prices of
items of daily use are not well founded. However, in this paper we can
only raise the issue as one which seems worthy of further detailed examin-
ation and point out that increased flows of revenue are very difficult to attri-
bute to the decreased real income of any particular part of the private sector
without study of specific cases. In particular, it would be unwise to con-
clude that increased revenue from certain kind of events, such as production
of consumer necessities, represented 2 reduction in the real income of the
consumer',

Unfortunately, a more complete analysis of the data presented here
is not yet possible duc to lack of supporting information. Changes in
revenue from indirect taxes can be broken into changes in three related
variables: base, rate, and compliance or coverage. By changes in base we
mean changes in the flows of production, sale, or import of the goods in
question, In different language, this means the change in the rate at which
certain events take place. Changes in rafes would mean changes in the
assessment per-unit flows, or per event. Changes in compliance would
mean either a change in the evasion by individuals or concerns, or a change
in the tax definition of events that are dutiable. Changes in rate structure
are analysed in another study [9]. Changes in the basic flows of goods
are not casily ascertainable from available information. For the present,
since there is no published information on revenue structure within central
indirect taxes, we will confine ourselves to a descriptive discussion of the
facts of these structural changes. A detailed “causal analysis” must be
postponed until the complementary studies have been completed.

IV. MAJOR CHANGES IN INDIRECT TAX REVENUE™

Basic summary data on revenue from central indirect taxes for the past
nine years are given in Tables Il and III.  Revenue from all indirect taxes

10Again, specifying the exact conditions under which no change in supply would occur with a
change in the demand facing firms (after the imposition of sales or excise duties) is very ticklish but if exis-
ting “‘monopoly prices” bascd on the scarcity of imported inputs are sufficiently high, we think little if
any change in supply will take place cven if there is a monopolistic market as well as import-based scarcity.

UPreliminary evidence that such a mechanism operates can be found in a study by A, R. Khan
[1]. Ttemsincluded there showed falling relative prices, accompanying increased production, even though
tax rates were creasing.

12We have used abbreviations in the text and tables. They are X for export duties, M for import
duties, EX for excise duties and SLX, SLM and SLD for sales taxes on exports, imports and domestic
production, respectively. The total taxes on exports are X 4 SLX, on imports M-}-SLM and on
domestic production EX 4 SLD.



TABLE I

REVENUE FROM CENTRAL INDIRECT TAXES IN PAKISTAN: 1954/55—1962/63

(Summary Table)

Taxes ‘ 1954/55 ’ 1955/56 ‘ 1956/57 1957/58 1958/59 1959/60 ‘ 1960/61 ' 1961f62 | 1962/63
o e T £ )
X 4~ SLX 128.55T 209,359 168,150 134,953 141,464 129,8
» ) ) ' ,857 78,755 96,015 112,485
EX + Sva[i) 263,422 288,985 324,534 373,189 499,467 527,195 640,193 647,858 732,g81
M 4+ SL 464,117 546,302 533,174 551,273 508,615 549,117 782,567 913,065 1,051,951
Total 856,090 1,044,646 1,025,858 1,059,415 1,149,546 1,206,169  1,501,5I5 1,656,938 1,897,117
D + M (Subtotal) 727,539 835,287 857,708 924,462 1,008,082 1,076,312 1,422,760 1,560,923 1,784,632
INDICES
..X 4+ SLX 99.0 I161.2 129.4 103.9 108.9 100.0 60.6 73.9 86.6
EX + SLD 50.0 54.8 61.6 70.8 94.7 100.0 I121.4 122.9 139.0
M <+ SLM 84.5 99.§ 97.1 100.4 92.6 100.0 142.5 166.3 I91.6
Total brotal 71.0 86.6 8s.0 87.8 85.3 100.0 124.5 137.4 I57.3
D - M (Subtotal) 67.6 77.6 79.7 85.9 93.7 100.0 I32.2 145.0 165.8
PERCENTAGES
X 4+ SLX = TOTAL 15.0 20.0 16.4 12.7 12.3 10.8
] . 2, . . 5.2 5.8 .
EX + SLD.T TOTAL 30.8 27.7 317 35-3 434 437 42.6 39.1 33.9
M -+ SLM-+TOTAL 54.2 52.3 SLY 52.0 44.3 45.5 52.2 55.1 5.5
SELECTED INDICES
EXPORTS 66.4 06.8 87.2 77.2 71.9 100.0
. . . X 97.6 100.0 .
INDUSTRIAL PRODUCTION 60.5 72.1 79.0 83.9 91.7 100.0 10;.3 118.9 i;?;
IMPORTS 44.8 53.8 94.9 83.3 64.1 100.0 129.5 126.3 155.5
Notes: a) X is export duty; EX Is excise duty; M is import duty; Sources: i) Tax revenue: See, A dix
; g : : : See, Appendix Tables.
SLX, SLD and SLM are sales taxes on exports, dometic product- i) E tsand i : i i
o mpart, espectively. 2 ii) pﬂip';],r s and imports: Economic Survey, 1963/64, [4, Appendix
) 1958/59 is a filteen-rmonth fiscal year. iii) Industrial production: Economic Survey, 1963/64, [4, Appendix
p- 35. Revised (interim) index for 1950/61 to 1962/63].
TABLE I

REVENUE FROM CENTRAL TAXES ON IMPORTS AND DOMESTIC PRODUCTION: 1054/55—X962/63

(SUMMARY TABLE)

Taxes 1954/55$ 1955/56 ‘ 1956/57 1957/58 4 1958/s¢ 1959/60 1960/61 1961/62 196263
(h et e e e e 1 thousand TUPEES. ... ... .. iiiiiiiieaiaia i eaaee et )

EX 170,200 189,700 207,100 237,500 3¢7,500 331,800 398,000 401,600 475,100
SLD 93,222 99,285 117,434 135,689 191,967 195,395 242,193 246,258 257,581
M 366,883 428,654 395,441 415,611 375,500 414,320 549,268 663,589 761,442
SLM 97,234 117,648 137,773 135,662 133,115 134,797 233,269 249,476 290,509
TOTAL (D+M) 727,539 835,287 857,708 924,462 1,008,082 1,076,312 1,422,760 1,560,923 1,784,632
INDEXES

EX $1.3 357.2 62.4 71.6 92.7 100.0 119.9 121.0 143.2
SLD 477 50.8 60.1 69.4 98.2 100.0 124.0 126.0 131.8
M 88.6 703.4 95.4 100.0 90.6 100.0 132.6 160.2 183.8
SLM 72.1 87.3 102.2 100.6 98.8 100.0 173.0 185.1 215.5
TOTAL (D4+M) 67.6 77.6 79.2 85.9 03.7 100.0 132.2 145.0 165.8
PERCENTAGE

EX + TOTAL (D+M) 234 22.7 24.1 25.7 30.5 30.8 27.0 25.7 26.6
SLD-+ TOTAL (D-+M) 12.8 11.9 13.7 14.7 19.1 18.2 17.0 15.8 14.4
M = TOTAL (D+M) 50.4 51.3 46.1 44.9 37.2 38.5 38.6 42.5 42.6
SLM-— TOTAL (D+M)} 13.4 14.1 16.1 14.7 13.2 12.5 16.5 16.0 16.4

Notes: ) EX is excise duty; M is import duty; SLD and SLM are
sales taxes on domestic output and imports, respectvely.

b) 1958/50 is a fifteen-montk fiscal year.

Source: See Appendix Tables A-1 to A-8.
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rose 121 per cent, from 856 million rupees in 1954/55 to 1,807 million rupees
in 1062/63. This rise was due to increases of 178 per centin tax revenue
from domestic production (EX +SLD) and 127 per cent in taxes on imports
(M+SLM). Because of these different rates of change the revenue structure
in recent years is quite different from that in the years immediately preceding
the advent of the First Plan. In recent years, revenue from taxes on imports
is a slightly larger share than it was in the early years of the First Plan, and
has provided more than 5o per cent of the central indirect taxes. The major
changes have been: i) the decreased importance of taxes on exports which
fell from one-sixth to one-twentieth of the total; and #) the increased im-
portance of taxes on domestic industrial production which rose from under
30 to about 40 per cent. It should also be pointed out that most of the
increase in revenue from import duties came about after 1959/60. At the
end of the first-plan period, taxes on domestic production were almost as
large as taxcs on imports.

Though we cannot exploze all the causes for the change in revenue
structure here, a few obvious hypotheses might be suggested. The most
simple would be that revenue derived from taxes on basic flows of goods
woulld vary directly with the flows themselves. This is true in the case of
taxes on domestic production, as can be seen from the roughly parallel
movements of indexes of both taxes and industrial production. However,
we must point out that from 1959/60 to 1960/61 the basic rate of sales tax
was raised by 25 per cent while the index of industrial production rose by
7 per cent, but tax revenue rose only by 21 per cent. In the next year,
production rose by 11 per cent but revenue increased only by 1.5 per cent.
The fact that changes in base and rate combined were considerably more
than changes in revenue raises serious questions about the adequacy of cover-
age of indirect taxes. Revenue from these taxes was rising less rapidly than
real ountpus.  If we were to allow for some rise in prices, these taxes would
be even less elastic with respect to current-price output. This state of affairs
bears further investigation.

Both taxes on exports and the value of exports have varied consider~
ably from year to year. The variation in revenue generally has been greater
than the variation in the value of exports. This should be expected, since
the rates of duties were usually varied in the same direction as changes in
world prices and, in addition, only a few of the major export commodities
are dutiable. The decline in both the absolute and the relative amounts of
revenue from export-related taxes is due to the joint effects of decreased
rates of duty and the decrease in the absolute amount of exports of cotton,
a major dutiable commodity. Tax revenue from imports and value of
imports did not even move in the same direction in a number of years. This

“is due in part to changing structure of imports, and in part to widely different
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rates for different commodities. There was a major change after 1959/60
when, with the acceleration in imports accompanying large aid and more
development expenditure and the changes in the duty structure and basic
rate of sales tax, revenue from taxes on imports rose 9o per cent in three
years and increased by 10 percentage points in importance among the
indirect taxes. As is shown 1n the next section, this was caused, or at least
accompanied, by a rapid shift in the importance of different commodity
groups in import-tax revenue.

A brieflook at the individual taxes that make up the total tax revenue
on imports and on domestic production is in order, particularly since the
budget and other documents list these revenues in very different forms. A
summery is given in Table III.  The excise and import duties are the domi-
nant parts of the revenue from taxes of domestic and imported goods,
respectively. Sales-tax revenue from imports grew by 199 per cent and
incieased in relative imporiance boil i iotal inpori-tax revenue and in the
subtotals from both domestic and import flows. Revenue from the imaport
duty fell in relative importance with respect to all three other taxes over the
period. Once again, we find a difference between the pre- and post-1959/60
years with an exiremely rapid increase in import~duty revenue and an
increase of I1§ per cent in sales-tax revenue from imports in the last three
years. Both sales-tax revenue from domestic output and excise-duty
revenue grew at approximately the same rates over the entire period. The
differential rates of increase of revenue between the sales tax on imports and
the sales tax on domestic products and between import duties and sales taxes
oi1 imports point up the misleading nature of the classification adopted for
budgetary purposes which obscures thesc movements. In order to get a
proper perspective on the relative importance of taxes on different flows
of goods and services in total revenue, the sales-tax receipts must be divided
into those falling on exports, imports, and domestic production and the
customs duties separated into import and export duties. This is the only
way any useful kind of analysis can be made. We hope that care will be
taken soon to provide such a breakdown in official documents.

In summary, the increase that took place in indirect tax revenue dur-
ing the first-plan period was due primarily to the rise in collections from
domestic manufactures, accompanying the rise in production locally.
During the second-plan period, however, there were sharp increases in
revenue from domestic as well as imported goods. This resulted not only
from substantial increases in the basic rates of duty on both types of flows
but also from the continued growth of domestic industrial output and a
much more rapid growth in imports.
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V. CHANGE IN REVENUE BY INDUSTRIAL GROUPS

Accompanying the observed changes in the structure of revenue by
type of flow taxed, there have been substantial changes over the period in
the relative importance of revenue from taxes of different commodity
groups. Once again, the period is divisible into two parts at 1959/60 for
most commodities. Table IV gives a summary of the major industrial
groups at the beginning and the end of the period for taxes on imports and
domestic production, combined and separately. We have shown the share
of revenue of the specified taxes due to each industrial group, giving on the
left side the major groups in 1954/5s and on the right side the major groups
in 1962/63. For convenience, the share of the industrial groups in the
other year is provided for comparison. We have taken only those industries
that have provided 4 per cent or more of the revenue in the beginning or
end year.

In terms of concentration of revenue on a few comimodities, all
indirect taxes and those on production and imports scparately improved
{(became less concentrated) over the period covered. The movement to-
wards less concentration in revenue is more evident in taxes on imports
than in taxes on domestic output. The three commodity groups most
important in tax revenue from domestic production remained the same at
both ends of the period covered. In fact, their share was not much smaller
in 1962/63 than it was in 1959/60. Thesc same three groups of commo-
dities, (petroleum products, textiles except silk, and tobacco products) were
also most important in collections of indirect taxes on both imports and local
production. In fact, “textiles except silk” remained in the first position of
importance by a considerable margin in both groups. This is due of
course to i ) the heavy weight of textiles in the total consumption of man-
ufactured goods in Pakistan throughout the period, and ii) the replacement of
heavily taxed imports with a higher volume of less heavily taxed domestic
production.

Both a major change in import composition and some change in the
rates of import duties are reflected in revenue from import taxes. The
three commodities important to revenue in 1954/5s (textiles, petroleum
products, and sugar) were replaced by three categories of goods falling in
the “heavy industry” or the “producer-goods”™ scctor: basic metals and
their manufactures, electrical machinery, and machinery except electrical.
In addition, there were increases in the importance of two items of transport
equipment (cars, scooters and buses and other transport materials) in the
sevenue yicld of taxes on imports.
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Other changes in revenue structure between the end years are obvious
from the table and will not be laboured here. One other “structural”
change that is important in this preliminary analysis is, again, the difference
between the pre- and post-1959/60 years. In the table, all the items marked
with the asterisk show a “kink” in their behaviour at 1959/60. For those
that increased in importance, the asterisk indicates 2 more rapid growth in
their share in revenue since 1959/60. Thus, it is quite obvious that the rapid
increase in taxes on imports that was noted in the last section was accom-
panied by very sharp changes in the structure of revenue from import-
related taxes. Since the items that increased sharply in importance were
those with relatively low duties, the change in revenue structure is probably
a reflection of the more fundamental change in import structure associated
with accelerated development and aid-financed import “liberalization”
during the second-plan period’.

Within certain industrial groups there were further changes beyond
those indicated in the table. The textile group has an asterisk for both
imports and domestic production, but not for the total. The share in taxes
on domestic production rose up to 1959/60 and declined afterward, while
textiles” share in duties on imports declined up to 1959/60 and rose afterward.
These changes were most probably due to i) the effect of the Export Bonus
Scheme which deflected output away from taxable domestic uses, ii)
increases in duties on other domestic output after 1959/60, and iii) increases
in rates of duties on imports of textiles after 1959/60. Revenue from import-
ed sugar showed a similar kinked behaviour falling up to 1959/60 With
import substitution and tight licensing, and rising after 1959/60.

While a complete analysis of taxes on all major industrial groups must
await the compilation of basic data on flows of goods, a tentative summary
of the change in importance of various commodity groups is given here.
The changes in the structure of revenue by major industrial commodities
taxed were greatest in the taxes on imports, where the inctease in the share of
taxes on heavy industrial goods was very rapid afier 1959/60. Textiles,
tobacco, and petroleum have been and continued to be the major commo-
dities from the point of vicw of revenue, largely because of their very heavy
weight in taxes on domestic production. Whether or not the Taxation
Enquiry Commission’s fear [8, p. 176} is justified that revenue from domestic
production of import substitutes would “adequately” replace revenue from
import duties is not clear from these data. It is also not clear what criteria
for a “proper” level of taxation of these goods would be, particularly in

13An additional factor is the reduction in the size of the “miscetlaneous and government” cate-
gory in the revenue accounts after 1959/60. The underlying changes, however, are still too important
to be obscured by this statistical failing.



TABLE IV
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'SHARE OF COMMODITY GROUPS PROVIDING LARGEST REVENUE:
RS 1954/55 and 1962/63

. f,-_]éy':cisé, Sales and Import Duties Combined (por cent of total for given year)

1954/55 (1962/63)

10) Textiles except silk 22.3 (16.2)
26) Petroleum products 14.2 (11.0)
8) Tobacco products 11X (8.5)%
Subtotal: 476 (35.7)
- 9.2 5.6 o
8 )

10) Textiles except silk
26) Petroleum products
8) Tobacco products
Subtotal:

29) Basic metal mfyg.
31) Elect. machinery

30) Machinery except elect.

4) Sugar
Total:

(1954/55)  1962/63
(22.3) 16.2
(14.2) 1.0
(11.3) 8.5%
(47.6) 35.7

(z.4) 8.4%
(r.1) 6.4%
(3.5 5.7%
(9.2) 5.6
(63.8) 63.8

7, Excise and Sales Taxes on Domestic Production (per cent of total for given year)

1954(55 (1962/63)

10) Textiles except silk 31.9 (28.5)*
8) Tobacco products 22.6  (19.0)
26} Petroleum products 0.2 (14.4)%
64.7 (6179)—“
23 (S;ii:nf:d cotton gz gzgx
797 (6;5’ )

(1954/55)  1962/63

10) Textiles except silk

8) Tobacco products

26) Petrolemm products
Subtotal;

27) Cement

24) Vegt. products
4) Sugar

LK. Import Taxes and Sales Taxes oo Iimporta (per cent of total for given year)

1954/55  (1962/63)
1o} Textiles except silk 16.9 (7.5)%
26) Petroleum Products 16.4 (8.6)%
4) Sugar 12.3 {6.5)%
Subtotal: 45.6 22.6

29) Basic metals & infg.

31) Elect, mfg.
30) Machinery except
electrical

(31.9) 28.5%
(22.6) 19.0
(xo.4) 144y
(64.7) 61.9
(x.7) 5.5*
(2-5) 4.7%
3-8) 4.2
2.7 76.3
(1954/ss)  1962/63
(3.5) 1301
(x.9) 9.9%
(s.5) 9.7%
(10.5) 32.7

(Contd.) -
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TABLE 1IV—(Contd.)

6) Silk and silk textiles 5.5 (o.1)* 26) Petroleum products (16.4) 8.6%
10) Machinery except electrical 5.5 ©.7) 19) Cars, scooters, buses (3.4) 7.6%
8) Tobacco products 4.6 (1.2) 1o) Textiles except silk (16.9) 7.5%
—_— 4) Sugar (12.3) 6.5%
61.2 33.6
28) Transport materials (2.6) 6.4*
(62.1) 69.3

#Indicates a more rapid change in the Source: See, Appendix Tables A-1 and A-3.
share of the starred commodity groups Numbers refer to commodity groups in
in the total taxes of the type specified out classification given in Appendix

since 1959/60 than before 1959/60. Tables.

light of the licensing in all sectors previously and in many sectors currently.
Much further study of this process and of the basic data on price, output,
absorption, and profit movements is necessaty before any conclusion can be
reached.

VI. CHANGE IN REVENUE STRUCTURE BY END-USE OF GOODS

In addition to the question of identifying the industrial products that
yield revenue from their manufacture, sale, or import, there is also some
interest in the fype of good which is taxed. Do the taxes on consumption
goods, raw materials, or capital goods yield most of the revenue? What
has been the change in the revenue structure if we use such a classification?
We have given some preliminary figures in this section but an additional
note of caution should be mentioned. First, the classification scheme is
quite crude, and even though most of a given category (such as textiles other
than silk) might be clearly consumer goods, there are some raw materials
and “capital goods” included. Second, one could easily quarrel with the
Planning Commission-ECAFE classification of these goods™, particularly
the distinction between raw materials for capital goods and those for con-
sumer-goods industries. We have tried to ease the problem somewhat by
providing two alternatives to the reader. The revenue is classified by 1)
consumer goods including their raw materials, and capital goods including
their raw materials, and ii) consumer goods, capital goods, and raw mater-
ials separately. It will be seen that regardless of the definition, one prefers
certain basic changes have occurred in the structure of revenue.

In Table V, we have given the distribution of revenue according to
the use of the commodities for imported and locally produced goods.

14The classification scheme appears as an appeudix to {7}
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Despite the crude classification system and the fact that a fairly large per-
centage of taxes on imports fell into the “miscellaneous and government
category, it is quite clear that the same changes pointed out in the previous
section are reflected here too. In total revenue from taxes on imports and
domestic production, the share of consumption goods and consumption-
ooriented raw materials declined continuously, and the share of capital-goods
taxes rose. The latter change is particularly marked after 1959/60. We
must point out that the basic classification scheme for revenue changed in
1959/60, eliminating a substantial part of the miscellancous category. But
the underlying trend is quite strong, as indicated by the increasc of the share
of capital goods and raw material in each year under the new classification.

Taxes on domestic output also exhibit characteristics similar to those
suggested in the last section. Though the share of consumption goods and
their raw materials is much higher in revenue from domestic taxes than from
import-based taxes, their share in domestic-output taxes declined over the
period.  The share of tax revenue from capital-goods production, and parti-
cularly production of their raw materials, increased concommitantly. Again
there is a more rapid rate of change of the share alter 1959/60 than before.

Within the revenue from taxes on imports, the relative shares of
taxes on consumption and capital goods change very sharply over the period,
as was suggested in the last section. The relative position of consumption-
and capital-goods taxes in total revenue was reversed, when taxes on raw
materials are included with taxes on the using sector. Examining the
revenue by types of goods separately, there was 2 rise in the share of raw-
material taxes, but 2 much more rapid rise in the share of capital-goods
taxes, accompanied by a fall in the share of consumer-goods taxes. The
data on percentage distribution of imports classified by end-use of goods for
1957/58 to 1962/63 is also given in Table V for comparison. It can be scen
that the changes in the revenue structure are a reflection of the changes in
structure of imports. However, since the share of taxes on capital goods
and their raw materials rose more rapidly than did these goods’ share in the
basic flow of imports, we can infer that there was a significant impact on
revenue due to the revised tariff schedule and changes in the rates of sales
tax on imports after 1959/60.

The additional classification according to type of use of commodity
adds very little to the knowledge of import-tax revenue structure gained in
the last section. The basic conclusions remain. There has been a shift
within tax revenue, both on imports and on domestic industrial production
over the period studied. The share of revenue provided by taxes on heavy
industrial goods and industrial raw materials has risen, while the share
provided by light and consumer-goods industries has declined. This was
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due both to changes in th; structure of imports and domestic industrial
production and to changes in the rate of taxes on these flows of commo-
dities.

Vi, CONCLUSION

The changes in revenue receipts from indirect taxes in Pakistan over
the past nine years have been summarized at each stage of this paper, and
there is little need to repeat them here.  However, we would like to point
up some questions which remain open and bear much further investigation.

First is the question of the elasticity of the central indircct taxes by
commodity groups, with respect to the change in the undetlying flows of
goods. '

Second, as mentioned in Section III, is the problem of identifying,
when possible, the sectors or subsectors of the cconomy that have (short-
run?) reductions in real incomes due to the system of indircct taxes.

Third is the moic general quesiion of the effect of indirect taxes on the
relative prices of the commodities taxed.  We have pointed out above that
this is a somewhat different problem in an economy in which licensing of
production, investment, and imports is prevalent than it is in a relatively
“free” economy.

Fourth is the projection of revenue from indirect taxes into the third-
plan period.  Since the preliminary outlines for the Third Plan have suggest-
ed an additional 3,000 million rupees of tax revenue will be needed to
offset the projected increase in government expenditure not financed abroad,
it is essenttal to obtain some estimates and some understanding of the revenue
implications of the other aspects of the Plan tatgets under various assum-
ptions about the rates of taxation.

Finally, since there are two basic alternatives to incicased indivect
taxes on production and imports, i) increased income and corporation taxes
or ii) increased land taxes, the effects of these alternative types of taxes must
be compared with the likely impact of indirect taxes, both with respect to
past performance and with respect to future revenue, price and income dis-
tribution effects.

In pointing out the major changes that have taken place in the revenue
structure and by suggesting some of the implications of these changes, we
hope that more attention will be paid to the impact of these taxes which
yield three times the combined revenue of all other taxes in Pakistan. This
large subsector of the public economy has too long been neglected, and we
hope the interest of analysis in this problem will be more serious in the
future,
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Appendix A

TABLE A-1—

EXCISE PLUS SALES TAX ON DOMESTIC QUTPUT PLUS IMPORT PLUS SALES TAXES ON IMPORTS
ALL PAKISTAN

Description 1954/55 1955/56 ! 1956/57 ! 1957/58 |l 1958/59 1959/60 1960/61 1961/62 196263
(e e e e e i1 thoUSANd THPEES. .. .. vt i i i P
1) Soap, toilets and cosmetics 22,10 33,12 25,48 39,46 47,21 1,49,69 1,83,76 1,92,03 2,20,76
2) Matches and other explosives 75,05 83,01 1,00,03 1,09,02 1,19,0T 1,87,00 1,97,85 2,01,84 1,64,01
3) Salt 2,55,00 2,46,00 2,26,00 1,90,00 1,35,00 2,50,00 1,86,00 1,50,00 1,26,00
4) Sugar and sweetmeats 6,69,79 6,53,56 6,57,45 $,27,60 4,0T,00 2,51,10 3,15,52 7,44,83 9,93,24
5) Medicines and chemical products 65,79 76,06 72,40 99,97 80,25 1,00,34 3,60,00 4,21,62 4,11,52 A
6) Silk, yarn and silk textles 2,53,98 2,71,08 4,24,93 2,85,26 3,88,<3 4,07,03 51,60 13,18 16,46 iy
7) Glassware, china, etc. 15,05 19,60 26,91 26,91 18,55 44,91 2,52,12 1,92,48 2,84,36 %“
8) Tobacco, cigars and cigarettes 8,06,48 8,81,75 9,86,72 10,29,07 12,19,33 11,65,80 1I1,69,11 12,49,88 15,17,19 2
9) Coffee, tea, spice and betelmat 94,70 95,16 96,22 84,67 1,00,74 87,42 4,40,64 3,65,93 3,03,28 =
10) All textiles other than silk 16,22,07 £6,39,97 14,96,77 15,27,2% 19,5115 21,03,57 28,66,16 29,66,29 28,83,87 ...'TJ
I1) Spirits, wines, liquors, efc. 1,07,64 1,20,15 1,30,78 11,20,99 1,15,04 1,33,53 1,36,07 1,70,37 1,80,30 §
12) All precious stones and metals 3.78 5,40 3,90 4,71 3,14 4,79 33,1 40,06 45,06 ;‘
13) Refrigeration and ’ s
airconditioning eguipment 1,56 3,31 11,21 7,78 7.59 10,72 14,27 9,63 8,25 B
14) Works of art 1 o] 5 1 ) [ o . I IS5 g
15) Arms and ammunition 1,33 1,70 2,70 2,58 2,23 3,23 15,49 19,33 24,33 2
16) Meat, fish and their preparation 50,37 52,14 53,06 41,06 45,54 60,95 97,45 1,01,07 1,42,77 §:
17) Furniture and products thereof 18,74 24,98 21,52 21,54 32,72 3 5,44 45.22 15,85 63,66 ~
18) Leather and products thereof 13,60 8,31 22,26 20,21 33,72 34.57 1,20,98 1,13,14 1,37,01 ';U
19) Cars, scooters, buses and parts 1,58,32 1,50,88 2,09,04 2,13,22 2,93,43 2,11,37 5,66,32 6,56,21 8,12,76 S
o
(Contd.) 3
LY
TABLE A-1—(Contd.) &
g
L)
Description 1954/55 | 1955/56 | 1956/57 | 1957/58 | 1958/50 ‘ 1959/60 l 1960f61 | 1961/62 | 1962/63 §_
. . . QO
20) Photographic and cinematographic 11,04 15,08 16,87 17,90 17,67 26,31 70,65 1,16,12 1,51,60 %
21) Paper, pulp and stationery 1,21,34 1,I10,50 1,35,I5 1,20,56 1,16,47 1,01,81 2,02,43 2,54,18 3,17,72 ':et_
22) Paints, varnishes and dyes 32,28 19,20 20,17 25,92 50,42 59,71 1,14,06 1,62,45 1,50,67 -'i
23) Rubber and products thereof 1,17,27 98,1 1,38,09  1,33,31 1,29,83  1,80,65 1,20,24  I,63,43  1,53,06 tn
24) Vegetables and products thereof 71,12 64,50  I,04,69  1,23,03 1,95,87  2,19,4T 3,42,00  3,87,5T  4,95,13 §
25) Ginned cotton, jute and hemp 1,39,07 1,20,61 1,43,94 1,25,06 1,45,34 1,55.74 1,49,88 1,36,92 1,50,65 §
26) Petroleum products, oils, ez 10,35,51  10,40,40 12,10,48 I3,41,37 14,63,15 13,5365 16,38,77 16,74,97 19,62,92 =
27) Cement 45:24 37,00 49,34 65.04 1,11,01 67,33 3I49T  3,59,23  4,05,83 <,
28) Transport material and railway articles 1,18,49 X,0I,34 1,29,98 1,32,07 1,64,74 1,63,70 3,07,35 5,20,18 6,73,59 b
29) Iron, steel and manufacture thereof I,71,68  2,62,63  3,09,I5  3.93,94 3,73,62  2,83,07 10,00,96  12,20,75  14,97,97 =
30) Machinery other than electrical 2,53,35  1,4943  2,21,71  2,68,38 3.14,12  4,93,30 4,76:04  6,47,20 10,20,05 ?
31) Electrical machinery 83,60 8563 177,06  2,07,32 1.8593 181,39 518,16 6,51,45 11,37,56 3
32) Government account 1,60,23  2,85,57  2,92,62  3,53,68 3,80,51  2,66,87 806,85  8,88,95  5,63,72 =)
13) Miscellaneous 6,83,8r  1596,59 10,58,5T ¥2,76,38 13,47,01  19,54,72 10,23,54 7.93,03 8,35,87 §
£
Total: 72,75,39 83,52,87 85,77,08 92,44,62  100,80,82 107,63.12  142,27,60 156,00,23 178,46,32 é
Source: Appendix Table A-2 plus A-3. g
B3
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TABLE A-2

EXCISE DUTY PLUS SALES TAX ON DOMESTIC GOODS
ALL PAKISTAN

(oA )

; T ]
Description i 1954f55 1955/56 | 1956[57 i 1957/s% | toss/so | 19s9f60 | 1960f61 | 1961/62 } 1962/63
i i ! I
(e in tnssand wipees. .. L. oo L. ... AP )
1) Soap, toilets and cosmetics 14,7F 21,54 17,43 31,48 41,8¢ 1,40,15 1,271,324 1,39,88 1,43,50
2} Matches and cther explosives 62,00 83,00 1,00,05 1,96,00 1,19,00 1,87.00 1,97,60 2,01,00 1,62,06
3) Saic 2,53,0C 2,46,00 2,26,00 1.9G,0C 1,85.00 2,50.0C 1,86,00 1,59,00 1,26,06
4) Sugar and sweetmeats $9,4€ 1,31,46 1,5C,7¢ 1,6%,67 2.30,23 2,51,02 2,16,60 1,32,18 3,06,35
5) Medicines and chemical products 15,67 32,95 7,23 19,23 73,56 33,00 43,72 $6,63 78,77
&) Silk, yarn and silk texiiles —_ —_— - — —_ — — — —_
7) Glassware, china, efe. 2,47 1,59 2,08 2,23 4,67 6.03 3,08 1,98 3,23
8} Tobacco, cigars and cigaretess 5.58,0C 7.02,00 7, 74,60 2,63,80 11,04,00 10,54,00 10,64,00 11,0800 13,80,00 g‘:
9} Coffee, tea, spice and betelnur 88,00 §o,00 70,00 $6.0C 96,00 73,00 4,17,00 3,50,00 2,82,00 2.
10} All textiles other than silk §,39,53 3,33.71 ro0.$8,11  12.78,87  17,38,36 19,37,44 23,08,22 22,5271 20,91,67 3
11} Spirits, wizes, liquors, exc. 51,98 35.30 36,07 25,82 32,07 35,52 36,09 44,26 50,59 2
12) All precious stones and metals 1,82 1,97 1,53 2,01 3,75 o7 47 33 8o oy
13) Refrigeration and airconditioning squipment — — — — — — — — — 2
14) Works of arc — — — —_ _ — — — . a2,
15} Arms 2nd anamunition — — — _ — — — — — §
16} Meat, fish and their preparatior. — — — — — — — — — =
17) Furnjture znd products thereof 437 3,97 5,22 1,29 12,27 10,58 5,62 10,62 11,06 g
18) Leather and products thereof i2,6G £,76 18,55 27,42 27,35 31,61 39,57 39,47 40,75 g
19} Cars, scooters, buses and paris I3 & 1 4 3,21 1,21 12,66 12,74 13,82 §
(Coiztd.) ~
T
=
X
3
v
TABLE A-2—(Contd.) N
g
i “
Description E 1954/53 1955/56 1956/57 i 19357/58 1958/59 1959/60 1960/61 I 1961/62 | 1962/63 %_
‘ Q
20) Photographic and cinematographic — — _— -— — - — - - -E
21) Paper, pulp and stationery 12,77 18,4C 26,63 35.68 51,87 33,41 56,98 70,79 1,34,11 2
22) Paints, varnishes and dyes 4,07 6,35 7,48 10,92 37,73 41,65 44,20 50,13 31,24 oy
23) Rubber and products thereof 14,63 13,61 13.81 20,82 25,10 23,27 39,72 25,04 24,84 2]
24) Vegetables and products thereof 66,43 61,23 98,74 1,18,89 1,93,00 2,16,82 2,31,63 2,89,90 3,56,39 =
25) Ginned cotton, jute and hemp 1,39,00  1,20,60  1,43.94 1,25,06  1.45,34 155,74  1,49,88 136,92  1,50,65 &
26) Petroleum products, oils, efz. 2,70,00 2,73,00 2,97,00 3,71,00 476,00 4,47,00 $,1I,00 5,56,00 10,54,00 ~
27y Cement 45.24 37,00 49,34 6504  1,00,97 67,31 3,4L9T 3,592  4,05,83 2,
28) Transport material and railway articles — —_— —_ — — - — - —_ =
29} Iron, steel and manufacture thereof 11,70 15,22 34541 19,08 32,70 24,22 1,24,39 1,44,64 1,19,30 g
30) Machinery other than electrical — — — — — —_ — — — s
31) Electrical machinery 12,03 14.1% 20,79 42,44 64,97 42,41 56,45 67,39 99,26 £
32) Government account - — — — - —_ — _— - kgs
33) Miscellancous 55,87 49,62 75:49 1,45,79  2,02,19 1,97,56 217,53 2,12,84  2,31,65 3
b
B:
Total: 26,34,22  28,89,85  32,45.34 373589 49,94,67 52,71,95 64,01,93 64,78,58 73,26,81 é
Source: Appendix Table A-4 plus A-6. g
a
L%

171



TABLE A-3

IMPORT DUTY PLUS SALES TAX ON IMPORTS

ALL PAKISTAN

Description /
I
954/s5 | 1955/56 | 1956/s7 | 1957/s8 1958/59 | 1959/60 | 1960/6r | 1961/62 | 1962/63
(o in thousand rupees. ... o o o i )
1) Soap, toilets and cosmetics
8 7,39 11,48 8,05 198
2) Matches and other explosives 13,06 I 3> e g 34 62 523 7728
9 Sa o ’ 3 2 I — 85 84 2,01
4) Sugar and sweetmeats 5,70,33 _— o o 0 o 20
N 70,33 5,02,10 5,06,66 6,66,2 1,70,62
5) Medicines and chemical products 50,22 43,11 53,17 80 639' 75'5’ 6 7 oo Sen0s 6868
6) Silk, yarn and silk texdles 2,53,98 2,71,00 4,24,93 2,8 ,26 > foiges 307 30499 R
o " » 715 524, 285, 3,88,53  4,07,03 51,60 13,18 11,46
7) Glassware, china, ete. 12,58 17,70 23,93 24,43 34,48 8.86 2,48,16
8) Tobacco, cigars and cigarettes 2,11,48 1,79,75 2,12,72 1,66,07 X 15’33 I iI,S o rores e
9) Coffee, tea, spice and betelnut 26,70 35,16 26,22 ,:».5’67 '1 3’7 Ty -(: B nanss e
10) All textiles other than silk 782,54 7,06,26 4,38,66 2,48 ’ ’v N e 2.0 o o
o s o ,06, ,38, 148,34 1,92,29  1,66,13 5.57.94 7.07,58  7,92,20
11) Spirits, wines, liquors, ete. 75,66 84,85 91,7F I
7 » 7 91,17 83,87 I,02,01 99,98 1,26,11 1,29,71
12) All precious stones and metals 1,96 3,49 2,11 2,76 I,41 3,82 6
13) Refrigeration and airconditioning equipment 1,56 3,31 11,21 7’78 7’ 59 m' 2 g B s
14) Works of Art 1 o 5 ’ % ’ 0 ,70 - o v
15) Arms and ammunition 1,33 1,70 2,70 2,58 2,23 3,2 N . agrs
16) Meat, fish and their preparation 50,37 $2,14 53,96 41,06 4.5, 4 60’9: gy N g
17) Furniture and products thereof 15,47 21,01 16,30 17,25 20,45 74’86 9;; ; R Ryt
18) Leather and products thereof 1,00 1,61 6,67 2,78 2)17 Mz ,96 31’4(1) 5)23 52’62
19) Cars, scooters, buses and parts 1,58,1 1,50,8 3 2,50, 7 2 , | gt o
P 58,19 »50,80  2,09,03 2,13,81 2,90,27  2,00,I16 5,53,66 6,43,47  7,98,94
(Contd.)
- —————— e — -
TABLE A-3—(Contd.)
Description l 1054/s5 | 1955/56 | 1956/s7 | 1957/58 | 1958/59 | 1959/60 | 1960[6r | 1961/62 | 1962/63
20) Photographic and cinematographic 11,04 15,08 16,87 17,99 17,67 26,31 70,65 1,16,62 1,51,60
2x) Paper, pulp and stationery 1,08,57 92,10  1,00,I2 84.88 64,60 68,40 1,45.45 1,83,39 1,83,61
22) Paints, varnishes and dyes 28,21 12,85 12,69 15,00 12,63 18,06 69,86 1,12,32 943
23) Rubber and products thereof 1,02,64 84,50 I,25,18  I,12,49 L0473  TL,57.38 80,52 1,37,49 1,28,22
24) Vegetables and products thereof 4,69 3,27 5,95 4,14 2,87 2,59 110,37 97,61 1,38,74
25) Ginned cotton, jute and hemp 7 I o ° ° e ° ° °
26) Petroleum products, oils, efr. 761,51 7.67,40 913,48  ©70,57 987,15  9,0665 11,27,77 151897 9,08,92
27) Cement - - - - 104 > N e =
28) Transport material and railway articles 1,18,49 1,01,34 1,29,98 1,32,07 1,64,74  1,63,70  3,07,35 5,20,18 6,73,59
29) Iron, steel and manufacture thereof 1,59,98 24741 27474 37486 340,92 26385 876,57 10,7611 13,78,67
30) Machinery other than electrical 2,5%,35 1.49,43  2.21,71 2,68,38  3,14,I2 4:93,30  4,76,04 6,47.29 10:29,05
31) Electrical machinery 71,57 71,52 1,56,27  1,6488 11,2096  1,38,98 461,71 5,84,06 10,3830
32) Government account 1,60,23  2,85,57 292,62 353,68 38050 26687 89685 88895 503,72
13) Miscellaneous 6,27,00 15,46,07 9,83,02 11,30,59 1ir.44,82 17,57,16  8,06,01 5.80,19 6,04,22
Total: 46,41,07 54,63,02 53,3574 551273 50,8635 54,9517 78,2567  91,30,65 X05,19,5%

Source: Appendix Table A-s puls A-7.
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TABLE A-4 Y
>~
COLLECTION OF EXCISE DUTY—ALL PAKISTAN
i | [ "
Description { 1954/55 | 1955/56 | 1956/57 i 1957/58 ;I 195850 ) 1959/60 | 1960/61 , 1961/62 ’ 1062/63
| i
(o e in fac rupees. . . . .. Seeecciraiean. Crererieaan. e b
1) Soap, toilezs and cosmetics -— — — — — 43 44 33 55
2) Matches and other explosives 62 83 1.00 1,09 1,19 1,87 1,97 2,01 1,62
3) Salt 2,53 2,46 2,26 1,99 1,85 2,50 1,36 1,59 1,26
4) Sugar and sweetmeats 93 1,47 5,45 1,57 2,24 2,45 2,13 L79 3,04
5} Medicines and chemical products — — — — — - — — —_
6) Silk, yarn and silk textiles — — — — —_ — —_— — —
7) Glassware, china, efc. - —_ — — — — — — —
8) Tobacco, cigars and cigarettes 5,95 7,02 7.74 3,62 11,04 10,54 10,64 11,08 13,89 @
9) Coffee, tea, spice and betelnur 63 60 7a 55 96 78 4,17 3,50 2,82 §_
xo) All textiles other than sitk 3,51 3,61 417 823 7.3 8,88 9,72 9,76 9,19 5
11) Spirits, wines, Hquors, efc. — - - - —_ — —_ — — S
12) All precious stones and metals — — - — — — — — — =
13) Refrigeration 2nd airconditioning =quipment — — — — —_ — —_ — — o)
14) Works of art — —_ —_— _ — — _ — — §
15) Arms and ammunition — — - — —_ — —_ — — -
16) Meat, fish and their preparation — —_ — —_ — — — — _ 3
17) Furniture and products thereof — — — — — — — — _ o
18) Leather 2nd products thercof — — — — — — — — — g
19} Cars, scooters, buses and parts —_— — —_ — — — — —_— — a
g
(Contd) ~
§
=
)
3
w

TABLE A-4—(Contd.}

Description . l 1954/58 1955/56 1956/57 | ins7/s8 li 1958/59 l 1959/60 1960/61 1961/62 | 1962/63
20) Photographic and cinematographic —— — — — — -_ — —_ —
21) Paper, pulp and stationery -~ — — — — — — — —
22) Paints, varnishes and dyes — — - H 17 18 18 21 21
23) Rubber and products thereof g g $ T3 14 13 1$ i3 16
24) Vegetables and products therzof H 1 7 18 27 45 56 75 98
25) Ginned cotton, jute and hemp — — — - — - — — —
26) Petroleum products, oils, eic. 2,70 2,73 2,97 3.71 1,76 4,47 5,11 5,56 10,54
27) Cement — —_— -— - — — 1,63 1,91 2,14
28) Transport material and railway articies — — _ -— - _— — —_ —_—
29) Irom, steel and manufacrure thereof 71 oS 73

b
I
I
|
f
!

30) Machinery other than electzical
31} Electrical machinery — —e — — — —_ — — —
32) Government account
33) Miscellaneous

o |
2
=
~
[=3
b
~J
°A
[y
[~}

33 37 38

Total: 17,02 18,97 20,73 23,75 30,75 33,18 39,80 40,16 47,51

Source: Central Board of Revenus, Statistical Office, unpublished data reclassified at PIDE.
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TABLE A-s
COLLECTION OF IMPORT DUTY—-ALL PAKISTAN
_ !
Description 195455 | rosslss } 195657 | 1957/58 | 1958/50 | 1959/60 | 1960/61 ‘ 1g61f62 | 1962(63
(e in thousand THPEEs. . . ... vinaan e )
1) Soap, toilets and cosmetics — — —_ _ —_ —_ 42,06 45,12 67,04
2) Matches and other explosives 13,05 1 3 2 1 —_ 42,85 84 2,01
3) Salt —_ — — — — —_ — — -
4) Sugar and sweetmeats 570,33 502,10 506,66  6,66,23 1,70,62 7 98,92 $5,62,65 6,86,89
5) Medicines and chemical products 1,39 96 1,58 1,55 1.33 2,51 2,13,96 2,61,23 2,12,29
6) Silk, yarn and silk textiles 2,48,78  2,68,45  4,16,28 283,65 2,87,51  4,02,32 46,65 9.91 8,67
7) Glassware, china, efc. _ — — — — — 1,82,06 1,44,64 1,79,78
8) Tobacco, cigars and cigarettes 2,15,48  1,79,95  2,12,72  1,66,07 1,15.33  1,IL80 1,05,11 1,41,88 1,28,19
9) Coffee, tea, spice and betelput 26,70 35,16 26,22 25,67 13,74 9,42 23,64 15,93 21,28
10) All textiles other than silk 569,04 4,95.45 26518 130,55 7566 75,55 4,59,24 5:62,42 6,56,76
11) Spirits, wines, liquors, efc. 59,65 59,67 66,55 68,43 61,71 73,36 76,19 99,37 90,45
12} All precious stones and metals 68 79 47 77 55 35 25,91 30,04 37,72
13) Refrigeration and airconditioning equipment — —_ _ —_— — — — —_ —
14) Works of art _— — — — — —_ — — e
15) Arms and ammunition -— — — — — — 12,24 10,14 19,25
16) Meat, fish and their preparation — — —_ — —~ — 1,34 1,91 4,58
17) Furniture and products thereof —_ — — — — — - —_ —
18) Leather and products thereof 44 39 71 1,30 82 5 7,86 11,33 7,70
19} Cars, scooters, buses and parts 1,58,19 1,50,80 2,09,03 2,13,18 2,90,27 2,00,16 5,53,66 6,43.47 7,98,94
(Contd.)
S
TABLE A-§—(Contd.)

Description ’ 1954f55 | 1955/56 | 195657 | 1957/58 1 1958/50 | 1959/60 | 1960/61 | 1961/62 | 1962[63
20) Photographic and cinematographic 4,10 4,83 5,40 5,87 5,47 5,86 67,45 04,16 1,11,82
21) Paper, pulp and stationery 86,69 75,18 87,51 69,18 52,60 53,28 1,08,01 1,41,50 1,46,58
22) Paints, varnishes and dyes 28,21 12,85 12,69 15,00 12,69 18,06 69,86 1,12,32 99,43
23) Rubber and products thereof 74,64 37,31 82,62 74,10 64,27 86,98 78,81 1,00,33 1,24,75
24) Vegetables and products thereof —_ — - — - — 1,00,69 94,73 1,37,02
25) Ginned cotton, jute and hemp — - — — —_ —_ — — —
26) Petroleum products, oils, esc. 6,58,50  6,54,04  7,55,72 8,39.32  8,56,62  7,78,86 967,41 9,96,23 7.65,84
27) Cement —_ —_ - — 1,04 2 —_— —_ —
28) Transport material and railway articles 15,90 17,12 28,05 39,25 38,90 53,13 1,27,78 2,24,18 2,69,65
29) Iron, steel and manufacture thereof 85,23 1,25,43 1,34,63 1,96,01 1,82,36 1,14,42 6,12,09 7,52,66 9,16,48
30) Machinery other than electrical 2,53,35  1,49,43  2,21,71 2,68,38  3.14,12 493,30 4,76,04  6,47,29 10,20,05
31) Electrical machinery 14,01 9,42 21,55 31,56 30,76 32,50 1,05,10 1,84.34 6,11,39
32) Government account — — — —_ —_ — —_ —_ —
33) Miscellaneous 5,88,28  :4,87,40  9,03,10 10,60,04 10,79,13 I6,31,20 730,50 5.46,87 4,89,86
‘Total: 36,68,83  42,86,54  39,54,41  4X56,3I  37,55,00 41,43,20 54,92,98  66,35,89 76,1442
Source: Central Board of Revence, Statistical Office, unpublished data reclassified at PIDE.
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TABLE A-6

COLLECTION OF SALES TAX ON DOMESTIC GOODS—ALL PAKISTAN

81

! {
Description l 1954/55 | 1955/56 ’ 1956/57 | 1957/53 l 1958/59 ’ 195960 | 1960/61 | 1961/62 | 1962/63
L !
e in thousand TUpPees. . ... .. ... .iceiiiiiieaiiaice i )
1} Soap, toilets and cosmetics 14,71 21,64 17,43 31.48 41,80 97,15 77,34 86,88 88,50
2) Matches and cther explosives — — — — — —_— —_ — —
3} Salt - — - — — — — — —
4) Sugar and sweetmeats 4,46 4,46 3,79 467 6,38 6,03 3,60 3,18 2,35
5) Medicines and chemical products 18,57 32,95 17,23 15,28 33,86 33,00 43,72 56,63 78,77
6} Silk, yarn and silk textiles _ — — — —_ —_ —_ —
7) Glassware, china, #tc. 2,47 1,99 2,98 2,28 4,07 6,05 1,96 1,98 3,23

8) Tobacco, cigarettes and cigars _ — — — — — — —_ —
9) Coffee, tez, spice and berelnur — — -

10) All textiles ocher than silk 5,08.53 $,72,7% 6,41,11 7,55.87 10,23,86  10,49.44 13,36,22  12,82,71 11,72,67
13) Spirits, wines, liquors, ez, 35,68 35,30 39,07 20,82 32,07 31,52 36,00 44,26 50,59
12} All precious stones and metals 1,82 1,08 1,38 2,01 1,75 7 46 33 8o

13) Refrigeration and airconditioning equipment  — — —_
14) Works of art —
15) Arms and ammunition e —
16) Meat, fish and their preparations —_— —
17} Furniture and products thereof 3,27 3,97 5,22

4,20 12,27 10,58 8,62 10,62 11,06

18) Leather and products thercof 12,60 6,70 15,56 17,43 31,85 31,61 39,57 39,47 40,75

19} Cars, scooters, buses and parts 13 3 I 4 3,22 11,21 12,66 12,74 13,82
(Comud.)

swajqoid duvgouopyy puv [pasyy uo sapmg
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TABLE A-6—(Contd.} 3
:-
b o6 f61 | 1961/62 | 1962/63 3
Description 1osaf/ss | 10ss/s6 | 19s6{s7 | 19s57/58 | 1958/s9 |[19s59/60 ! 1960 S,
] | . \ o
]
1 i — —_ - - - I
20) Photographic and cinematographic — —_ — — et g
21} Paper, pulp and stationery 12,77 18,40 26,03 35,68 51,87 33,41 ::,28 Z;BZ? .;t: o =
22) Paints, varnishes and dyes 4,07 6,35 7,48 9,92 20,73 23.65 , 20 ;0,94 T o
23) Rubber and products thereof 563 461 5,81 7,82 1,10 10,27 24'2 r ’90 258,30 S
24) Vegetables and products thereof 58,43 50,23 81,74 1,300,890 1,66,00 1,71,82 1,75,83 1,3 ;,92 I, i 8
25) Ginned cotten, jute and hemp 1,39,0C 1,20.60 1,43,94  1,25,06 1,45,34 1,55,74 1,49, , ,_‘ , ,_ §
26) Petroleum products, oils, efc. — — — — —_ — — N
3?) Cement ! 45,24 37.00 49,34 65,04 1,09.97 67,31 L$T,9I 1,68,23 1.91,? ;
28) Transport materials and railway articles — — — — — — — p 620 by
29) Iron, steel and manufacture thereof 11,70 15,22 34,41 19,08 32,70 24,22 53,39 49, : 4 3 §
30) Machinery other than electrical —_ — — — = — > 3
31) Electrical machinery 12,03 14,ET 20,79 42,44 54,97 42,41 56,45 67,39 99,—“ %
. . - o - o - e 3
32) Government account - 6 :
s 5 1,6 1,75.84 1,93,65 2
33) Miscellaneous 47,81 44.62 58,49 83,75 1,24,19 1,475 4,53 u
o &
I
Total: 9,32,22 9,92,85 TI,74,34 ¥3.56,39 19,19,67  19,53,95 24,21,93 24,62,58 25,75, g
Source: Central Board of Revenue, Statistical O ffice, unpublished data reclassified at PIDE. g}
o
v

6z1



TABLE A-7

COLLECTION OF SALES TAX ON IMPORTS-—ALL PAKISTAN

i
Description 1954/3s | 1955/56 | 1956/57 | 1957/$8 J 1958/59 | 1950/60 | 1960[61 | 1961/62 | 1062/63
L in thousand THPEES . . ... . oo i )
1) Soap, toilets and cosmetics 739 1,148 8os 798 541 954 2,036 703 1,022
2) Matches and other explosives — — — — — — — '
3) Salt — — — — —_ —
4) Sugar and sweetmeats — - — — —_ - —_ -
D) D{Iedmnes and c’hemicefl products 4,383 4,215 5,359 7.916 5,400 7,383 10,241 10,376 12,046
6) Silk, yarn and silk textiles 520 264 8¢s 161 102 471 495 327 279
7) Glassware, china, efc. 1,258 770 2,362 2,443 3,448 3,886 6,610 4,586 10,135
8) Tobacco, cigars and cigarettes — — — -— —_ — — —_
9) Coffee, tea, spice and betelnut — —_ —_ — — — — —_
10) Ag t'cxule_s otue_r than sitk 23,340 21,081 17,748 11,779 11,663 9,058 9,870 14,516 13,544
11) Spirits, wines, liquors, efc. 1,601 2,518 2,516 2,274 2,216 2,865 2,379 2,674 3,926
12) All precious stones and metals 12§ 270 164 103 86 347 674 969 ’654
13) ‘Refrigeration and airconditioning equipment 156 331 I,121 778 759 1,072 1,427 965 825
14) Works of art I o 3 1 — — | T 15
15) Armsand ammun_il:ion 133 170 27¢ 258 223 323 325 919 508
16) Mcaf, fish and their preparation 5,037 5,214 5,396 4,706 4,554 6,095 9,611 9,916 13,819
17) Furniture and products thereof 1,547 2,101 1,630 1,725 2,045 2,486 3,660 523 5,260
18) Leather and products thereof 56 122 596 148 135 201 7,355 6,234 8,856
19) Cars, scooters, buses and parts —_ — —_ — —_ — — ’ ’
(Contd) —nvo—
TABLE A-7—(Contd.)
Description 1954(s5 | 1955/56 ’ 1956/57 1 1957/58 ‘ 1958/s0 | 19s9/60 | 1960f61 | 1961/62 | 1962/63
20) Photographic and cinematographic 694 1,025 1,147 1,212 1,220 2,045 320 2,196 3978
21) Paper, pulp and stationery 2,188 1,692 2,161 1,570 1,191 1,512 3,744 4149 3,703
22} Paints, varnishes and dyes — — — — — — — — -
23) Rubber and products thereof 2,%00 2,719 4,256 3,839 4,046 7,040 71 3716 347
24) Vegetables and products thereof 469 327 595 414 287 259 968 288 172
25) Ginned cotton, jute and hemp 7 1 o o o o o ¢ o
26) Petroleum products, oils, efe. 10,301 11,336 15,776 13,125 13,113 12,779 16,036 12,274 14,308
27) Cement — - - - - - - - -
28) Transport material and railway articles 10,250 8,422 10,193 0,282 12,584 11,057 17,957 29,600 40,394
29) Iron, steel and manufacture thereof 7,478 12,198 14,010 1,385 15.856 14,943 26,448 32,345 46,219
30) Machinery other than electrical — - — - - - - - -
31) Electrical machinery 5756 62100 13472 13332 9,020 10,648 15661 19,972 42,001
32) Government accouns 16,023 28,557 20,262 35368 38051 26,687 89,685 88,805 56372
33) Miscellaneous 3,872 5.957 7,993 7,055 6,569 12,596 7,596 3,332 11,436
Total: 97,234 T17,648 137,733 135,662 133,135  X34,797 233,260 249,476 290,509

Source: Central Board of Revenne, Statistical Office,unpublished data reclassified at PIDE.
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The Rate Structure of Indirect
Taxes in Pakistan

Ghulam Mohammad Radhu

INTRODUCTION

The purpose of this paper is to examine the rate structure of indirect
taxes in Pakistan with particular emphasis on the incentive aspects of the tax
structure. The rate structure ofindirect taxes, however, is only one of the
many factors that influence the relative prices and relative profitabilities of
industries. Direct controls, like the import-licensing system, exchange-rate
policy, the export-bonus scheme, etc., may in fact have greater impact on
relative prices and on the pattern of investment than indirect tax rates.
However, this paper examines the differential incentives provided by the
rate structure ofindirect taxes alone, assuming that the market is allowed to
operate freely and that rate structure is the major factor influencing relative
prices ofindustrial goods.

The traditional objectives of taxation policy have been confined
largely to diverting sufficient resources to the government sector to match
its expenditures. However, recent developments in fiscal thought have
come to assign a more positive role to taxation policy in economic develop-
ment, and the impact of the tax structure on the rate and direction of a
saving and investment is widely recognized. In Pakistan and other under-
developed countries, in view of the inadequate coverage and administrative
complexities of direct taxes, indirect taxes assume a particular significance.
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The usual case for indirect taxes is that: i) they arc relatively easy to
administer; /i) they raise the costs of consumption relative to saving, hence
saving is encouraged at the expense of consumption; and iii) since there can
be different rates of indirect taxes for different commodities and different
rates for imports, locally produced goods and exports, the indirect tax system
is an instrument for creating differential incentives to particular industries
in Pakistan and for encouraging export and import substitution. The range
of indirect taxes covered in this paper includes sales, excise, import and
export taxes, all levied by the central government.

There are threc major sections in this paper. In Section II, we present
a general description of the basic law and the rate structure of each tax
separately. Some administrative and operational procedures are also
discussed.  Section IIT analyses the rates of indirect taxes according to two
separate classifications. First, we examine the rate structure by industrial
groups classified in a manner similar to that being used by the National
Statistical Council’s working group on input-output statistics and by other
studies at the Institute. The second classification is by type of commodity,
using Planning Commission-ECAFE  definitions to divide commodities
into various categories. We discuss in Section I the differential incentives
given to particular industries by the impact of the rate structure on relative
prices. The final section examines the rate structure to see the extent to
which it is consistent with the broader objectives of fiscal policy and with
the stated aims of the government to promote certain types of industries.
Some tentative suggestions are made in the final section for modifying the
rate structure.

{I. THE RATE STRUCTURE OF CENTRAL GOVERNMENT INDIRECT
TAXES

Safes Tax

The case for a general sales tax is that it is an elastic and dependable
source of revenue. It is well suited for conditions in Pakistan and other
developing countries, for it is able to reach those parts of population with
incomes too low to be covered by income tax but who have nevertheless
to be taxed for the purpose of raising tax revenue and restraining con-
sumption expenditure. The virtue of the sales tax, it is usually argued, is
that it widens the tax base, restrains consumption and falls on spending
rather than on income and saving.

The power to impose a sales tax was granted to the provinces under
the Government of India Act, 1935. It was first introduced in the undivid-
ed provinces of the Punjab and Bengal. The Punjab province adopted
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the multiple-point tax imposing a sales tax of 0.25 per cent at every stage of
sale. Bengal chose to levy a single-point tax of three pies in a rupee, or 1.56
per cent, at the final stage of sale to the consumer or the unregistered dealer.
In 1948, the tax was transferred from the provinces to the Centre by an
amendment to the Government of India Act, 1935. Since then, it has been
administered by the Centre, but the provinces are entitled to a share in
the receipts.

The Pakistan General Sales Tax Act of 1948 originally imposed a
multiple-point tax of 3.125 per cent {two pice per rupee) on every commer-
cial transaction, with an exemption limit of five thousand rupees. All
dealers with an annual turnover exceeding five thousand rupecs were
subject to the tax. But in 1950, a sales-tax committee was appointed and
on the recommendations of the committee the multiple-point tax was
replaced by a single-point tax which is levied as follows:

i) i the casc of goods imported into Pakistan at the tine of clearaice
through the customs, payable by the importer;

i) in the case of goods produced, processed or manufactured in Pakistan
at the stage of sale by the producers or manufacturers, payable by the
producers or manufacturers;

i) on goods sold by the producers or manufacturers to licensed whole-
salers, payable by the licensed wholesalers.

In the case of imported goods, the tax is payable on the duty-paid
value of the goods!. In the case of goods produced or manufactured in
the country, the tax is payable on the sale price®.

The standazd rate of tax was 10 per cent from 1951 to 1960. It was
raised to 12.5 per cent in July 1960, and in 1963 it was further raised to 15
per cent. Certain essential goods, notably most food articles, drugs and
medicines, certain exciscable items like tea, matches and tobacco, goods for
educational purposes such as newspapers and periodicals, and all capital goods
are exempt from sales tax. Certain goods are taxed at reduced rates ranging
from 3-1;8 per cent to 10 per cent. Some luxury goods like articles of fur
and skin, liquors, and silken goods, efc., are charged at higher rates from 15
to 20 per cent. The original exemption limit under the Sales Tax Act of
1948 was an annual turnover of 5,000 rupees. In 1951, when the tax was
changed from multiple-point to single-point, cottage industry was allowed

1 Duty-paid value is the c.i.f. price of the goods plus the amount of customs duty levied thereoa.

2 ‘Sale price’ means, with respect to exciseable goods, the wholesale cash price charged by
the manufacturer plus the amount of excise duty. In other cases, ‘sale price’ refers to the price before
any tax is added, but includes provincial excise, if any.
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an exemption upto 25,000 rupees. The exemption limit was raised to
36,000 rupees in 1952 and to 60,000 rupees in 1954. It was, however,
rought down to 36,000 rupees in 1959. Cottage industry® was exempted
from tax irrespective of the amount of turnover.

Excise Duaties

In most developing countries, customs constitute the primary form
of indirect tax. However, as domestic production of goods previously
reached by customs increases, some use of excises becomes nccessary in order
to replace the customs revenue. The case for excise duties in Pakistan, as
pointed out by the Taxation Enquiry Committee, is that 7) those domestic
industries which have been developed under the protective wall of the
tariffand quota system must be taxed in order to replace the customs revenue,
i) excise duties will enable the government to have a due share in the deve-
lopment of protected industries, and iii) excise duties will put a restraint on
the growth of consumption {13, p. 175].

At present, there are twenty-nine exciscable goods. In 1948, there
were only fifteen items on which excises were levied. But as domestic
industries developed, new items appeared on the list. Thus, in 1957/58,
for the first time, petroleum products and jute manufactures were subjected
to excise duty. The following year, four more items were added. These
were woollen textiles, electric fans, tanned leather, and paints and varnishes.
In 1959/60, an excise was imposed on soap. Excises were levied on
electric bulbs, polish and cream, cosmetic and toilet preparations in 1963.

The excise duties are specific, except on a few items, and are levied
at the production point. The rates of excise are lower than the correspond-
ing customs duties, as would be expected. The differentials are maintained
for protection of domestic industry. In 1962/63, for example, the follow-
ing differential rates applied.

Excise duty Import duty
Sugar (per cwt.) ) 7 rupees 32 rupees
Tyres (ad valorem) 10 per cent 30 per cent
Cement (ad valorem) 15 5 5 50 5w
Paints and varnishes (ad valorem) I0 4, 35 0 a

3Buit’s book gives the following definitions of ‘cottage industry’ for the purpose of ex-
emption: (@) “That it is basically an enterprise in which the owner combines in himself the function
of the investor and the labourer; () that it is (i) wholly dependent on manual or animal labour
and the number of workers employed therein on 2 single-shift basis does not excecd ten at any
time during the year or (i) uses mechanical or electric power (such use not being its dominant
feature) and the number of workers employed therein on a single-shift basis does not exceed five
at any time during the year; (c) that the capital employed therein does not exceed ten thousand
tupees at any time during the year’” [1, Pp. 148~150).
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The exemption limit for cloth production was twenty powerlooms,
that is, factories operating below this limit were exempted from excise. In
1959, this limit was lowered to five powerlooms. For some industries
there is no exemption limit but the rates of tax vary with the size of daily
output or with the value of the commodity. For instance, in the match-
producing industry, there are separate rates for factories whose daily output
is less than or greater than one hundred gross of boxes. The excise on
manufactured tobacco varies with the value of the commodity. Thus, on
cigarettes whose value per thousand does not exceed ten rupees, the excise is
one rupee per thousand, while on cigarettes whose value exceeds twenty
rupees but does not exceed twenty-six rupees, the rate of duty is twenty-
two rupees per thousand.

Import Dutizs

In Pakistan where a high percentage of all manufactured goods used
in the country is imported, import duties constitute the main source of
revenue. Import duties are levied for various purposes. The main con-
sidevation is revenue, but protection also plays a very important part.  Other
objectives of such levies are: casing balance-of-payients difficulties, checking
consumption and freeing foreign exchange for items of major importance
for cconomic growth. Thus, in the rate struciure of import duties in
Pakistan, several principles play a part along with a considerable element of
chance and tradition. Goods regarded as luxuries bear the heaviest duties;
on such items rates range from 100 per cent to 300 per cent. Articles such
as liquor, jewellery, cigarettes, musical instruments, silken cloth, perfumes
and cosmectics, efc., carry very heavy duties. Goods of widespread use and
semi-luxuries are charged moderate rates, primarily as a source of revenuc.
Very low rates or complete exemption is given to goods regarded as i)
basic necessities, i) important to the general welfare (such as educational
materials and medicines), i) capital goods, and iv) raw materials used in
agriculture and industry.

The Pakistan tariff schedule is a six-column tariff with preferential
tates for the United Kingdom and other Commonwealth countries. The
first column presents the statutory rate and the second column presents the
general concessional rates for all countries. For certain goods, there are
concessional rates under the General Agreement on Tariffand Trade (GATT).
Finally, there are preferential rates for certain goods from Ceylon, or a
British Colony, and from the United Kingdom and India. The schedule
was relatively simple until 1959 with rates being listed only by major cat-
egories, However, after 1959 the breakdown became more detailed and
complicated, and the number of items was increased from s49 to 1,372
with many subcategories.
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The duties are ad valorem with a few exceptions. Ad valorem duties
are more elastic than specific duties, since revenue from such duties varies
-proportionately with changes in prices. Import duties tend to be progress~
ive because the more expensive varieties of the same commodity pay
a higher duty. The duties are levied on c.if. prices. With ad valorem
tariffs, the key to correct payment of duty is accurate valuation of the goods.
In Pakistan, valuation of articles liable to ad valorem rates of duty is regulated
by the provisions of Section 30 of the Sea Customs Act, 1878 which defines
the “real value” for purposes of duty as “the wholesale cash price, less trade
discount, for which goods of the like kind and quality are sold, or are cap-
able of being sold, at the time and place of importation or exportation, as
the case may be, without any abatement or deduction whatever, except
of the amount of the duties payable on the importation thereof 12, p. 23].

Export Duties

The Pakistan export-duty schedule is a two-column schedule showing
a statutory rate aind a general concession for all countries. At present, four
goods are subject to export duty. They are raw cotton, raw jute, fish and
cotton seed. In the past, export duties were levied on twelve items, i.e.,
raw jute, raw cotton, raw wool, tea, hides and skin, bamboo, jute manu-
factures, rice, cement, fish, and cottonseed. Gradually, duties were with-
drawn from all but the remaining four. Duties on bamboo and cement
were suspended in 1950 and that on raw wool in 1952. Raw hides and
skins and rice were exempted from duty in 1955, and duties on jute manu-
factures were suspended in 1953.

Export duties are specific except on cottonseed. From the administ-
rative point of view, export duties are more acceptable than import duties
in that both the variety and the complexity of goods exported are less than
on the import side. However, due to their adverse effect on exports and
on the internal prices of exportable goods, they cannot be relied upon as a
major source of revenue.

IIl. DIFFERENTIAL INCENTIVES PROVIDED BY INDIRECT TAXES

There are different rates of duty for exports, imported goods, and
locally produced goods for home market. We have presented a separate
table for each category. In Table I, we have presented the rates of export
duty for the years 1948-63. Average duties on imported goods and
locally produced goods have been shown in Tables Il and III, respectively.
Average duties on imported goods mean import duties plus sales taxes.
Similarly, average duties on domestically produced goods mean excises
plus sales taxes. In the case of import duties, averages have been calculated
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on the basis of statutory rates or the rates chargeable as a result of general
exemption for all countries, whichever applied. Other concessional rates
chargeable under GATT or preferential rates for the United Kingdom and
other Commonwealth countries have not been taken into consideration.
The averages are simple arithmetic means. They have been calculated by
adding all the rates of duties in each industry or category divided by the
total number ofitems in that category of the tariff schedule. In some cases
where the mode has been found more representative than the mean, the mode
has been taken as the "average". We have converted the specific excise
duties into ad valorem in order to calculate the averages. The method adopt-
ed is as follows: from the Year Books of the Central Statistical Office, we
have taken the annual average wholesale prices for the exciseable goods and
the rates of excises have been deducted from the wholesale prices in order
to get a rough estimate of the cost prices. Then, we calculated the rates of
excises as a percentage of the cost prices.

Export Taxes

Table I presents the rates of export duty for the years 1948-63. It is
obvious from the table that export duties have gradually been abolished.
By 1963, only five goods were subject to the export tax. In order to give
further incentives for exports, most sales taxes on export goods were sus-
pended in 1961. Thus, there is no sales tax on any export goods (dome-
stically produced) other than ginned cotton [1, p. 19].

The present export duties on raw cotton and rawjute act as disincent-
ives to the producers of these commodities. The tax reduces the earnings
of the exporters and growers and, thus, has an adverse effect on the volume
of exports. The imposition of an export duty on cotton and jute reduces
the relative profitability of these commodities, and the production of com-
peting crops like rice and sugarcane becomes more profitable [3]. Thus,
diversion of resources takes place from the production of exportable goods
towards food crops for domestic consumption. Moreover, to the extent
that the export duty keeps domestic prices ofrawjute and raw cotton lower
than world prices, it is a kind of subsidy to domestic textile industries. As
raw cotton and jute are then available at lower prices and in larger quantities
to the textile industries, the domestic prices of cotton textile and jute manu-
factures will be lower. This encourages domestic consumption of cotton
and jute textiles, which results in a higher domestic absorption ofraw cotton
and raw jute.

Import Taxes

Table II shows average rates of duty on imported goods classified into
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thirty-two industrial groups for the years 1954/$5 to 1962/63. Several
facts are at once obvious. First, the highest averaged duties on imported
goods are on consumption-goods and the lowest are on capital-goods
industries. For instance, in the year 1962/63 the average duty is 153 per
cent on cotton, 200 per cent on manufacture of silk and artsilk, 185 per cent
on tobacco, 150 per cent on fabricated textiles manufactures, not elsewhere
classified (m.e.c.). Duties on heavy capital goods, however, are very low.
The average duty on nonelectrical machinery is 12.5 per cent, on electrical
machinery 22 per cent, 18 per cent on transport vehicles and equipment
(except automobiles) and 16.5 per cent on basic-metal industries. These
averages, however, hide considerable variation in the rates within an indus~
try. Thus, in the case of tobacco industry, the average duty ranges from
40 per cent on tobacco extracts and essences to 300 per cent on cigarettes.
For silk and artsilk, the rates vary from 44 per cent on raw silk to 320 per
cent on silk fabrics, for footwear they range from 57 per cent on parts of
footwear to 91 per cent on slippers and shoes, and for transport vehicles
(except automobiles) zero to 40 per cent. In Table IV, we present the
range of duties on imported goods in each industry for the years 1958 and
1062,

Second, there is an upward trend in the rate of duty. Though from
1954 to 1959 the average duties are moie or less constant, we find a sudden
upward shift after 1959. This rise is mainly the result of the recommend-
ations made by Taxation Enquiry Committec*. The Committee proposed
enhancement of the rate of import duties on most goods. Thus, the rise
in the rate of duty in 1960/61 is partly due to the increase in import duty and
partly due to the rise of the standard rate of sales tax from 10 per cent to
12.5 per cent. There are some minor changes in 1962, such as a fall in the
average duty on chemicals from 47 per cent to 42 per cent.

Third, the absolute increase in the rates of duty is much more sub-
stantial in the case of consumption-goods industries than capital-goods
industries. Thus, the average duty for cotton textiles rises from 76 per cent
in 1958 to 143 per cent in 1962, an increase of 77 percentage points. Simi-
larly, there is an increase of 88, 75 and 69 percentage points for fabricated
textile manufactures, silk and artsilk, and manufactirres of textile n.e.c.,
respectively.  As regards capital-goods industries, though the percentage
increase is significant and fairly comparable to the rise in consumption-goods
industries, the absolute increasc is not significant. For instance, average
duty on nonelectrical machinery has risen from s per cent to 12.5 per cent,
more than 100 per cent increase, but the absolute increase is only 7.5 per-
centage points.

4The Taxation Enquiry Commiittec was appointed by the Central Government in 1957 and
submitted its report in 1960,
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Another subject of interest is the rate of duty on goods classified by
end-use. Table VI shows the average duty on imported goods by types or
end-use of commodities. The classification is based on the Planning Com-
mission-ECAFE definitions of consumption goods and for capital goods.
We further classify the consumption goods into essentials, semi-luxuries,
and luxuries, raw materials into unprocessed and processed, and capital
goods into consumer durables and producer durables. These extensions
made to the Planning Commission-ECAFE scheme are not based on any
standard classification but on the author’s judgement.

In this classification, too, we find the same picture. Luxury goods
have been taxed most heavily, a relatively lower rate is levied on semi-luxury
goods, and a still lower average rate applies to essential goods. Within raw
materials, the average rate is distinctly lower for unprocessed raw materials
and higher for processed materials, and it is slightly lower for raw materials
mainly used in capital-goods industries than it is for raw materials used in
consumption-goods industries. Machinery and other capital equipment
bear the lowest rates, and household durables are heavily taxed among the
capital goods. The rise in the rates of duty over time is most remarkable
in luxury and semi-luxury goods. In other cases, the percentage-point
increase is not as significant.

Taxes on Domestic Goods

Table III shows the rate of duty on domestically produced goods,
and comparison of Tables II and III shows the extent of inducement given
for import substitution by the rate structure of indirect taxes. For all
industries, the duties are considerably lower if produced domestically than
if imported. The average duties on domestically produced goods remained
below 20 per cent except on three or four industries. In Table If, we do
not find any uniform trend in the rate structure. Some industries like
sugar, cdible fats and oils, and food manufacturing, show a slight downward
trend, while the matches, chemicals, and cement industries show an up-
ward trend. In some cases, the rates are more or less constant. The rea-
sons for the variation are: f) excise duties are specific, so in spite of gradual
increases in tax rates, the proportional burden of taxes remained constant or
even declined as the general level of prices rose; and ii) exemptions from the
sales tax were given to various commodities from time to time. For
example, edible fats and oils (except vegetable ghee) were exempted from
sales tax in 1960, and foods manufactured or produced by residential hotels
and bakeries were also given complete exemption in 1960.

Comparison of Domestic and Import Taxes

In Table V, we present a comparison of Tables I and III. Both
the ratios of and the absolute differences between Tables II and III are given.
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Several acts clearly emerge from the combined table. First, the absolute
differences in the rates of duty between imported goods and locally pro-
duced goods are highest for the textiles, tobacco and leather industries, and
are lowest for heavy capital-goods industries like electrical and nonelectrical
machinery, and transport vehicles and equipment (except automobiles).
Consumers” durables and other capital goods, however, do have significant
absolute differences.

Second, until 1959 or during the first rush of industrialization, most of
the industries, except machineries and transport goods, exhibit more or less
the same absolute differences, but after 1959 the consumption-goods indus-
tries show considerably higher absolute differences. The reason can be
explained by the remarkable increase which took place in the rates of duty
on imported consumption goods after 1960.

Third, the ratios of rates of duties on imported and domestic goods
do oot show much difference beiween indusiries, and the capital-goods
industries have ratios as high as consumption-goods industries. Thus, the
proportional differences between rates of duty on imported goods and
domestically produced goods are almost the same for all industries, though
the absolute differences vary considerably.

These absolute differences and ratios reflect the degree of protection
received by the domestic industries from the rate structure of indirect taxes.
In terms of cost structure, they indicate the extent to which domestic cost
of production can be higher than foreign cost of production. If the ratios
and absolute differences in tax rates are quite lacge, then inefficient and high-
cost domestic fins can still compete easily with efficient foreign firms in
the home market. On the other hand, assuming domestic and foreign
costs approximately equal, these ratios and absolute differences measure the
extent of profit margin provided to domestic manufacturers by the rate of
duty. The higher the ratios and absolute differences, the larger will be the
profit margins or the more inefficient can be the domestic producers and
still compete with imports.

The Rate Structure and Industrialization Policies

We have now before us a broad picture of the rate structure of in-
direct taxes in Pakistan. The rate structure presumably has an impact on
the allocation of resources and pattern of investment. But the actual all-
ocation of resources depends on many factors, such as the import-licensing
system, exchange-rate policy, the export-bonus scheme, efc., all of which
affect relative prices and relative profitabilities. As a matter of fact, direct
controls may have far greater impact on the relative prices of goods and
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relative profitability of industries than the rate structure of indirect taxes.
Suppose, for example, that the imports of sewing machines are restricted
“tightly”. If the demand for sewing machines considerably exceeds the
limited supply at c.i.f. prices plus dutics and “normal” markups, then the
market prices of these machines will be much higher than import prices. No
matter how low the duties on imported sewing machines, their internal prices
will be much higher than “normal prices”.  As a result, domestic production
of these goods may become very profitable, even though little “protection”
is given by the tariff structure.  On the other hand, if the rates of duties on
imported sewing machines arc increased, but licences are issued liberally for
the import of these goods, then the difference between internal prices and
c.i.f. prices will be roughly equal to the amount of duty. Domestic pro-
duction may not be as profitable in such a case.

Similarly, the exchange-rate policy and export-bonus scheme tend to
distort the effect of rate structure on the relative profitability of industries.
In short, when most major scctors of the economy ate regulated by dicect
controls, changes in the rate structure may have negligible effects on the
relative profitability of the industries’. However, as mentioned eatlier in
this paper, we deal with the differential incentive provided by the rate struct-

ture of indirect taxes alone, assuming that the market is allowed to operate
',ﬁfreely and that rate structure is the major policy factor influencing relative
profitability of different industries. ‘

The high rates of duty on imported consumption goods make their
local production very profitable. As the market is protected by high walls
of tariffs, the competitive position of domestic industries improves and they
expand under the shelter of protection. Thus, the greater protection given
to finished consumption goods rather than to intermediate goods or capital
equipment encourages investment in the former industries. If the highest
rates of duty are on “unessential” goods, these are the goods whosc local
production is most profitable. The imposition of heavy duiies on luxury
and semi-luxury goods is justified on the grounds of principle of equity and
ability to pay, and the purpose is to discourage their import and consumption
and to save foreign exchange for the import of more “essential” goods.  But
unless measures are taken to discourage their domestic production by heavy

excise"or sales taxes, this Kind. of rate_strticture_only leads to import sub-

stitfition in favour of “‘unessential” consumption goods®. The low Ttate:
of duty on imported capital goods, onmﬁéﬁde no incentive
to produce these goods locally as the imported capital goods are relatively
cheap and of good quality. Though capital goods bear no tax if produced

locally, the import duties do not appear to be high enough to make domes-

SFor a somewhat more cxtended discussion of this point, see [3].

6This point was first raised in recent years by Rggnar Nurkse [, p. 116].

e
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tic production profitable. No doubt, a substantial proportional increase in
the rates of import duty on capital goods took place, but the rates are still
quite low in comparison to that on consumption goods. Low import duties
on capital goods are favoured on the ground that the prices of capital goods
must be kept low in order to provide incentives for investment. But in
Pakistan this argument is not likely to be true, as the demand for imported
capital goods scems to exceed the supply considerably at c.i.f. prices plus
import duties’. Actually, the demand for capital goods is a derived de-
mand, as they are demanded because the goods they produce have great
demand in the country. When the imports of consumption goods are dis-
couraged by heavy duties, their domestic production becomes very profit-
able and the demand for capital goods used in these industries rises sharply.
The policy of maintaining low rates of duty on capital goods not only dis-
courages domestic production of such goods but also may tend to generate
the profits of the industries receiving the imported capital goods. More-
over, it induces the local producers to adopt capital-intensive techniques of

production.  Similarly, there seems to be little justification for maintaining
low rates of duty on raw materials for consumption goods, since it induces

the local producers of consumption goods to use imported raw materials®.

Thus, the rate structure ofimport duties, excises, and the sales tax
gives a set of incentives that discourages import substitution in capital-goods
industries, This kind of import-substitution_strategy, as suggested in
14], leads to “consumption liberalization”. High tariffs (and other
restrictions) on the imports of consumption goods not only curb imports
but also constrain consumption. However, as domestic production of con-
sumption goods increases, these constraints no longer remain, and frequently
domestic absorption of these goods exceeds what would have been absorbed
if these consumption goods had continued to be imported. Therefore, a
sort of automatic decontrol of consumption takes place which retards
the rate of saving and, perhaps, the rate of growth.

A second aspect of such an import-substitution strategy is that if
specialization for the home market is not possible due to markets of limited
extent, firms of uneconomic size may develop, in which case most of the
value added in manufacturing industries becomes nonprofit income, due to
inefficiency and high cost of production of those firms. Due to these fact-
ors, this kind of strategy fails to develop a self-generating mechanism of
industrial growth. Unless import substitution is extended to intermediate-
and capital-goods industries, or unless exports are promoted, the pace of A

7Mati Lal Pal, a Research Bconomist at the Institute, in a study of the determinants of rupee
prices of imported goods comes out with preliminary investigations quite consistent with this hy-
pothesis. The result of his study appeared in the Winter-1964 issue of The Pakistan Development Review.

8For additional claboration of this argument, see [2].
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industrial development stows down as the domestic-tmarket limits arc
reached. Development of capital-goods industries is necessary to meet the
growing requirements of capital goods as well as to reduce pressure for
greater domestic absorption of consumption goods [14].

it should be noted, however, that the only industries that are seriously
disadvantaged by the structure of indirect-tax rates arc the heavy capital-
goods industries. Even such industries as the basic-metal industries, chemi-
cal, non-metallic mineral products, efc., had duty protection that was nearly
compatable to most of the light consumption-goods industries in the period
i,upto 1959/60. It is only since 1959/60 that the duty structure has substant-
jally favoured the luxury consumption-goods industries over those produc-
ng intermediate goods. These facts are obvious from Table IV. Thus,
it seems that considerably more work must be done to test Power’s hiypo-

“thlesis on the differential rates.of grewth_encouraged by the duty structure,

Only the case of pure capital goods seems to be consistent with his general-
ization about the duty structure.

1V, SUMMARY AND CONCLUSIONS

The Government of Pakistan is attaching considerable importance
to the setting up of industries in Pakistan as a means of achieving self-
sustaining growth. The main emphasis is on import substitution and
expansion of exports of manufaciured goods.

The rate structure of indirect taxes cutrently gives a set of incentives
that encourages import substitution in consumption-goods industries.
The high rates of duty on imported consumption goods make their domestic
production extremely profitable and the low rates of duty on imported
capital goods and materials discourage their domestic production. The
low raies of duty on raw matetials induce the local producers to use imported
ktaw materials,

This kind of import-substitution strategy has several disadvantages.
‘The replacement of imported consumption goods by domestic production
leads to an automatic decontrol of consumption. With the developmeni
of domestic consumption-goods industries the domestic absorption of
consumption goods increases which hampers the rate of growth of saving.
Due to low income elasticity of demand for such goods and keen com-
petition from. other developing countries (because most of the developing
countries choose such industries for import substitution) the export market
for such goods is limited. So, the pace of industrial development tends
to decline as the domestic-market limits are reached.
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It seems, therefore, necessary to extend the import substitution to
intermediate- and capital-goods industries also in order to i) reduce the
domestic absorption of consumption goods, ii) meet the growing require-
ments of capital goods at home, and i) provide investment opportunities
for the incomes generated in consumption-goods industries.

The existing complicated rate structure of import duties and excises
needs to be simplified. The Planning Commission has classified imports
into four major categories, i.e., consumption goods, capital goods, raw
material for consumption goods and raw material for capital goods. We
have further classified consumption goods into essential semi-luxuries, and
luxuries, divided raw materials into processed and unprocessed, and capital
goods into consumer durables and producer goods. If a single rate of duty
is fixed for each category, the total number of rates will be reduced to nine.
This simplification will not unduly distort the rate structure but will instead
improve it, as the commodities have been classified into appropriate homo-
geneous categories. Thus, the present multiplicity of rates can be reduced
to ninc rates in the first instance.

At present, excises are mostly specific and in some cases very com-
plicated.  1f the specific rates are converted into ad valorem rates, as has been
done for paints and varnishes and cotton and woollen fabrics, it will simplify
the rate structure as well as make the excise an elastic source of revenue.,

There is also a need to modify the present rate structure of indirect
taxes in order to make it favourable for the establishment of intermediate-
and capital-goods industries and to encourage the use of domestic raw
materials. One possible way to do this is to raise the rates of import duty
on capital goods and raw materials. Certain essential raw materials for
capital-goods industries which are not available at home may continue to
be taxed lightly. Such a change would make the domestic production of
capital goods more profitable and the use of domestic raw materials would
be encouraged. On the other hand, heavy excises and sales taxes may be
imposed on consumption goods in order to discourage their domestic con-
sumption, and unless they are exported, their domestic production as well.

However, in a country where foreign exchange and other key sectors
of the economy are regulated by direct controls, the rate structure may have
little effect on the relative profitability of the industries. Therefore, what
is required is to redesign not only the rate structure but also import-licensing
system, exchange-rate policy and export-bonus schemes, efc., in such a way
that they give proper incentives consistent with the broader economic
goals of the country.  But spelling out the “proper”” mix of all these policies
is beyond the scope of the present paper.
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AVERAGE RATE OF DUTY ON IMPORTED GOODS BY INDUSTRIAL CLASSIFICATION

TABLE I

Code

i

N i ' ,
No. Name of industry l 1954f55 195556 1936(57 | 2957/s8 L 195859 ‘1959/60 1960[61 196162 1962/63
.
2070 Sugar factories 63 63 63 83 63 63 62 62 62
2091 Edible fats and oils 46 46 46 46 45 46 44 44 44
2062 Tea manufacturing (per Ib.) 8 A $ As 8 As § As g As 8 As 8 As 8 As 8 As
2099 Food manufacturing (a.e.c.) 37 37 37 37 37 37 76 76 76
2100 Beviﬁagis industries (per Rs.z00/8  Rs100f? Rs100/8 Rs100/3 Rsoe/8  Rsisofs Rs.xsofs  Rsrsofs  Rs 28
gallon,
2200 Tobacco m:_mufacmrcs * * * * * * 160 160 185
23k Cotton t_ext:les 76 ) 6 76 73 76 153 153 133
2313 Jute textiles 48 48 48 48 43 48 68 68 68
2314 Silk and artsilk ) * 125 125 125 i3 125 200 200 200
2390 Manufactare of texiiles (v.c.c.) * 63 63 63 63 3 132 132 132
2420 Manufacture of foorwear 46 16 46 46 35 46 87 37 87
2490 Fabricated textile manufactures % 62 62 62 G2 62 150 150 150
2500 Wood and cork manufactures 43 43 4 43 47 43 56 56 56
2600 Manufacture of furniture 43 43 43 43 40 4 110 110 110
2700 Paper manufactures 46 26 46 Fa ) 46 73 73 73
2800 Printing and publishing
industries free
2900 Leather manufactures 6y 6. G 3, % 64 99 99 99
3000 Manufacturce of rubber products 51 ST 51 31 51 S1 38 38 38
3114 Manufacture of fertilizers free
3140 Medical and pharmaceutical
preparations 17 5 i7 17 T 17 Is 15 13
3150 Perfumes, cosmetics and
other products 49 49 49 49 4 49 73 73 73
3101  Matches * * J * * * % * *
3199 Manufacture of chemical
products * 46 46 46 4€ 45 47 47 42
(Contd) ———
TABLE II—(Contd.)
| !
CISI?: Name of Industry 1954/55 ! 1955/56 1956/57 1957/58 | 1958/59 195960 1960/61 1961/62 1962/63
. | . i
3200 Manufacture of products
of petroleum and coal * * * * € * 39 35 36
3340 Manufacture of cement 49 49 49 49 49 49 65 65 6s
33990 Nonmetallic mineral products * 93 93 93 93 93 65 6s 6s
3400 Basic-metal industries ¥ * * * * * 16.5 16.5 16.5
3500 Manufacture of metal products :
except machinery 48 48 48 48 13 48 62 62 62
3600 Machinery except electrical
3700 Electrical goods s S s o1 10 12.5 12.§ 12.§
a) electrical goods 79 79 79 79 70 79 104 104 104
) machinery 19 19 10 15 10 19 22 22 22
38co0 Manufacture of transpore
4) automobiles 8o 8o So 80 8o 84 89 89 89
b) other trapsports 14 i 14 14 1. 14 18 18 18
3900 Miscellaneous manufacturing
# # = * * * * * =

industries

*For a few industries, average duties have not been calculated either
for the whole period under study or for a few years, due to various
complexities and difficulties. However, in the case of tobacco manufac-
tures, the rates of duty prevailing before 1955 are considerably lower than
the 1960 rates and for basic-metal industries the rates prevailing before 1959 .
seem to be slightly higher than the present rates of duty.
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TABLE Il

AVERAGE RATE OF TAX ON DOMESTICALLY PRODUCED GOODS BY INDUSTRIAL CLASSIFICATION

Cods . ! i
No.c Name of industry 5 1954/55 ! 1955/56 1956/57 1957/58 ' 1958/5¢ ! 1959/60 1960/61 1 1961/62 1962/63
2070 Sugar factories and refineries 5.1 5.0 4.2 4.2 45 4.0 4.1 4.3 4.7
2001 Edible fats and oils 5.9 5.5 5.9 5.9 5.9 5.5 0.5 0.5 0.5
2092 Tea manufacturing 3.9 3.8 4.07 3.8 3.7 102 20.6 22 X5.9
2099 Food manufacturing (n.c.c.) 5.8 6.1 5.6 5.4 5.8 5.3 4.3 3.9 4.1
2100 Beverages industrics 18.3 18.3 18.3 18.3 18.3 i8.3 18.7 18.7 18.7
2200 Tobacco manufactures 33 36 54 53 90 o2 87 52 49
2311 Cotton textiles * 18.2 18.2 23.0 24.8 21 21.4 24.5 25.4
2313 Jute textiles * * * * * * * * he
2314 Silk and artsitk * 27.2 27.2 27.2 27.2 27.2 27.2 27.2 6.0
2390 Manufacture of textiles (n.e.c) 10 10 10 11.9 JL.Y 11.9 144 14.4 14.4
2420 Manufacture and repair of
footwear 3.3 33 3.3 33 33 8.3 10.4 10.4 10.4
2490 Fabricated textile mapu-
factures 3.6 3.6 3.6 3.6 3.6 3.6 44 4.4 44
2500 Manufacture of wood, cork
and allied products 5.0 5.0 5.0 5.0 5.0 5.0 6.2 6.2 6.2
2600 Manufacture of furniture
and fixture 10 10 10 10 10 10 12.5 12.5 12.5
(Contd.)
TABLE HNI—(Contd.)
Code ! ] I
No. Name of industry 1954/35 ‘ 1955/56 ‘ 1956{57 1957/58 i 195859 l 1959/60 1960/61 106162 | 1962/63
2700 Manufacture of paper and
paper products ’ 6.8 6.8 6.8 6.8 6.8 5.8 12.5 12,5 12.§
2800 Printing, publishing and
allied products exempted
2900 Leather and leather products 9.8 9.8 o8 9.8 9.8 8 8 8 8
3000 Manufacture of rubber
products 10.6 10.6 10.6 10.6 10.6 10.6 I3.1 13.1 13.1
3114 Manufacture of fertilizers exempted
3140 Medicinal & pharmaceutical
preparations exempted
3150 Perfumes, cosmetic, soaps
and toiler preparations 12.8 12.8 12.8 12.8 12.8 2.8 12.8 12.8 12.8
3191 Matches 35.5 355 38 41 43 67 64 62 .
3109 Manufacture of chemical
products 10 10 10 10 10.3 10.3 12.8 12.8 12.8
3200 Manufacture of products of
petroleum and coal * 14.6 11.3 14.4 14.6 14.6 16.8 16.8 16.8
3340 Manufacture of cement 10 10 10 10 10 33.9 36.4 20.8 29.8
3399 Nonmetallic mineral pro-
ducts (n.e.c.} 12.8 2.8 12.8 12.8 12.8 12.8 13.8 13.8 13.8

(Contd.)
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TABLE IV

RANGE OF DUTIES ON IMPORTED GOODS BY INDUSTRIAL CLASSIFICATION

CI';?:’]'C Name of industry 1958 1962
2070 Sugar factories and refineries 37—75 50~~100
2091 Edible fats and cils 6.25—62.8 6.25—68.7
2092 Tea manufacturing ' # »k
2099 Food manufacturing (n.e.c.) 0—52.2 o—1i10
2300 Beverages industries * *
2200 Tobacco manufactures % 40—300
2311 Cotton textiles 6.25—120 20.9—293
2313 Jute textiles 10—59.§ 18—12%
2314 Silk and artsilk 465—140 44—320
2390 Manufacture of textiles (n.e.c.) 32—02.% 35—293
2420 Manufacture and repairs of footwear 15.2—45.0 $7.5—91
2490 Fabricated textile manufactures 43 925 35—293
2500  Manufacture of wood, cork and allied products 10—43 26.5—125
2600 Manufacture of furniture and fixtures 43——43 102~~125
2700 Mauufacture of paper and paper products 20,8—54 18—12§
2800  Printing, publishing and allied products free free
2900  Leather and leather products $6—68 32140
3000 Manufacture of rubber products 10—51.2 12.5—57.$
3114 Manuvfacture of fertilizers free free
3140  Medicinal and pharmaceutical products 0—42 0—40
3150 Perfumes, cosmcetics, soaps and toilet preparations 49.5—72 43.7—130
3791 Matches * *
3199 Manufacture of chemical products 10—-92.§ 12,5125
3200  Manufacture of products of petrolenm and coal * 12.5—40.2
3340 Manufacture of cement 49.6-=49.6 63.1—068.7
33990  Nonmetallic mineral products 10~-109 12.5—125%
3400 Basic=metal industrics * 10—36.5
3500  Manufacture of metal products except machinery X0-—120 23.7—125§
3600 Machinery except clectrical * 0~—35
q700  Electrical goods:

a) clectrical goods 63—08 G8—116

b) electrical machinery 0---G5 o—380
3800  Manufacture of transport:

@) automobiles 41—7142 46.2—293.7

b) other transport 0—30 0-—40
3900 Miscellaneous industries * *

(*) Means not available. Source: Table 11,
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TABLE V
RATIO AND ABSOLUTE DIFFERENCES
1954/55 1955/56 1956/57 1957/58

P“%E Nanie of industry
Code Ratio d?ﬂ' Ratio dixﬂ' Ratio dfof Ratio
2070 Sugar factorics 12.3:1 57.9 12:1 s8.0 is5:1 58.8 15:¢
2091 Edible fats and oils 7.8:1 40.1 7.8:1 40.1 7.8:1 40.1 7.8:1
2092  Tea manufacturing — — — -— - —
2099 Food manufacturing (n.c.c.) G.4:1 3.2 6111 oy 6610 31,4 6.9:1
2100  Beverages industries — —_ — — — —
2200 Tobacco manufactures — — — —_ — _ _
2311 Cotton textiles — 76.0 4.2 578 g2t 57.8 3.3:¢
2313 Jute textiles —_ — — _— — - —
2314 Silk and artsilk —_— — 4.6t 97.8 4511 97.7 4.5:C
2390 Manufacture of textile (ne.c.) — — &3 3.0 6.1:% 53.0 5.33k
2420 Manufacture of footwear 13.0:1 42.7  13.10 427 1310 42.7 13.1:4
2490 Fabricated textile manufactures — — 17231 58.4 17.2:1 38.4 17.2:(
2500  Wood and cork manufactures  8.6:1 38.0  8.6:1 380 8.6t 38.0 8.6:1
2600 Manufacture of furniture 4.3:1 33.Q 4.3:1 33.0 4311 13.0 4.371
2700 Paper manufactures 6.7:1 39.2 6.7t 39.2 6.7:1 39.2 6.7:1
2800 Printing and publishing products (....... ... i ieiiiiiniii i, exempted,. ... ..
2500 Leather products 6.5:1 542 6,51 542 6.5:1 54.2 6.5:1
3000 Rubber products 4.8:1 40.4  4.8:1 40.4  4.8:1 40.4 4.8:
2900 Leather and leather products 6.5:1 543 6.5:1 54.2 6.5 54.2 6.5:1
3000 Manufacture of rubber products 4.8:1 40.4  4.8:1 404 4.8:1 40.4 4.8:1
3114 Manufacture of fertilizers e exempted,......
3140 Medical and pharmaceutical

preparations — 17.0 — 17.0 — 17.0 -
3150 Perfumes, cosmetic, soaps and

toilets preparations 3.8:1 16,2 3.8:1 36.2 1.801 36.2 1.8:1
3191 Matches — — — - —-— — -
3199 Manufacture of chemical products — — 4.6 36.0 4.6:1 36,0 4.6:1
3200 Manufacture of products of

petroleum and coal — — — —_ —_ — 4.9°1
3340 Manufacture of cement 4.9:1 19.0  4.9:1 39.0  4.0:1 39.0 4901
3399 Nonmetallic mineral products

(n.e.c.) - — 7.3 80.2  7.3:x 80.2 7.1
3400 Basic-metal industries — — — — —_ — —
3500 Manufacture of metal products

cxcept machinery 7.211 414 721 414 7210 41.4 7.211
3600 Machinery except clectrical - 5.0 — 5.0 — 5.0 —
3700 Electrical goods

a) electrical goods 3.9:1 59.0 1.9:1 $9.0 3.09:1 $9.0 1.9:1

b) electric machinery — 19.0 — 19.0 — 19.0 —
3800  Manufactare of transport

a) automobiles 8:1 70.0 8:t 70.0 8:1 70.0 8

b) other transport — 14.0 — 14.0 — 14.0 —
3500 Miscellaneous industries — — — — — — —

{Coitd.)
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TABLE V—(Contd.)
RATIO AND ABSOLUTE DIFFERENCES
1957/58 } 1958/s9 1 1959/60 1960/6 ¢ 1961/62 196263

) A Ratio A ! Ratio A Ratio A. Ratio A, Ratio A
diff. diff. ! diff. diff, diff. diff.
48,8 141 58.5 15741 $9.0 I1S.I:X 579 Y44 $7.7 1321 57.3
40.1 7.8:1 40.1 7.8:1 40.1 88:x 43.5 38:1 43.5 88:1 43.5
3.6 6.4:1 31.2 6.4:1 Lz 17.6:1 71.7 19:1 72.1 18:1 71.9
s3.0 3.0 51.2 3.6:1 $5.0 7.1:1 131.0 6.2:1 28,5 6.0:1 127.6
97.7 4.6:1 97.8 4.6:1 97.8 730 1728 731 712,88 33.3:0 0 1940
511 $5.3:1 SI.1 5.3 SI.X 9.2:1 117.6 92:1 117.6 92:1 117.6
42.7 13.1:0 42.7 5.5 37.7 8.4:1 76.6 841 76.6 8.4:1 76.6
58.4 17,211 58.2 17.2:1 s84 3aTex 145.6  34.1:1 145.6  34.1:1 143.6
38.0 8.6:1 38.0 8.6:1 38.0 9.0:1 49.8 9.0:1 49.8 9.0:1 49.8
31.0 4.3 33.0 8.8:1 97.5 8.8:1 97.5 §.8:1 97.5 8.8 97.5
Jjo.z 6,7:1 39.2 6.7:1 39.2 5.8:1 Go.s 5.8 60,5 5.8:1 60.5
(o e exempted. . ... }
$4.2 6,551 $4.2 8.0:1 s6.0  12.3:1 91.0  I2.3:I 92,0 12.3:1 91.0
40.4 4.8 40.4 4.8:1 40.4 2.9:1 24.9 2,9:X 24.9 2.9:1 24.9
$4.2 6,51 $4.2 8.0 §6.0  12.3:1 01.0  12.3:1 9r.0 12.3:1 91.0
40.4 4.8:1 40.4 4.8:1 40.4 2.9:1 24.9 2,97 24.9 2.9:1 24.9
AP exempted. . ... e )
¥7.0 — 17.0 —_ 17.0 — 15.0 — 75.0 — (5.0
36.2 3.8 16,2 3.8 16.2 700 60,2 5.7:1 60.2 §.7:1 60.2
36.0 4431 57 4.4:1 387 3.6 342 3.6:1 342 3.6 34.2
— — —_ -_— — 2.3 22,2 2.3:1 22.2 2.3:1 22.2
39.0 4.9:1 39.0 X431 15.1 1.7:1 28.6 2.2:1 35.2 2.2:1 352
80.2 7.3:1 80.2 7.3:4 80.2 4.7:1 §1.2 4.7 $1.2 4.7 51.2
—_ — — — — 2.2 9.1 2.2:1 o1 2.2:1 9.1
41.4 7.2 41.4 7.2:1 414 9.3:1 554 9.3:1 55.4 9.3:1 55-4
5.0 — 10.0 — 10,0 — 2.5 — i2.§ — 12.5
39.0 3.9:1 59.0 3.9:1 59.0 §.2:1 84.0 §.2:1 84.0 §.2:1 84.0
19.0 —_— 19.0 — 19.0 —_ 22.0 — 22.0 - —
70,0 8 76.0 8:1 74.0 7.1:1 76.5 7.1:1 76,5 7.L:1 76.5
14.0 — 14.0 —— 14.0 — 18.0 —_— 18.0 18,0
Sonrces:  Absolute differences: Table II minus Table HL

Ratios: Ratio of Table I to Table IIL
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The Relation of Indirect Tax Changes
to Price Changes
in Pakistan

Ghulam Mohammad Radhu

INTRODUCTION

This study examines the effects of indirect taxes on prices in Pakistan.
It is not a thorough study of the incidence of indirect taxes. It is an attempt
to determinc the relationship betwcen changes in indirect tax rates and price
changes. There have been several changes in the rates of sales and excise
taxes in Pakistan in the past few years. The standard rate of salcs tax was
ncreased from 10 per cent to 12.5 per cent in 1960, and to IS5 per cent in
1963. The rates of excises have been modificd from time to time. It
should be of great practical interest to see whether these taxes have been
shifted to consumers or borne by producers and sellers.

Since studies of the effect of import duties on domestic prices of
imports have been done in the Pakistan Institute of Development Economics
[4], the coverage of present article is limited to sales and excise taxes only.

The Problem

It is generally held that sales and excise taxes are shifted to con-
sumers either fully or partly. This belief is based on the argument that the
imposition of a tax (or an increase in the rate of an existing tax) increases
the marginal costs of each firm in the industry and that producers receive
less profits (some marginal firms may even suffer losses). The lower profit
induces them to restrict output which, given the demand, raises the price
of the taxed commodity.
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Generally, the tax-shifting process is determined by the slopes of
demand and supply curves or, more simply, whether and to what extent
supply can advantageously be restricted. The lower the slope of the supply
curve (i.e., the lower the absolute supply regressiveness), the less forward
shifting there will be (given the slope of the demand curve). If supply
elasticity is zero over the relevant range, taxes would not be shifted forward.

In Pakistan the elasticity of supply of most locally produced goods
seems to be extremely low. Owing to the controls on imports, the max-
imum amount of consumer goods, capital goods and raw materials that can
be imported is fixed for a given period of time. As the supply of most
locally produced goods depends on the availability of imported capital goods
and raw materials, the (artificially created) scarcity of these goods restricts the
supply of domestically produced goods and the maximum supply becomes
almost fixed. When demand at that fixed supply considerably exceeds
the normal supply price, producers earn abnormal profits’.  In such a situat-
ion the imposition of a tax simply causes a reduction in profit but does
not affect price and output. This point can be illustrated with the help of
Figure 1.

PRICE w
COST

~ AR

QUANTITY

Figure 1, Indirect Tax Incidence with Limited Supply

1For a more extended discussion of this point, see[3]. It is also discussed more fully in[2 ;4]
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Suppose OM is the maximum output, beyond which the producer
is incapable of extending production due to artificial or licensed supply
restrictions on inputs. The marginal cost curve CSW, therefore, becomes
vertical at this point and intersects the marginal revenue curve at point T.
Hence price before taxation is equal to OP. Suppose an ad valorem tax is
imposed resulting in an upward shifting of the lower segment of marginal
cost curve from CS to C'S'. After the maximum output is reached, the new
marginal cost curve C'S'W becomes vertical in the same way as CSW,
and intersects the marginal revenue curve at the same point as before the
tax. Price and output remain the same but profit is reduced. However,
if the tax is high enough to raise the marginal cost curve from CS to C"S"
(i.e, to raise marginal cost above marginal revenue at price P), then both
price and output are affected. In Figure 1, price would rise to P' and out-
put (sales) would fall to M".

The underlying assumption of our hypothesis is that imported capital
goods and raw materials have few alternative uses and that the cost structure
of various firms within an industry are not significantly dissimilar. Under
these conditions, the imposition ofa tax on one industry does not lead to a
diversion of resources from the taxed industry to other untaxed fields.
Even ifwe drop these assumptions the above figure would be likely to hold
true for a group of industries, though it may not hold true for a single
industry. Such would be the case because the maximum amount ofimport-
ed inputs available for the industries as a group is fixed which tends to make
the supply of domestically produced goods inelastic.

The problem is to find a suitable way oftesting this hypothesis. We
have attempted to do this by examining tax changes and price changes in
the past few years, assuming that ifan increase in tax has been followed by an
increase in price and a decrease in tax has been followed by a decrease in
price, then the tax has been shifted forward, but ifan increase in the tax has
been responded to by a decrease in price or by no change in price, then the
tax has not been shifted forward. Prices may rise or fall due to other factors,
however. There may be shifts in domestic demand or there may be changes
in the flow of imports or exports which have substantial impact on relative
prices. If imports of certain raw materials or capital goods are tightened,
then the supply of some domestic commodities using those imports may be
reduced, resulting in a rise in price. Or, iflicences are issued liberally to
import certain consumer goods, then the price of the import as well as the
prices of the competing indigenous goods are likely to fall. Similarly, the
Export Bonus Scheme and other export-promotion measures affect internal
prices. Prices of agricultural commodities fluctuate widely. A crop
failure of, say, jute or cotton would have serious implications, for not only
would prices ofjute or cotton rise sharply but they would cause a rise in the



166 Studies on Fiscal and Monetary Problems
prices of commodities using such raw materials.

- Changes in other factors, therefore, have great impact on relative

prices and they can offset the effect of change in tax on price. Even if we

assume that supply is elastic and that taxes always tend to be shifted forward,

it is quite conceivable that an increase in tax could be followed by a fall in

price or by no change in price if at the same time demand is decreasing or

supply costs are falling.  This point is illustrated with the aid of Figure 2.
s’
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Figure 2. Price Effect of a Combined Tax Increase and Cost Decrease

Let SS be the supply schedule and DD the demand schedule. Then OP
is the price before tax. Now an ad valorem tax is imposed which is shown as
a shift in supply curve to the left from SS to $'S". But at the same time
supply costs fall causing a shift in supply curve to the right from SS to
§”S”. §”S" intersects DD at point R, hence the after-tax price is OP*, which
is lower than OP. In the absence of a change in supply costs, price would
have risen to OP " after the tax, but due to the fall in supply cost , the after-
tax price becomes lower than pre-tax price.

Thus, so long as other factors do change a lack of correlation between
tax changes and price changes does not necessarily imply that taxes are not
“shifted forward”, nor does a positive correlation necessarily mean “forward
shifting”. However, in a study of tax-price relationships a strong positive
correlation between these two variables may be taken as an evidence of
forward shifting.
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. The price used in our statistical analysis is wholesale price. We
have used all data available, covering all taxable commodities that had tax
changes in the years 1959/60, 1960/61, 1963/64 and for which wholesale
price indices are given in the CSO bulletin. Thus, our sample is not a
random sample. The size of our sample is limited by availability of data,
yet the items covered in our sample are responsible for about 53 per cent
of total tax revenue (in 1962/63) from indirect taxes.

Our sample consists of 33 observations. These observations are tax
rate changes and corresponding price changes for the years 195960, 1960/61
and 1963/64. We hypothesize that the effect of tax changes at a given time
(if other things are constant) should be reflected in the average price for the
following year relative to the average price in the preceding year. For
instance, the tax change announced in June or July 1960 is assumed to be
reflected in the average price for the year 1960/61 (the fiscal year 1960/61 is
from July 1, 1960 to June 30, 1961} relative to average price in 1959;60.
It is not unrealistic to assume that output and price adjustinents take place
within a few months of the announcement of tax change, so that the average
price change during the year following should reflect the tax change.

Empirical Findings

We have plotted on a scatter diagram (Figure 3) percentage point
changes in tax rates against their corresponding percentage point changes
in prices. As shown in the diagram out of thirty-three observations, sixteen
observations indicate a positive relationship, that is an increase in tax rate
is followed by an increase in price and a decrease in tax rate is followed by
a decrease in price. The remaining observations, except two, have negative
relationships. On the hypothesis that a positive relationship between tax
changes and price changes implies forward shifting, our sample seems to
suggest that almost 5o per cent of the time indirect taxes are shifted forward.
However, on the basis of this information alone, we can hardly come to any
such conclusion.

In order to further examine the relationship between price changes
and tax changes we fitted a regression equation, taking price changes as a
function of tax changes. This allows us to weight the direction of change
by the amount of change. The result is given below.

Y=-—3.19741.001 X
(1.57)
R’= .30 N=33

The coefficient of regression is not significantly different from zero. The
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test does not indicate any significant relationship between tax changes and
price changes.

The next step in our analysis was to see whether the distribution of
changes in prices is significantly different in years in which there were
changes in tax rates than in years in which there were no changes. If taxes
have effect on relative prices one would expect the distribution of price
changes in tax-change years to be significantly different from the distribution
of price changes in nontax-change years. To test this, we examined the
price changes for the same commodities, for the nontax-change years
(1958/59, 1961/62, 1962/63). We got a distribution in which twenty-two
out of forty-two observations were plus and the remaining were minus,
where plus indicates a rise in price and minus a fall in price.  This distribut-
ion is strikingly similar to the distribution of changes in prices in those”
years in which there were changes in tax rates. We cannot infer that the
distributions do not belong to the same population, which suggests that the
underlying distribution of price changes 1s such that almost 5o per cent of
the time prices rise and 50 per cent of the time prices fall.  Thus, there is no

evidence that tax changes have any effect on relating_ricg_s_.__ TN T
TN TN T~ T T~ -

-

It must be pointed out here that our results would not be different if
we analyse by separate years. If instead of aggregating three years, we take
price changes and tax changes for 1959/60, 1960/61 and 1963/64 separately,
cven then the results would be the same. The responses of prices to tax
changes of recent years are not different from that of previous years despite
““liberalisation” of import restriction and greater availability of imported
goods.

CONCLUSION

Import “liberalisation” in recent years has generally taken the form
of increased supplies of foreign exchange for imports. This may have had
the general effect of shifting the vertical portion of supply curve to the right
and hence moving markets for goods with high import component of input
relatively closer to “true” equilibrium, i.e., tending to reduce the gap ST in
Figure 1. But the time-trend of demand has also surely been rightward
as well, thus, tending to maintain that gap. The problem for fiscal policy
is to assess the situation in such a way as to make the presence or absence,
and, hopefully, the appropriate size of the gap between marginal cost and
marginal revenue less a matter of conjecture. Our analysis suggests that
such a gap exists generally among the industries observed, though it tells
us nothing whatever about the size of that gap. In the absence of such
evidence, indirect-tax policy should probably be changed with caution,
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On the basis of these limited results we cannot conclude that taxes
are not shifted forward, for, we have not found any positive evidence of
cither shifting or non-shifting. However, these results somewhat support
the hypothesis that supply fixity has placed the indirect tax burden on the
seller in recent years.

In view of the lack of evidence of forward shifting there seems to be
the possibility of raising additional revenue from indirect taxes without
having adverse effects on price from the consumers’ point of view. When-
ever the government intends to impose a tax on a commodity it would be .
appropriate to look at the specific demand and supply conditions of that
commodity and not presume that taxes are shifted forward and are paid by
consumers. If indirect taxes are not shifted forward, therefore, revenue
from indirect taxes comes mainly out of profits of sellers and producers,
and is not paid by consumers. If we assume that profits are generally saved
then the taxes fall mainly on saving rather than on consumption.

. As a more general matter, our study suggests that it should not be
~assumed a priori (as is frequently the case i studies of tax incidence) that
‘indirect taxes are shifted forward. Estimates of tax burdens based on such
‘assumptions are questionable in the absence of positive evidence of forward

1

‘fghifting. :
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Appendix A

SOURCES AND DESCRIPTION OF DATA

The Central Statistical Office publishes a monthly bulletin (CSO
Bulletin) in which annual wholesale price index numbers for some selected
commodities are given. Some of these commodities are not taxable, and
are of little use for the purpose of this study. For a few taxable commodites
““all Pakistan” indices are given but for others (mostly manufactured goods)
separate indices for Bast and West Pakistan are given. We combined these
separate indices in order to get all-Pakistan index numbers. The formula

(W)
(W) indicates total production plus imports minus interwing imports.
The figures for weights are available in a CSO publication entitled Whole~
sale Price Index for Pakistan.

, where

used for combining the two separate indices is, I==

We wanted to use a deflated price index in order to get rid of changes
in the general price level, but due to unavailability of a suitable deflator we
had to use an undeflated price index. The general price index, as given in
CSO Bulletins, is highly biased to food prices because the percentage weight
of food in the general index is 71 for East Pakistan and 59 for West Pakistan.
It we use the general price index as a deflator, it means essentially that we
deflate the separate commodity indices by food prices. Similarly, if the
“manufactures price index” is used as a deflator it means essentially that
cotton and jute textile price ate used as a deflator, for the weights of cotton
and jute in the “manufactures price index” are very high. Since neicher of
these deflators appear to be appropriate, we have used undeflated fignres.

The sources of data for sales and excise taxes are The law of Sales Tax
[x] and an unpublished document (cyclostyled) provided by the Central
Board of Revenue (CBR).
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Appendix B

PERCENTAGE POINT CHANGES IN TAX RATES AND PRICES
1959/60, 1960 61, 1963/64

No. Commeodities Mhenal | Yo | Clangstin)  Clones
I. Tea Excise 1959/60 4 6.45 +4-18.69
2. Tea Excise 1960/61 + 563 — 1.54
3. Matches Excise 1959/60 + 11.96 4 z.0I
4. Vegetable ghee Sales 1960/61 4 25 — 0.74
5. Vegetable ghee Sales 1963/64 4 2.5 — 0.33
6. Vegetable ghee Excise 1959/60 4+ 0.8 —I1.78
7. Hides Sales 1960/61 + =25 — 0.46
8. Hides Sales £963/64 4+ 2.5 —10.27
9. Skins Sales 1960/61 4+ 2.5 —25.55

10. Skins Sales 1963/64 “+ 23 — 0.6§

11 General chemicals Sales 1960/61 4+ 2.5 — 0.46

i2. General chemicals Sales 1963/64 + 2.5 4+ 1.33

13. Footwear Sales 1959/60 4+ 6.0 -+11.98

4. Footwear Sales 1960/6% 4 2.5 - 1.62

15. Paper Sales 1960/61 -+ 6.25 + 0.55

16. Paper Sales 1963(64 4 2.5 -+ 2.41

17. Cement Excise{-Sales  1960/61 -+ 18.89 - 4.81

18, Cement Sales 196364 + 2.5 4 2.57

19. Jute manufactuces Sales 1960/61 + 2.5 +-29.07

20. Jute manufactures Sales 1963{64 425 — 7.29

21, Paints Sales 1960/6X 4 2.5 o]

22, Paints Sales 1963/64 4 25 0

23. Paints Excise 1959/60 — L0 1466

24. Coal and coke Sales 1960/61 4 2.5 — 6,56

25. Coal and coke Sales 1963/64 <+ 2.3 + 6.47

26, Cotton coarse Excise 1960/61 + 3.06 +16.33

27, Cotton coarse Bxcise 1063/64 -+ 9.12 -~ 4.08

28, Cotton mediam Sales 1960/61 + 2.5 — 1.04

29, Cotton medium Excise-}-Sales  1963/64 -+ 8.64 — 4.33

30. Cotton yarn Sales 1959/60 +4+ 375 -+ 3.04

31, Cotton yarn Sales 196061 4+ 25 +10.84

32, Cotton yarn Sales 1963/64 + 2.5 + s5.10

33. Diesel oil Excise 1963/64 -+ 35.85 -+40.66

Sources: i) Figures for tax rates are from {1] and an unpublished document provided by CBR.
i) Figures for price index are from {5].
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Income Velocity and Pakistan's
Second Plan

Richard C. Porter

All attempt is made in this paper to appraise the extent to which die
income velocity concept' is a useful tool in the financial planning of the
Second Five-Year Plan. For many years now, economists have been skeptical
of the efficacy of velocity analysis, but most of this skepticism derives from
its disastrous failure in the depression of the 1930's. Theorists generally
concede its applicability in full-capacity situations®, and it is in just such a
situation that it is being applied in current analyses of the financial impli-
cation of Pakistan's Second Plan.

Nevertheless, the basic reason why the quantity theory is being revived
in Pakistan, and in many other developing countries, is not so much its
theoretical relevance as its great practicability. "Modern" Keynesian gap
analysis is just not feasible where data on consumption and investment
(not to mention their functional determinants) are totally lacking. Since
data do exist for velocity analysis?, it is used for want of a better.

ITfae concepts, income velocity, quantity theory, liquidity preference and real-money balance
schedule are merely different ways of viewing a hypothesized relation between money and income. In
this paper, the latter is preferred but the terms are used interchangeably.

2For a comprehensive discussion and extensive bibliography on the quantity theory of money, see
[2; 8, especially Chapters 8 and 10].

3Though, as will be seen, such data may not be sufficiently accurate, plentiful, or rich (i.e., varied)
to yield meaningful income-velocity estimates.
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The conclusion of this paper, summarised in a sentence, is that resort
to velocity analysis to avoid inflation is unnecessary, uncertain and mis-
leading. The statistical estimates seem to "explain" movements in real-money
balances quite well and conform to a priori predilections very satisfactorily,
but grave uncertainties are incurred when these historical fits are used to
predict the future.

Velocity analysis may be misleading if it suggests that the supply of
money is a variable completely independent of its demand. In Pakistan
today, it is very probably that the supply of money adjusts, at least partially,
to its demand; this may mean that price levels are not determined by the
demand for money but the reverse, that the money supply adjusts to the
demand forthcoming at a particular price level. It is not only useless but
dangerous to use a theory based upon the assumption of an exogenous
money supply and an endogenous price level when the reverse may be true.
And finally, it is suggested that the "new" approach of the Planning Com-
mission may successfully avoid the need to use velocity (or Keynesian)
concepts to ensure stable price levels during the Second Plan.

That application of quantity theory in Pakistan is uncertain should not
be surprising to anyone; and to attack believers in a unique and meaningful
income velocity is, admittedly, to annihilate straw men. Nevertheless, a
rigorous analysis of the reasons for holding money balances in low-income
economies and of the statistical evidence of'the 1950's is an extremely useful
prelude to the other problems ofincome velocity. The majority ofthe paper
(Sections I-1V) is devoted to an examination of the theory, data and statistical
estimates concerning income velocity in Pakistan. Although the final two
sections argue that this work is not only unhelpful but even dangerous
from the viewpoint of planning price stability during the plan period, the
historical analysis does yield some interesting insights into the Pakistan

I. INCOME VELOCITY IN AN UNDERDEVELOPED ECONOMY

The first problem that arises in the use ofthe income velocity ofmoney
concept is that of definition of "money" and of "income". In industrialized
countries, economists devote far more attention to the appropriate definition
of money while, curiously, in underdeveloped economies, it is the definition
ofincome that gives the greater difficulty.

To define money, one must decidejute how liquid an asset should be
ifit is to be included with currency as part of the money supply. It is generally
conceded, even in nations where the banking habit is relatively under-
developed, that current-account (or demand) deposits may be considered
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perfectly liquid*. The question arises the world over whether time (or
saving) deposits should also be included. The answer in Pakistan is, I think,
a very definite no. There are too many assets that are generally held in large
(and often unknown) quantities that are at least as liquid as time deposits

for example, gold, government saving certificates, prize bonds, cooperative
shares, and (at least somewhat) durable commodities. Time deposits are not
considered, by most people, as the next most liquid asset after currency and
demand deposits®; if they are included in the "money" supply, then the
other assets listed above should not be neglected. But such an expansion of
the concept of money leads not only to theoretical difficulties but, more
critically, to something quite impossible to measure. It would be foolhardy
to neglect the most accurate economic data published in Pakistan; money
supply is, therefore, taken as currency in circulation (outside banks) and
demand deposits (of other than governments).

In most studies of income velocity, some time is spent deciding bet-
ween the various measures of income, GNP, NNP, National Income, and
Disposable Income. The usual conclusion is that any of the first three are
equally desirable. In countries where around, or less than, 10 per cent of'the
national income is traded in kind or self-consumed, the problems ofincome
definition are easily solved. In Pakistan where perhaps 50 per cent is gene-
rated and disposed offwithout the use of money, one must consider care-
fully the reasons for a relationship between money and income before de-
ciding on the appropriate definition ofthe latter.

Keynes suggested three reasons why individuals, and businesses, wish
to hold money balances, the now famous trinity of transactions, speculative
and precautionary demands. The first is clearly related to the number and
amount of money transactions that people make; and these transactions, in
turn, may be considered closely related to that part ofincome which is not
bartered or self-consumed. The second Keynesian motive, speculative, is
concerned with the alternative interest-earning and capital-gain-making
opportunities foregone by holding money. The demand for precautionary
balances is the most nebulous (though not so controversial as the speculative
balances) of the three in the General Theory; Keynes says nothing of their
determinants except that precautionary balances are probably not affected
by interest rates [3, p. 171].

What Keynes calls the precautionary motive is probably very import-
ant in Pakistan. Many people live sufficiently near the margin of subsistence
that they must make careful provision for emergency money needs. And the

4The relationship of demand deposits to currency has, in any case, been so stable over the period
to be considered that it matters little whether one, the other, or both are made the basis of analysis.

5To many people, gold is far more liquid than even demand deposits.
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unreliability of the markets or conversion of asscts to money makes it
desirable that much of one’s wealth-for-emergencies be held in the form of
money. While the division of money between balances for transactions and
balances for precaution is an unnecessary dichotomy, there is little doubt
that much money is held here that is rarely required for money transactions.
Precautionary or emergency money balances probably form a not insigni-
ficant fraction of total wealth of individuals.

In the controversy over the “Pigou effect”, one futther determinant of
desired money balances was suggested, namely, anticipated changes in price
levels. In countries where gold, shares or commodities provide a ready
hedge against the deterioration of wealth through inflation, expected price
rises will reduce the willingness of the public to hold its wealth in the form of
money; and, mutatis mutandis, expected price declines will increase it.

These four reasons for holding, or determinants of the demand for,
money balances may be summarized in equation form:

: I‘i - e }—‘I}N—> + g<%’~> SR+ (B e (1)

w here MP is demand for money balances, P is the price level, Y is national
income, N is the part of national income produced and distributed in the
nonmonctized sector, W is wealth, i is the interest rate, and P, is expected
piice changes. f, g, h, and j represent functionss. The first function, {, indi-
cates the desire for transactions balances; the second, g, for precautionary
balances; the third, h, for interest-speculative balances; and the fourth, j,
for price-speculative balances.

All four of these determinants are not, in Pakistan, of equal import-
ance. Interest rates have varied little since 1948; hence there is Lttle reason to
believe the interest-speculative effect to have been large. Similarly, prices,
while they have moved greatly, have recorded erratic trends since Pakistan’s
inception; only recently has the economy’s price level moved in the same
direction for as many as four years. Since studies have indicated that the
public requires continued price change for some time before its demand for
money is affected’, we might reasonably neglect this possible influence,
except possibly in 1959;60. On the other hand, there are two conceivable

6The aggregation problem is neglected, and it is assumed that the functional form relevant to
individuals (and businesses) is equally relevant to the sum of all individuals (2nd businesses). Also, interact-
ion effects between the independent variables are neglected, but this stmplifies the exposition (and would
have to be neglected in the statistical work, anyway).

7Cf. {1, p. 88]. “Indeed, the reason why issuing money on a grand scale does not almost immedia-
tely lead to extreme flight from the currency is not due to inelasticiy in the demand for it but to individuals’
lingering confidence in its future value. Their confidence muaintains the lag in expectations, whereby the
expected rates of price change do not at first keep pace with the rapidly rising actual rates”,
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reasons why the demand for moncy may be influenced very quickly by
changes in prices, but we will defer their consideration to Section IV.

Thus, two of the four determinants, transactions and precautionary
demands, may be considered primary; Equation (1) may then be rewritten

MP Y-—N W
- f<_w§#) -{-g(T ........................ (2)

Since we generally think that the demand for money adjusts to its auto-
nomously determined supply®, there is no reason for retaining the super-
script D over the M, and 1t may be dropped. Finally, since all the variables
are now divided by the price level, i.e., are in real terms, we may omit the
explicit consideration of P and write a subscript r to mean “real value of ”
the variable. Then Equation (2) may be rewritten

M, = £(Y,—N)+g(W)....... TR (3)
1t is this Equation(3) which we must now cxamine morc carefully.

Transactions balances are generally considered proportional to the
total value of transactions and hence®

F(O)=0, f' (Ye~N) > O, F(Y~IN) = O\ 8)

Received literature is neither so vast nor so clear concerning precau-
tionary balances (i.c., the money-to~wealth function, g). Commonsense
suggests that individuals will not hold a constant fraction of their wealth
i the form of precautionary balances. Very poor people will usually hold a
large fraction of their wealth as money®. Desired precautionary balances
probably increase absolutely but decline relative to wealth as the latter
micreases; wealthier people have, moreover, greater and casier access to
matkets where nontmoney may be converted into money in emergencies.
Thus, iu the short run, for economies as for individuals, it is likely that a
given percentage incrcase in wealth will be matched by a smaller percentage
increase in the desire to hold precautionary money balances. Ot, in othet
words, the short run clasticity of precautionary money balances with respect
to wealth is positive but less than unity. Such a relationship is shown in

Figure 1, the dotted line indicating a best-fit linear relation over the range of
wealth, W} to W2.

8Aithough, in Pakistan, there is often good reason for believing that the money supply is at least
partially determined by the public demand for money; see Section V,

9f and £/ mean the first and second derivatives of the function, f, with respect to (¥ r—Ng).
Recent theory suggests that £/ might be negative for particular individuals at a moment of time, but there
is still veasonable ground for treating the velation as strictly proportional for an cconomy over time.  See
[9, Pp. 2432471

10Sometimes a fraction greater than one if they botrow in order to hold money. Such a situat-
ion may be completely rational when we remember that these arc precautionary balances; borrowing
ounly when one needs money for an emergency may be a time-consuming or uncertain process.
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Figure |

The general Equation (3) may be approximated over reasonably
natrow ranges of income and wealth by the linear relationship.

M=agFa (Y,—N)+a,W, ... (s)

where a, is 2 constant representing the positive intercepe (see Figure 1) of
precautionary balances. All three coefficients, a,, a, aud a,, may be con-
sidered positive!! and, in the short run, fixed. Business demand for money
balances has been neglecied in the formation of Equation (s) simply because
the theory of its determination is so unfinished. Rather than attempt to

create this theory, we will hope that the form of (5) is not significantly
altered by business demand'.

Equation (5) would conclude our theoretical investigation if adequate
data were available to permit statistical analysis of it.

1la, may be assumed less than unity, Itis possible, though unlikely, that a; is greater than unity.

12The fact that the ratio of currency (primarily held by individuals) to deposits (largely held by
busincsses) has not changed much over the 1950’ suggests that the determinants of each category are similar,
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. LIMITATIONS OF THE DATA

In Pakistan over the years 1049-60, there are available 1) an accurate
eries of money supply (nominal, not real, of course), 2) a seties of real-
miational income, and 3) a subseries of real-national income derived from
agriculture. There is nothing that will readily serve for N, real nonmonetized
‘national income, or W,, real wealth, in Equation (s). Byu sing the national-
“income deflator developed by the Pakistan Institute of Development Eco-
“““nomics, we can convert nominal into real-money supply, although the
" deflator is probably not without inaccuracy [4, Section IV].

The part of national income created and distributed in the nonmone-
tized sector has, by the consensus of most economists in Pakistan, not altered
~ basically over the past decade (although year-to-year changes have surely
occurred). Thus, we miay approximate N, by considering it to be some
constant fraction of agricultural outpu, i.e.,

N, = KAy oot ORI .8

where A, is real national income derived from agriculture and k s a constant
(O<k<C1). Moxe generally, one might recognize that some nonagricultural
production occurs in the nonmonetized sector, but surely it is, relative
to the agricultural, a negligible component. Also more generally, we might
iry to capture the effect of year-to-year changes in A, upon N, by considering
the possibility that the marginal influence is less than the average; in other
words, while N, is, on the average, a fraction (k) of A,, N, may change by
much less than k times the change in A, in the short run. Unfortunately,
this leads us into the problem of the determinanis of the farmer’s market-
ed output, a theoretical and empirical quagmire that will be avoided here.

Next, consider the relation between national output and naiional
wealth. National wealth, as here used, is not total productive capital nor even
total physical capital, but is targer than this latter. It is here the sum of the
wealth (net of debt) of all individuals in the economy, and as such, includes
currency and governiment securities (held by ndividuals). Thus, wealth, as
here defined, consists partly of productive physical capital, pastly of non-
productive physical capital and partly of nonproductive, nonphysical
wealth. There is much evidence that productive capital and out putchange
proportionally at the margin, though whether this marginal capital-
output ratio 1s higher or lower than the average ratio is a question nearly
impossible to answer. Nevertheless, we have strong reasons for believing
that the nonproductive components of wealth increase more than pro-
portionately with output.  Thus, the relation between total wealth and
national output, if it can be considered stable in the short run, is probably
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as pictured in Figure 2, with the dotted linerepresenting a straight line fit
in the region from W} to W2,
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This permits us to use a (hopefully close) proxy for the urmcasurable variable,
W, i Bquation (5):

Wl‘ = — bO -{'“ b1YI ........................................ (7)
- where b, and b, may be considered positive constants, fixed in the short run.

Substitution of Equations (6) and (7) into Equ ation (s) yields a statistic-
ally usable determinant of the real-money supply.

M= (2, —a,b0) + (2 + ab) Yo—(a k) A, ...... T (8)
OI. THE STATISTICAL ESTIMATES

In our quest for knowledge about Equation (8), we are simultaneously
hampered by too many parameters to be estimated and too few data to esti-
mate with. There are six parameters in (8) and not the very best set of data
would permit better than three (nonlinear) eqitations with which to estimate
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em. Moreover, the data are far from ideal, being eleven annual observ-
tions'® (1949/50 through 1959/60) of dublous accuracy. The CSO is even
now recomputing and revising its national-income (and components) figures;
~and the deflator which converts nominal-money supply into real—money
*supply is an anchor dropped hopefully into a sea of uncertainty™.

. Even if the possible inaccuracy of the data may be neglected, it fails
_for the statistician in another, very serious way. Real-national income and
- the real-national income share of agriculture correlate too well to be used
" simultaneously as independent variables in Equation (8)!. The reason for

this near perfect relation is partly obvious, that a majority of Pakistan’s

total output is agricultural (60 per cent during the 1950’s), and partly ins-

idious, that the various nonagricultural shares of national income are often
- “estimated” merely by adding a few per cent to the previous year’s figure
with the result that there can be no, or small, flnctuations in nonagricultural
income to reduce the close relation of the agricultural share to national
incoine'®. Mozeover, the shate of some nonagriculiural sectors'” is esti-
mated largcly on the basis of the agricultural share, furiher raising the
correlation between A, and Y 5.

Since A, and Y, are not to be trusted together in the same equation,
Equation (8) may be written.

M} = (a;—ab—ake)) + (a4 aby—ake )Y, ... (v0)
where A, of Equation (8) is replaced by
Ays=coteY, oo, e P 53

If, for the moment, we neglect the clutter of parameters in (10), it may be
rewritten very simply.

M=, te Y, oo e e . (12)

It should be noted that an asterisk has been inserted beside M, of both (10)

13Al] data are preseated in Appendis.,

14To the question why use this deflator at all, it may be noted that one must either relate real
income or nominal money to current=price income. The latter requires the deflator also to convert
constant=price into current-price income,

15The correlation coefficient (r) is .96 and the regression equation is:

Ar = 27004 .44Yr. .oeun.... s R N ©)

16This estimating procedure applies to the small-scale manufacrurmg and services sectors which
togethcr composed 36 per cent of the nonagricultural national income in 1949/ 50 and 32 per cent in 1939{60.
Tt is very likely that this procedure greatly underestimates the share of these sectors in zecent years.

17Wholesale and retail trade, which was 24 per cent of nonagticultural national income in 194950
and 22 per cent in 1959/60.

18The technigues of national-income estimation are presented in [10, February=1955 issue].
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and (12); My should be read as desired real-money balances. Whether the
public is able to, or does, adjust its actual money balances to M?* without
delay is important to the statistical form of Equation (12).

Three hypotheses about the public’s rate of adjustment of actual to
desired money balances are offered:

1) that such adjustment occurs within the year;

Mo=Mi=cote Yoo o (13)
2) that the adjustment occurs with a lag of a year;

M,=Mi"t'=c +e Y oo e (14)
where the superscript (~I) represents a one-year lag; and

3) that actual balances are adjusted by a fraction, s, of their deficiency
(or excess) in the previous year.

M,—M;? = s (M{7'—=M).. ..ol e (xs)

Or

M, =se, + se; Y+ (I—s) M. ... e, e (16)
The least-squares fits of Equations (13), (14) and (16) are as follows:

M, = —s5224F47Y, e (137
(-09)

Degrees of Freedom == 9, n==11, r==88

M, = —35354-1 49X (147)

Degrees of Freedom = 8, n==10, r=.94

Mr = —5230 = 48Y1._1 + 02 Mr! e e e i e (16')
(1s)  (26)

Degree of Freedom == 7, n == 10, r = .94
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where t is the correlation coefficient, n the number of observations and
the number of parenthese under the cocfficients are their standard errors.
Equation (16') is obviously inferior; the addition of M,~! adds almost
nothing to the fit, and its coefficient is almost zero. If the coefficient of M
is zero, s of Equation (15) is equal to one and the third hypothesis becomes
identical with the second.

There are two reasons for preferring Equation (14) or (13). One is the
higher correlation coefficient’®. The other can be seen by inspecting the
pattern of the residuals, iie., M, -+ 5224—47Y, of Equation (13') and
M, -+ 5354 — 49Y, ' of Equation (14') or, in other words, actual minus
estimated real-money balances. These residuals, and the change in actual
real-money balances, are shown in Table I. While there is no observable
relation between the residuals of Equation (14) and AM, (= M,—M,—)
of that or the succeeding year, there is a very clear correlation between the
residuals of Equation (13"} and M, of the following year. In every year, a
negative (positive) value of the residual in (13°) is followed by a rise (fall)
in real-money balances in the next year. ‘The residual is the difference bet-
ween actual and estimated real-money holdings; if one thinks of it more

TABLE I
RESIDUALS
Equat'ion Equafion MM~
Year (13 ) (I4 )

W @ 9

R i willion rupees. ... .o oL, )

1950/51 . —315.7 —2.8 385.0
1951/52 . 246.9 —47.8 486.0
1952/53 . —295.1 —350.3 --301.2
1953/54 . .. ~=226.3 6.1 $22.4
1954/55 . 540.9 494.1 959.9
1955/ 56 - 683.7 276.1 —17.5
1956/57 y —282.3 73.4 —369.5
1957/58 .. —16.2 —186.2 361.0
1958/59 . 230.3 —066.6 215.9
1959/60 . —375.3 —187.0 —147.3

Note: The sum of the figures in Coluinn (2) is zero except for rounding errors. The sum of those of
Column (1) is, except for rounding erzots, equal to minus the omitted residual for 194950 (which is—190.3).

. 19The loss of a degree of freedom is not too important since it derives not from the gain of 2
variable, but from the loss of an observation (Y is lagged a year).
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broadly as the difference between actual and desired holdings, it becomes
clear that a lagged adjustment model would be preferable. Even if one
hesitates to identify estimated with desired balances, a second equation
(relating M, with the lagged residuals) or a new variable (M) would
be needed to achieve a full Explanation of M,; Equation (14’) is probably a
better choice®. ,

Equation (14") can be rewritten, with(14),

Mi==—5354 + 49Y, ....... e e (17)

Can we learp from (17) anything of the original parameters of Equation (10)?
The estimates suggest:

Ag = by — A KCy == 8384 e (18)

agtab; —ake=u49 ...l e e {19)

We can surely not solve two equations for eight Farametersz’; in fact, the
only thing thai we can do is to check various values of the parameters to ensure
that the .40 estimate does no violence to commonsense.

Consider the definition of real wealth here used as the sum of money
(M,), productive physical capital®® (C) and a remainder of all other wealth

The derivative of (19) with respect to Y, yields another definition:

aw, dM, dc, de,  dw,

dYL = in‘ + le. + dwnr‘ ° dY ............ (ZO)

F

Oy

20The positive serial corsclation of the residuals to Equation (14°) indicates that the estimate of
¢y (.49) will be biased, Correlation of the first differences of Mg and Yy—1 reduces the serial correlation
of residuals and yields slightly higher estimates of ¢, (.55 or .62, depending upon whether a constant term
isused). With such a small sample, however, bias is wavoidable and first differencing is a specious sophis-
tication.

21Even if co==2709 and ¢, ==.44 from Bquation (9), there remin six parameters,

22This, of cousse, includes equity in firms owning productive capital. We neglect here the fact
that individuals do not. really “own” all the physical capital of an economy. The physical capital of pro~
ducing firms generally exceeds the equity ontstanding with the result that the Cy held by individuals is less
than that of the economy (and, correspoundingly, the Ry is greater).
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dM, + dC,

dw dY 7 4y
e R (21)

T

But dM,/dY, is about .50 (by the estimate of Equation (14'), forgetting the
lag); dC,/dY, is usually assumed to be around 3.5%; and dW,/dY, is b, of
Equation (7). Thus, (21} can be approximated by

by, the increase in wealth accompanying a rise in income, depends upon the
fraction of the increased wealth the public wishes to hold in nonmoney,
nonphysical-productive-capital forms (R;).  The various possible combin-
ations may be seen in Table 1.

TABLE U

Propensity to hold increased wealth in form of:

Money Capital Rest
@MJAW) | (@CHW) | @RAW)

) @ | 0 @

4 .13 87 .00
35 .10 .70 .20
6 .08 .58 33
8 - .06 44 .50
10 Kol .35 .60

Commonsense suggests that values of by above 10 are unlikely in Pakistan

today although one can easily conceive of situations where dR,/dW, could
be greater than .60. ,

23Such a *'capital”-output figure is implicit in both the First and the Second Five-Year Plans.
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Casual empiricism of a much lower order is required to place limits
upon k, the fraction of agricultural output, which remains in the non-
monetized sector (see Equation (6)). The usual estimateis thatk is about .7;
the range, .4<<k>1.0, is certainly sufficiently wide to include the actual
value. The various possible values of a, and a,, in Equation (19}, may now be
plotted for different values of b, between 4 and 10 and k between .4 and 1.0
(with ¢, assumed to be .44).  These are shown in Figure 3.

The lines with a, intetcept of .123 are for b, = 4, of .070 for b; = 7, and
of 0.49 for b, = 10; the lines with a, intercept of .60 are for k = .4, of .71
for k=.7, and of .88 for k=1.0.

Figure 3 places closer limits upon a, than we had reason to except.
If one accepts the .49 estimate of Equation (14°), then the fraction of an
increase of wealth that the Pakistan public holds in the form of real non-
transactions money balances is probably less than .10.  Such a range appeals
to commonsense which is reassuring. It is unfortunate that Figure 3 is not
so charitable as to give us also an indication of the value of «,.

While the .49 estimate does no violence to our expectations, it must
be remembered that any figure from perhaps as little as .10 up to about 2.0
could be justified, at least partially, in terms of Equation (19). It would be
extremely unlikely that the statistical estimates of Equation (14") could fail
to fall in this range.

Iv. THE EPFECTS OF THE RATE OF PRICE CHANGE

In Section I, it was stated that the available evidence indicates a high
degree of public confidence in the value of money; prices must rise and rise
and rise before general speculation against money balances becomes signi-
ficant. Pakistan has certainly undergone nothing approaching a hyper-
inflation. Nevertheless, there are two reasons why money balances might

be affected, quickly and significantly, by the rate of price change.

Prices in Pakistan turn upward (downward) sharply only in a year
of large rice andjor wheat shortages (surpluses). This relationship is no
secret and the success of the harvest is readily noticeable. There are many
who are able, and prefer, to hold speculative cereal stockpiles to money in
such years. 'Thus, the demand for real-money balance on the part of poten-
tial grain speculators may change almost simultaneously with (or even
ahead of) price movements. What is surprising is not the existence of
such shifts (which are merely examples of traditional price-change-speculat-
ive balances), but the great rapidity with which expected prices alter. This
follows from the fact that each wing is very near to a one~product economy—
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it is easy to forecast movements in the general price level on the basis of
knowledge of only one commodity’s supply situation. Forecasting price
movements is not so easy in developed economies (with more diversified
production), with the result that prices may continue to rise for some time
before expectations of future price rises became widespread.

The second reason for sudden effects of price changes on desired
money balances also derives from the fact that big rises (or falls) in the rate
of change of prices occur when crops are unusually bad (or good). Thus,
for most people a rise in prices is concurrent with a food shortage, and vice
versa. If their food consumption is not to suffer (or suffer greatly), urban
families must spend more of their money incomes on food. Increased food
expenditure will be partly at the expense of other purchases, but also at the
expense of saving. After all, money balances (beyond transactions needs)
are held for the very purpose of meeting such emergencies; hence, when
food prices (and the price level) are rising, demand for real~-money balances
will fall.  This propensity will also occur among faiwes, though in differ-
ent guise. They will defend their food consumption by reducing the mar-
keted fraction of their produce more than proportionately to their decline
in output. 'This may or may not induce farmers to hold lower real-money
balances for precautionary purposes; but it surely will raise the fraction of
national income traded (or self-consumed) in the nonmonetized sector.
Thus, the demand for real-money balances for transactions purposes will
also be reduced at a time of food crop failures and rising prices (and vice
versa).

There is no need to seek long, or even short, histories of price change
in order to explain movements in the demand for real~moncy balances on this
. . . ; P—p-!
account. The rate of price change in a given year, p ( = 5= ), may
3 | . al N
induce a change in desired real balances, M,, without delay*.,

Since the data of Section I suggest a one-year lag in the adjustment
of actual to desired balances, i.c.,

we can consider the residuals of Equation (14°) as the amount of real-money
balances desired for reasons other than transactions and wealth. These
residuals, u (see Table 1, column (2)), are the difference between desired real

24Alternatively, one might say that desired precaationacy balances {M;} ate unchanged, but that
actual balances (M) are altered.



Porter: Income Velocity and Pakistan’s Sccond Plan 193
balances of the previous year, Mi~!and the desired balances explained by
reference to real income. If we assume that real balances always adjust
exactly to last year's desired level, then Equation (14) can be rewritten.

u= (M —(e, +e Y7 ... .. P (23)

In brief, u is a plausible measurc of rcal balances desired for rate-of-price
changc reasons in the previous year.

The simplest formulation of this relationship is

u=m,+my T (24)
where m, is expected to be negative. It should be noied that Equation(24)
is not a lagged relation since u refers to the lagged desired balances for
other reasons(see Bquation (21)).  But there are many other ways to form-
ulate the relation and several ave given in Table £, The basic form of
the "Cable Hi cquations is

u=u, b oputa, P=ag e (25)

and scveral variations are fitted.

TABLE il

l Values of the coefficients ‘ Correlation Deggrees
. S e R
Equation 0 ‘ " 1 1 ' a ( cocflicieni®* fo
number o 1 L 3 ‘ reedomn
[Fp— —— ———— - —— l_ B L EL —— I - - - e et o e oo § o —— o e n—— —— ot
B O I I N R T
(24) 25.2 ok of  1208.0 54 7
26 0.9 0¥ —2I2.4 o% .0
(26) 9 7
(27) 2.4 1% 0% —1107.8 .09 7
(28) 33.4 1 —1589.0 o 5T 7
(29) 17.2 35 o%  —1172.7 .64 6
(30) 26.4 73 —I1216.2 0¥ .55 6

*These caefficients are assunzed o or 1; they are not estimated,
#%§ign is neglected.
“a#Observations of u arce from 1v51/52 through 1959/6o.
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There is no need for an extensive discussion of these results since the
number of degrees of freedom has dwindled to the point where significance

is almost impossible. The signs are always negative of the P! (and P) co-
efficients®. Thus, these equations are evidence of rapid shift in the real
money-balance schedule in the face of pricechange. It is possible that
averages of several past price changes might offer a superior explanation, but
with so few observations it would be foolish to waste more in lag-testing.

It should be recognized that this rapid adjustment of real balances
(inversely) to changes in prices is a destabilizing influence in the economy.
The rapid adjustment means that, when prices rise, there is speculative
activity which is removing food from the economy and/or that inelastic food
demands are being activitated through declines in money balances; any
initial rise in food prices can thereby be sustained and even furthered by the
money-balance reduction. The movements of Pakistan prices in the 1950,
as crops fluctuate, suggest that such destabilizing movements have occurred.
Fortunately, their cumulative effect is halted by the next crop.

V. A TIME BOR HESITATION

There are several caveats that need expression concerning the work of
the preceding two sections before any application is made. The first con-
cerns the trustworthiness of the data that have been used. In Section II,
doubts were advanced about the accuracy of both the national income (in
constant prices) and the national income price index series. The former is
even now under reappraisal and there is no reason why great improvement
cannot be achieved. Of prices during the 1950’s, we may never be accurately
informed. When rationing, controlled prices and artificially cordoned
purchasing and distributing regions coexist with free~, gray-, and black-
markets, price becomes a hazy concept.  Official prices may be meaningless,
and official attempts to discover “the free price” are fraught with possible
error.

Some indication is necessary of the sensitivity of the estimates of
Section IIl to inaccuracy of data. Suppose that the “true”” percentage
annual changes of prices and real-national income were 2 per cent and 1 per
cent higher, respectively, than those recorded (see Appendix )*. The
estimates of equation (14°) then become

25Clearly, P capnot affect Jast yem's desired balances; in the regressions with B, u must be
interpreted as the residual between this year’s actual balances and last year's desited balances, f.e.,

!
u= M~M
26[.3.,
AP ) - AP )
( P—1 ) true ( P—1 J recorded + 02

and similarly for real income, with Yt replacing P and .o1 replacing .02 in the above formula (A repre-
sents absolute annual change). Nominal moncy is assumed correctly measured.
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M, =21 + 287, {r==80) .....cocvvmeiiniriinnnns.-(37)

The fit is quite respectable, and the coefficient of Y;'is .18, only about
one-third the value estimated in Section I Small inaccuracies in the data
may generate large inaccuracics in the cstimated values of the coefficients®.

It is probably more crucial to notice the problems that arise in the use
of the estimates of Sections IIl and IV, even if the data are accepted as reason-
ably accurately measured. There are four primary reasons for skepticism
concerning predictions from the estimates. The first applies generally to all
such time-series estimates, but the other three result from the cconomic
environment of Pakistan over the past ten years.

1. When variables arc rclated by micans of time-serics data, the
assarnption is implicitly made that the structural relationship has not changed,
at Jeast systematically, over the period of the observations. Onc must
always recognise the possibility that a serics of upward shifts in a function
(8151 53 Sy, ete. in Figure 4) will generate a locus relation (LL in Figure 4);
the statistical estimates will, as a resule, be of the locus and not the actual
functions.

My, L
%
83 )
S
Yl‘
Figure 4

271¢ is tempting to suggest an exrors-in-variables (or weighted regression) model i place of the
erross-hu-structure concept used here, There are, however, several difficulties: 1) there is no way to
combine the two approaches and to treat My m ¢o 4. ¢, ¥r~—1 as perfectly specified except for measuze-
ment errots in My and Y would be grossty inaccurate; i) the standard ertors of the measssrement of the
variables certainly increases over titne (as the variables, Mr and Yy, increase) but there is no way to const-
der this in weighted regression.  In short, we wounld trade one kind of error for another, perhaps greater,
kingd.
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This problem is not always insurmountable, If one assumes that
any upward shifts will continue in the future, the locus estimates (of LL) may
be just as useful for prediction as is knowledge of the SS curves and their
manner of shift. The dangers in such an assumption for Pakistan are patent;
there is no reason for assuming that the public’s desire for real-money balances
has shifted in any consistent pattern over the 1950s. A second way of
avoiding the locus-fit is to include explicitly a time variable in the intercept
(or slope, if rotation, rather than shifts, over time is suspected). When the
independent variable Y, is so well correlated with time, however, such a
technique is not feasible.

2. The use for prediction of an historically-¢stimated function
requires the assumption, mentioned above, that the “structure” is unchang-
ing or is changing in a consistent fashion. Pakistan’s brief and turbulent
economic history will not pesrmit such assumptions.  The observations begin
in 1949-30, only two years after the tremendous political and social upheavel
of independence and partition. Cuzrency and bank deposits were probably
not even the most liquid of assets, and they were certainly not the least risky.
From a time when money balances were mistrusted and cven eschewed,
there was undoubtedly a long period of rising desixes for real balances (and
tor those near-moneys which complement a stable political enviconment,
e.g., time daposits). This pcriod has now ended, and it is very possible that
a shift away from money balances has begun — a shift not to the near-moneys
of flight, gold and jewellery, but to the near-moneys of safety, time
desposits, cooperative shares, savings certificates, efc.

There is evidence for these suggestions in the residuals of Equation
(24). These residuals may be considered as that part of actual real-money
balances not explained by reference to real income or to ratc of change of
price levels; if we can further assume that this remainder represents the shift
in tastes towards or away from real-money balances as a form for wealth
holding, then the pattern of these residuals over time is interesting. They
are plotted in Figure 5. These residuals suggest that tastes were moving to
greater real-money balances (apart fromincome- and price-change consider-
ations) up to 1954/ss, and then away from mony thereafter. For the last
threc years, there has been a drop each yearin the residual, the average annual
fall since 1954/55 being a not trivial 120 million rupees. The pattern of the
residuals is not inconsistent with the possibility that the desired real-balance’
schedule was rising as S,S, to S35, in Figure 4 in the carly years, bat has
stabilized at $,8; (or perhaps has been falling towards S,S,) in recent years.

A simple test may be made of this possibility without consuming

1
28The values of the residuals equal to (u—25.2+1208.0 P ) are for the years 1951/52 through
1959/60 respectively i—-120.6,—2772,—49.5, 406.4, 71.8, 233.0, 59.0, —115.2,—207.5.
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more than one degree of freedom. M, rose greatly in 1954/55 {and ¥, in
1953/54). On the assumption that the insercept of the real-money-balances
schedule changed at that fime (but at no other time), we can re-estimate
Eguation (14°):

[ —060 |
M, = L N Ca TP e (32)
(244 )

where, in the brackets, the upper constant term applies over 1950/51 through
1953/54 and the lower constant over 1954/55 through 1959/60. The
coriclation coefficient of (32) is .97. The scatier of (M,, Y, ') points are
plotted in Figure 6 along with Equations (14°) and (32). While certainly not
conclusive, this lends support to the above suggestion that Equation (14°)
is the Jocus of two {or more) flatter but upward shifting real-balance schedules.
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3. The historical observations from which the estimates of Sections
'HI and IV are made are largely drawn from times when prices (and pur-
chases) were controlled to varying degrees. This fact may have had a
large effect upon the size of desired money balances. Here, we will consider
briefly two possible reactions to shortages at controlled prices (and high
blackmarket prices) on inessential “luxury” items: i) that the situation is
expected to be permanent; and i) that the shortages are expected to be
temporary®.
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Figure 6

2%There is, of coutse, a third situation that the shortages are expected to become worse. This
possibility may, [ think, be neglected in the present context.
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i) If permanent shortages (on legal markets, and higher prices on
blackmarkets) are expected, there is reasons for believing that real-money
balances will rise. Such balances are an economic good and, in these
circumstances, their cost to the consumer, in terms of foregone consumption
opportunities is reduced. Another reason is that many individuals either
will adjust slowly their consumption habits to the blackmarket price or will
prefer to wait for a chance to buy the article legally at the artificially low
controlled price. Such queues may be of long duration, during which time
higher cash balances will be held*.

ii) Ifthe shortages are expected to be temporary, there is even greater
reason to postpone purchases; and postponed consumption is present saving.
Not only will savings rise more when the shortages are expected soon to
pass, but a much greater proportion will be held in money balances, to be
ready for imminent spending.

Controls on business imports for investment purposes have induced
similar reactions. The growing time-lag between the investment decision
and the actual import has probably meant much large business-money bal-
ances. And all these larger balances, of businesses and of individuals, are
desired balances in the context of the control situation, however preferable
other situations might be.

In the past year, more liberal import licensing and export bonus
vouchers have reduced shortages of luxury goods, and it may well be that
desired money balances will decline concomitantly. There is no way of
knowing what part ofthe "desired money balances" we have estimated have
been desired only in the context of the controls in force. That they have
not been negligible is indicated by the data for 1960/61. The money supply
rose by only about 4 per cent between 1959 and 1960 (December figures);
the price level, by almost any estimate, will surely, in 1960/61, rise by at
least that®. It is not improbable that real-money balances will have
declined by 10 per cent during 1960/61 (from 4692 million rupees in Decem-
ber 1959)°*.

The theory of price controls and quantity restraints is in a very pre-
liminary state, and these comments on their possible effects upon money
balances are speculative (to say the best). Nevertheless, the warning is

300f course, physical queues outside a fair price shop seldom entail the holding of cash balances
more than an hour or two. But there is the government licensing queue also, and the collection of the
proper forms, licences and permissions may take months, even years.

31CSO figures on cost of living indicate that prices had already risen by 4 per cent between June
and August of 1960 in some parts of Pakistan.

32Some part of the decline in real-money balances will be induced by the very rise in prices (see
Section IV); but the probable extent of the decline strongly suggests a shift in the schedule as well.
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clear that the controls of the 1960’s may be sufficiently different, in kind and
in extent, that the experience of the 1950’s may be inapplicable in the future,

4. The final hesitation before prediction must be to ascertain that the
appropriate variable is being predicted. In the present case, it is not so
simple as it may seem. Presumably the purposc of our work is to find the
increase in nominal money supply which the public would hold without
bidding up prices when real income rises by a certain amount; in other words,
we would like to predict change of money supply, given price change (zcro)
and real-income change (20 per cent by the Plan).

But is this the way the Pakistan economy works? Does the public
bid up and down prices to adjust the exogenously determined nominal
money supply to their desired real holding?  Traditional economic thinking
cries out “yes”, but one is ofien tempted to think the actual process here i
quite the reverse: price levels are determined by largely exogenous factors
(e.g., government controls, politically and sociologically determined wages,
crop success, efc.) and the public later cxpands or contracis its nonunal
money balances to its desived eeal balances®™. This is not as absurd at
second glance as it seems at first—certainly no onc would claim that the
government ov the State Bank has determined completely {or perhaps even
primarily) the size of the nation’s nominal money supply. -

Without making an issue of this reversal of traditional causation, it is
sufficient here to stress that there are other things that affect general price
levels in Pakistan than the public’s desired real balanices™, and that the
public is an important partaet in the determination of the size of the money

supply.

This means that, to ensure stable price levels, one must look at much
more than the desived real-money-balance schedule.  Fven if we knew that
(say) Equation (t4") were absolutely accurate and that real income would
rise 20 per cent over the Second Plaw, one could not safely fix the appropriate
money-supply expansion, Prices might move despite an (initially) appro-
priate wmoney-supply expansion, and/or the money supply might move
contrary o oui 1tentions,

In an Alice-in-Wondetland world where the tail wags the dog, one
must not doggedly cxpect that the law of gravity will keep the dog’s feet on
the ground.

33fnitially, a price rise (fall) is made feasible by a fall {cisc) in the real-money-balance schedule
340 coutse, any change in price fevels may be considered as a shift in the desired real-money
balances, but this avoids the issuc of causation,
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VI. MONEY DURING THE SECOND PLAN

In order to put the preceding conclusion into the context of the next
five years, it is interesting to consider two extreme positions. First, let us
naively accept the estimates of Section III, and second, concern ourselves
only with the fears expressed in Section V.

Equation (14') suggests that the public's desire for real-money balances
will rise by about one-half (.49) of any increase in real income®. This
estimate was seen, in Section III, to be consistent with our a priori predilec-
tions — it might imply, for example, that the marginal propensity to hold
wealth in money form for precautionary purposes (a,) be .05 and that the
transactions income velocity of money (i/aj) be 5.0. And such values
certainly do not violate our historical sensitivity.

But the implications of Equation (14') for the Second Fivc-Year Plan
arc astonishing. Ifreal national income per annum rises, as anticipated by
the Plan, by about 4400 million rupees®®, then desired real-money balances
should increase by some 2200 million rupees. Translating this into nominal
terms on the assumption of stable prices (at the 1959/60 level’’), this means
that the money supply may expand by about 2,700 million rupees®® with-
out inducing the public to lower its real balances by driving up prices. This
is cin absurdly high estimate —

few, if any, economists familiar with the
Pakistan economy in 1961 would suggest that such a money expansion is
consistent with price stability.

The warnings of Section V are not to be neglected. In fact, careful
heed of these warnings may lead to quite pessimistic views on the feasible
expansion of the money supply. If one considers only the facts of price
decontrol, import liberalization, present rapid rise in prices (in the near
absence ofdeficit finance and the currently small rate ofincrease ofthe money
supply®®, and the great shock provided by the population census (which
indicated that real per capita income has perhaps failed to grow during the
1950's), then it is not difficult to understand, if not to agree with, those dis-

illusioned economists who cry out for a cessation of deficits and monetary
expansion.

35This means also, of course, that the public's desire for nominal money balances will increase by
about one-half of any rise in current-price national income (prices unchanged).

36 Approximately one-fifth ofthe 1959/60 real-national income.

37This assumption has already been proven wrong, but this does not affect the present argument.

38Approximately 1.23 times the real-money expansion (1.23 being the price level in 1959/60).

39Income velocity rose by about 10 per cent in 1959/60 (see Appendix) and is probably rising
further at present.
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The Second Plan itself weaves a twisting path through these two
extreme views. It sees the generally downward movement of income
velocity during the 1950’s as part of an expected trend in the development
of an economy, but it also notes the recent interruption of this trend. It
considers such short-run problems as the possibility of excess liquidity in
the economy (“though its extent is probably not great” [6, p. 61]) and the
decontrol of foodgrains. The final recommendation that the money
supply may be augmented, over 1960~65, by 1400 million rupees is about
half-way between the extremes of 2700 and zero, mentioned above®, All
in all, it is an appealing compromise, sensibly and knowledgably argued in
the Plan document.

But it misses the point. It implicitly assumes, if it is to have any
meaning, that somewhere, somcone stands ready to ensure that the money
supply grows by no more than 1400 million rupecs. Morcover, it assumes
that the price level is determined, in some predictable and stable way, by
the money supply. The first assumption is, and probably will continue to
be, factually inaccurate; and the second assumption is, as we have seen, at
best tenuous. This latter uncertainty is recognized and hedged at some
length [6, Pp. 63-68], but it begs the question—either the money-supply
expansion 1s relevant, or it is not. And if it is relevant, it is either controll-
able, oritisnot. Iam afraid the negative applies to both questions.

In short, the only interpretation of the Plan’s discussion of money
{6, Pp. s7-63}is: if inflation does not occur, the public will probably increase
its holdings of money by about 1400 million rupees, though the figure is
very uncertain,

The recent revisions of the Plan, only now becoming public, seem to
be infinitely more sensible about the chain of causation. The primary
defence against inflation is now seen as the PL-480 foodstuff stockpiles; by
releasing these at varying rates, both the secular and the crop-failure pressures
on cereal prices may be avoided. The money supply is relegated to its
appropriate position as a not-very-important endogenous variable.

This new emphasis, if not new approach, not only is the only practical
solution but also has theoretical justification. The Keynesian analysis uses
the concept of aggregate demand (Y9 in Figure 7) in relation to aggregate
supply (or national income; Y° in Figure 7). If aggregate demand follows
the schedule Y¢, and full-capacity national output is OE, then there is no
impulse to higher prices. If, however, full-capacity output is only OA, an
“inflationary gap” of BC appears; if it is not removed by appropriate fiscal

40By coincidence (probably), the Plan estimate of the safe incrcase in the money sapply is almost
exactly that found by Extrapolating Bquation (32), (see Figure 5).
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4 monetary measures (i.e., aggregate demand reduced to Y$), then prices
© will rise, at least by ABJOA per cent (if equilibrium is to be achieved) and by
more if the economy lacks money illusion or wage lags.
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The income-velocity approach hypothesizes that variations in the
public’s real-money balances will affect the aggregate demand functions*'.
Y¢ will apply with one real-money supply; a lower real-money supply will
induce greater saving propensitics and hence will correspond to, say, yd.
Thus, if the inflationary gap (BC) exists, either prices must 1ise by x per cent
or the money supply be reduced by x per cent — in either case, the real-
money balances are driven down, temoving the gap.

Both of these approaches require knowledge about functional relat-
ions. The Planning Commission’s new approach does not--rather it
recognizes that full-capacity output (maximum real Y¥) is a variable. With
large PL-480 supplies available, the situation is identical with one where the
maximum real-national income of a nation is 2 controllable quantity.  Thus,
if aggregate demand is at Y and present supplics of output at OA, prices
will begin to rise; but the injection of AE of foodstuffs will stop the price
movement. The only question is how much is AE, and the answer is
simply as much as needed to stop price movements.

While trial-and-error would be adequate, the technique is potentially
cven more accurate than that, for the one function that is fairly accurately
ascertainable in Pakistan is the cereals-needs function. One is often tem-

#1This is neo-neo-classical approach (i.e., Patinkin’s) to the quantity theory.
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pted to consider an income velocity of cereals in connection with the big
inflationary surges in underdeveloped countries. Successful practice gen-
erally precedes theoretical rationalization, and the anti-inflationary food
releases may be but another example of this adage. Where Keynesian gap
analysis is nearly impossible, fiat controls undesirable, and traditional
velocity analysis at best uncertain (and perhaps misleading), this new approach
may be the solution to Pakistan’s inflation problems—we are now equipped
to remove quickly inflationary pressute of any reasonable size.
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Appendix

M P P Mr Yr Ag k v

Year

(™ {2 (3) (4) (s) (6) v ’ (8)
1949/50 .. 26702 .99352 e 2687.6 17,238 1046z .16 6.4
1950/5K .. 2032.5 .95439 —.3094 3072.6 18,324 10,824 a7 6.0
1951/52 .. 3697.8  1.03913 L0888 3558.6 18,101 10,495 .20 5.1
195253 .. 3208.4  1.0I295 —.0252 3167.4 18,482 10,945 a7 5.8
1953/54 .. 3544.2 96054 ~—-.0517 3689.8 19,447 11,663 19 5.4
1054/558 .. 3803.7 .8180s —1.483 4649.7 19,857 11,630 .23 4.3
1955/56 .. 4369.3 04324 \1530 4632.2 19,516 11,225 .24 4.2
1956/57 .. 4920.7  1.15437 2238 4262.7 20,785 12,122 21 4.9
1957/58 . §233.7  T1.13103 —0104 4623.7 20,087 11,084 22 4.5
1958/59 .. 5so2.1 113633 .0039 4842.0 20,927 11,733 23 4.3
1959{6o .. S70L9  1.22796 .0806 4692.3 21,897 12,477 21 4.7
1960{61 .. 61700%

Sources:

() M = The nominal money supply [7, Table 29, p. 141}. The figuresare for December
(of 1949 through 1959) and are in millions of rupees. (Dec. 1960 figure (*) prelimi-

nary).

(2) P = The national-income deflator implicit in the Pakistan Institute of Devclopment
Economics current ptice national income estimates [4, Section IV} This price
index it converted here to a 1949-53 (=1.00000) base to make it comparable with the

real-income base,

(3) P = ‘'The percentage change of P {column {2)) with the previous year’s value being used

in the denominator; ie.,

. ]
P PP
Pv--]

{4) Mr == The nominal money supply deflated by the price index; i.e,

M
Mr = -5

Figurcs ate in millions of rupees,

(5} Ye = Real-national income, with the prices of 1949-53 [s, Table 1, p. 1 of Statistics

Section]. Figures are in millions of rupces.

(6) Ap == 'The share of real-national income derived from agriculture (nusjor agticultural crops,
minor agricultural crops, livestock, fisheries and forestry), Source is same as for

Yr. Figures are in millions of rupees.

(7) k = Recal-money balances as a fraction of real-national income; f.e.

k=

T
(8) V = Income velocity of money {inverse of k).
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Effectiveness of Bank Rate
Instrument in Pakistan

M. Umer Chapra

OnJanuary 15, 1959, bank rate was raised in Pakistan from its trad-
itional level of 3 per cent to 4 per cent. This paper examines the effect of
this rise of one percentage point in the bank rate on the borrowings ofsche-
duled banks from the State Bank, their reserves, their lending rates, the
supply of'their credit and the allocation oftheir credit among various sectors
of the economy. This is done by comparing the values of certain relevant
variables primarily in the year before the bank-rate change (1958) and the
year after the bank-rate change (1959). From this examination of a single
experience in Pakistan, it is not desired to prove that the bank rate would be
effective or ineffective in future. It would, however, be unwise to ignore
this bit of historical evidence in the country. The assessment will certainly
give some idea ofwhat to expect in future in comparable circumstances.

A rise in bank rate may be effective in curtailing scheduled-bank
credit in two different ways. First, it may be an effective way ofannounc-
ing to both the banks and the public the direction of the State-Bank policy.
Scheduled banks may become cautious as a result of this and may, therefore,
refuse to lend as much as previously at a given rate of interest. Second, a
higher bank rate would make it costlier for scheduled banks to borrow from
the State Bank. Scheduled banks may maintain relatively higher reserves
after an increase in the bank rate because they know that in the event they
have to borrow from the State Bank, it will be at a higher rate. However,
bank rate would become a penalty rate only if the scheduled banks do not
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have excess reserves, need to borrow from the State Bank and the bank rate
exceeds the rate charged by scheduled banks.

“Such an increase in the cost of scheduled-bank borrowing might
normally lead to an equal increase in market rates of interest unless the
demand curve for scheduled-bank loans moves to the left due to some
exogenous factors.  But if the marginal efficiency of investment is very high,
as is generally believed to be the case in certain sectors of the economy of
Pakistan (for example, large-scale industries, import and export business and
wholesale trade)', then a small rise in the bank rate and the market rates of
interest may have only a negligible effect on the borrowings of these sectors
from the scheduled banks. This paper will, therefore, be mainly concerned
with the supply and not the demand side of scheduled-bank credit.

Scheduled-bank borrowings from the State Bank declined by 42.6
million rupees in 1959 from their level in 19582 Was this due to the
increase in the bank rate? This decline in scheduled-bank borrowings could
also be due to an increase in scheduled-bank reserves which are affected by a
number of factors.

Table I shows that the gross reserves of scheduled banks increased in
1959 by a monthly average of 54.3 million rupees. Thus, the reserves of
scheduled banks increased by more than the decline in their borrowings.
Increase in the bank rate may, therefore, have been only a minor factor in
the decline in scheduled-bank borrowings from the State Bank. Borrowings
may have gone down because reserves increased duc to several factors the
contribution of each of which can be seen from Table L

The increase in the bank ratc was followed by a rise in the lending
rates of scheduled banks, but the rise came about gradually. The weighted
average rate of interest charged by scheduled banks to the private sector rose
from 4.21 per cent in December 1958 to 4.96 per cent in June 1959 and to
5.14 per cent in December 1959 {4, p. 3] and June 1960. There was, thus,
a gradual rise of just under one percentage point in the lending rates of banks.
The State Bank 1 its annual report for 1958/59 ascribes this rise in the inter-
est rates to the bank rate, saying: “The lead of the State Bank was followed
by other institutions and deposit rates and advance rates of commercial
banks went up” [3, p. 34].

The main concern of this paper, however, is what happened to bank

1According to the Planning Commission, marginal cficiency of investotents is as high as 30 per
cent in large-scale industries in Pakistan. No evidence has been given by the Planning Commission for
this (see {2, p. 77, para 101x]).

2Based on data from the State Bank Bullefins.
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TABLE 1

FACTORS CHANGING S5SCHBDULED-BAMK RESERVES IN
PAKISTAN IN THE YEAR 1959

(in million rupees)

4- _
Increase in currency outside the State Bank” 48.9
Increase in government and other deposits at the

State Bank (excluding deposits of scheduled

banks) 128.7
Increase in gold, foreign assets and balances held

outside Pakistan® 2484
Decrease in government obligations" 8.6
Increase in State-Bank investments in government

and foreign securities 18.2
Decrease in other assets (net ofother liabilities)" 26.1

Total: 266.6 212.3

Gross increase in reserves (266.6 — 212.3) 54-3
Less borrowings from the State Bank —42.6
Net increase in scheduled-bank reserves 11.7

Note: The table is constructed from i) the balance sheets of both the Issue and the Banking Departments
of the State Bank of Pakistan, ii) the consolidated position of scheduled banks, and iii) treasury currency.
Based on data published in State Bank Bulletins. Data represent increases or decreases in annual averages
of figures on last Friday of each month in 1959 over those in 1958.

"Includes State-Bank notes outstanding and treasury currency outside the State Bank.

~ncludes assets held with the Reserve Bank of India.

Aincludes domestic assets held in the Issue Department, government treasury bills, provincial
government debtor balances, loans and advances to governments, and treasury currency.

Alncludes loans and advances other than those to the scheduled banks, other assets, fess bills pay-
able and capital and reserves and "other" liabilities.
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credit extended to the private and the government sectors in 1959 rclative
to 1958. For determining this, it is necessary to have seasonally-adjusted
data of scheduled-bank credit to the private and the government sectors
during the 12 months of 1958 and 1959. But such data are not published
for Pakistan. 'Therefore, we have constructed our own estimates (Table II
and Figure 1). There was a downward trend in scheduled-bank credit to the
private sector after October 19583, This trend continued through January
1959, the month after the bank-rate change. Thereafter, the credit to the
private sector started to expand and, in December 1959, it was at a rate
higher than the peak of 1958. Total credit in 1959 was 4 per cent higher
than the total in 1958 (Table IIl and Figure 2). Though credit increased in
1959, the rate of increase of credit certainly dropped because the average
rate of increase of credit during the calendar years from 1954 to 1958 was
12 per cent per annum and it was only 4 per cent in 1959 (Table III).

However, although the rate of increase of bank credit to the private
sector declined in 1959 from its previous level, the rate of increase of total
scheduled-bank credit to the government as well as the private secior re-
mained 11 per cent, as it was in the previous few years (Table IIT). This is
because the rate of increase of bank credit to the government sector increased
from an average of 10 per cent per annum from 1954-58 to 17 per cent in
1959. There was, thus, a shift in scheduled-bank credit from the private
sector to the government sector in 1959. Relatively more credit was ex-
tended to the government sector and relatively less to the private sector.

Was this shift in credit due to change in the bank rate? The average
rate of interest on private loans as stated earlier was 5.14 per cent in 1959.
This evidently was higher than the bank rate in that year. The weighted
average yield was 3.2 per cent on central government securities and 3.6 per
cent on provincial government secutities®.  The yield on government secur-
ities was, therefore, lower than the bank rate and the yield to scheduled
banks on private loans in 1959. The shift in bank credit was, therefore, not
due to the yield on government securities becoming greater than the retwn
to banks on loans to the private sector. It was probably due to reduction
in privatc demand for credit®. It may not be wrong to conclude that the
bank rate was instrumental, if at all, to a very minor extent in bringing
about the decline in the rate of increase of scheduled-bank credit to the
private sector.

3In October 1958, martial law was imposed in Pakistan.
4Figures based on data from State Bank Bulletins.

5According to M. Haq and K. Khanam, demand for credit has determined the expansion of
bank credit in Pakistan throughout 195160 [1, p. 21].
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TABLE II
SCHEDULED-BANK CREDIT TO PRIVATE SECTOR AND INVESTMENTS IN GOVERNMENT SECURITIES, 1958 AND 1959

Credit to private sectord Investment in government securitiesb
. Seasonally . Seasorall
Month Unadjusted mﬂpmouﬁ u&ﬂmna% Unajdusted w.wwmoz&. m&:mnwm%
adjustmert adjustient
factort < ¢
1958 1959 Hacror 1958 v 1959 _ 1958 _ 1959 _ factor | 1058 _ 1959
O e e e dnmillion THPEES L. i R

January 1,382 1,425 II0 1.256 1,205 c18 1,038 99 927 1,048
Febroary 1,351 1,421 109 1,239 1.304 17 1,031 98 938 1,052
March 1,327 1,423 106 1,252 1,342 29 1,039 98 948 1,060
April 1,273 1,361 10T 1,273 1,361 072 1,043 98 . 1,013 1,092
Mayv 1,235 1,272 06 1,286 1,325 1,007 1,031 96 1,049 1,126
Junz 1,253 1,333 93 1,349 1,433 081 1,004 97 1,011 1,128
July 1,255 15,370 vI 1,379 1,505 9359 1,206 103 931 T,I7L
k.wamsv.n 1,992 ¥,400 93 I.38¢ 1,503 358 1,214 103 930 1,179
.unmﬁE_uS. 2,356 1,355 33 1,458 1,457 3993 1,202 104 gss 156
October 1,432 1,367 n 1,456 1,407 1,021 1,194 102 1,003 1,171
November 1,481 1,480 104 1,421 1,432 1,032 1,236 101 1,022 1,224
December 1,489 1,651 rob 1,379 1,528 1,016 1,241 103 986 1,205
Average for .
12 months 1,344 1,406 100 1,347 1,408 978 1,135 100 976 1,134

aScheduled-bank credis to private sector: unadjusted deta are figures on the last Friday on each month obtained from State Bank Bulletins; includes
advances, bills purchased and discornted, and investments in privare securities; seasonally-adjusted figures ars obtained on the basis of seasonal adjustment
factors explained in footnote ¢ below.

blnvestments in governments securitics: wnadjusted dazz obiined from State Bank Bulietins; include irvestments in toth central and provincial go-
vernment securities.

Seasonal adjustment factors:

(1) Credit to privare sector: seasona) zdjustment factors were obtained by taking moving averages centred at the seventh month of data
from July 1954 to May 1960. TLis gave moving average for five years from Jamuary 1955 to December 1959. Ratios of moving
averages to original valucs were obtained for the respective months. A simple average was then obtained of the different ratios for
the same month. These averages vwere, thereafter, adjusted for level so 2s to obtain a total of 1,200 for the 12 months, These adjusted
averages are the seasonal adjustment factors as given in the Table.

(2) Investments in government securities: same procedurc vzas adopted but the moving zverages were cbtained for the period betvween
July 1054 and May 1958, thus giving averages for only three years. Smaller number of years was taken in this case because the
seasoni fluctuations were not very wide,
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TABLE III

SCHEDULED-BANK CREDIT TO PRIVATE SECTOR AND INVESTMENTS

(Averages of 12 monihs of the calendar year)

IN GOVERNMENT SECURITIES?, 1054-60

|
_
Credit b Investments |
i 0 fadex Rate of 4 in ‘ Index Rate of Tndex Rate of
_ private of change government | of change of C+h of change of
sector © of (Cy | securities | (I @ C+y | €D
Year (<) W 1)) #
| — | .
| (2 @ ) ! © @t ® ©)
i { i i
{tnillics rupees) (million yupees)
19354 856 100 — 662 100 —_— 31,518 100 —
19355 994 116 i6 737 I i3 1,731 1i4 iI
1956 1,087 127 9 So0 I23% g 1,887 124 1I
1937 1,197 L0 10 859 130 7 2,056 135 1%
1958 ¥.344 157 12 875 147 i3 2,319 153 11
1259 1,406 154 3 1,135 i72 17 2,541 167 I
1960 1,701 209 27 1,003 161 —G 2,954 188 12

alncludes both provincial and central government securivias.

Source : Data for {C) and (I) obrained from State Bank Bulletins.
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This decline in private demand for credit also explains why the sche-
duled banks had positive free reserves® in 1959 against their tradition of
nagative free reserves (Table IV). In 1959, scheduled banks had positive
free reserves to the extent of.o7 per cent oftheir demand-and-time liabilities
subject to reserve requirements against average negative free reserves of 1.3
per cent from 1954 through 1958. In 1959, it was not profitable for banks
to borrow from the State Bank and invest in government securities because
the weighted average yield on government securities was lower than the
bank rate. As stated earlier, the weighted average yield was 3.2 per cent on
central government securities and 3.6 per cent on provincial government
securities. The yield on private loans was certainly greater than the bank
rate, as mentioned earlier, and the banks could have profited by lending more
to the private sector on the basis of their positive free reserves and also by
borrowing more from the State Bank. But the demand for credit by the
private sector had declined, as shown above. Another evidence for the
decline in private demand for credit is that the rates ofscheduled-bank lending
to the private sector did not rise fast enough in response to the increase in
the bank rate. The weighted average rate of scheduled-bank lending to the
private sector, as stated earlier, was 4.21 per cent on December 30, 1958,

TABLE 1V

FREE RESERVES OF SCHEDULED BANKS IN PAKISTAN, 1954-60

Total Col. (4)
Excess Borrowings Free demand-and- o 4
Year . as%of
reserves from SBP reserves time Col. (S)
liabilities | ~°
@ @ 3) @ ) ©
1954 42.1 51.0 — 89 1,704.0 -0.5
1955 54-9 76.7 —21.8 1,894.6 —1.2
1956 75-2 94.9 —19.7 2,098.3 —o0.9
1957 45-6 Hl.5 —65.9 2,289.9 —3.0
1958 72.5 100.1 —27.6 2,584.9 —x.1
1959 78.0 57-S + 20.5 2,803.1 +0.7
1960 36.7 122.4 -85.7 3,214-9 —-2.6
Note: Columns (2), (3), (4) and (5) are in million Source: Based on data from State Bank Bulletins.

rupees and are annual averages of figures
on last Friday of every month.

Earlier years have been omitted because data for Column (3) are not available.

6Free reserves=excess reserves scheduled banks minus their borrowings from the State Bank.
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but rose only to 4.96 per cent onJune 30,1959 and to 5.14 per cent on Decem-
ber 31, 1959. The scheduled banks were, therefore, constrained to have
positive free reserves.

The year 1960 presents an entirely different picture from that in 1959.
Inspite ofthe higher bank rate in 1960, the banks had negative free reserves.
Their negative free reserves in 1960 were 2.6 per cent of their demand-and-
time liabilities subject to reserve requirements (Table IV). In other words,
their free reserves in 1960 were lower than in any previous year. Bank
credit to the private sector increased at the rate of 27 per cent in 1960 and
scheduled-bank holdings of government securities declined by 6 per cent.
Total bank credit increased at the rate of 12 per cent, ie, 1 percentage point
higher than in any previous year. Ifthe bank rate were effective, it should
have suppressed the rate of expansion of bank credit to the private sector
even in 1960. But when private demand for credit recovered, the scheduled
banks lent to the private sector much more and reduced their investments in
government securities. In 1959, there was a shift to government securities
in the portfolios of scheduled banks but in 1960 there was a shift back to
the private sector.

The question that may now be asked is that if the higher bank rate did
not reduce the rate of expansion of bank credit, did it change its allocation
among different sectors of the economy.

Table V gives the percentage distribution of scheduled-bank advances
between various sectors of the economy. In 1958, there was a significant
change in the allocation of bank credit to many sectors. But in 1959 (the
year after the bank-rate change), there seems to be no significant change over
1958 except for the trend evident after 1955.

The share of commerce declined by about 4 percentage points in
1959. But there has been a declining trend in the share of commerce after
1955. Its share declined by an even greater magnitude in 1958 (by 12 per
cent). The share of "services" seems to have increased significantly in 1959
(about 54 per cent of its 1958 level). But it increased significantly even in
1958 (by about 53 per cent ofits level in 1957). Thus, ifthere is a change in
the share of any sector after the bank-rate change, it seems less likely to be
due to the increase in the bank rate and more likely to be due to factors
already in operation before 1959.

We find that the borrowings of scheduled banks from the State Bank
did decline but less than the increase in their reserves after the bank-rate
change. The rate ofinterest charged by the scheduled banks on their loans
to the public increased but gradually and slightly less than the increase in
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bank rate. 'The rate of increase of scheduled-bank credit to the private sector
dropped in 1959 after the increase in bank rate. This seems to be due less
to the decrease in the supply of credit and more to a decrease in the demand-
for credit. In 1960, inspite of the higher bank rate, bank credit to the
private sector expanded significantly. The rate of increase of scheduled
bank investments in government securities was significantly higher in 1959
compared to the average of the previous five years even when the average
yield on government securities was less than the bank rate in 1959. In 1960,
scheduled-bank holdings of government securities declined. Rate of ex-
pansion of total bank credit to both the private and the government sectors
did not decline in 1959 and rose a little in 1960. We may, therefore, con-
clude that the bank rate was not effective in bringing about the desired
results.

In view of this one performance of the bank-rate instrument in
Pakistan, can something be said about how effective the bank-rate instrument
may be in future as an instrument of credit control in the country? An
attempt is made to lay down some conditions under which it may be effective.

A rise in the bank rate may be effective if a) price of government
securities is allowed to fall to prevent banks from sclling their securities to
the State Bank in order to expand credit to the private sector offering a higher
yield, b) new issues of government securities offer a higher rate of interest
to make government securities attractive for scheduled banks.

A capital loss on securities may discourage scheduled banks from
unloading their securities portfolio at the State Bank in order to expand loans
to the private sector. It has been shown earlier than in 1960 the scheduled
banks did decrease their holdings of government securities by 6 per cent’
and expanded their credit to the private sector by 27 per cent partly because
price of securities was pegged and yield on loans to the private sector was
higher. But if the price of government securities is not pegged, they lose
their attractiveness as liquid assets. Scheduled banks may then not be will-
ing to subscribe to new issues of government loans, because of fear of capital
loss in view of the increasing demand for credit and gradually rising rates of
interest for preventing inflation. In such a circumstance, the government
will be constrained to sell new issues to the State Bank. This will be relat-
ively more inflationary than selling securities to the scheduled banks.

With a rise in market rates of interest due to a higher bank rate, the

7Some of these securifies may have been sold to the State Bank while others may
have matured. However, if some securities matured, it shows that the banks did not go for other
issues with the proceeds, because the yield on government securities was not sufficiently attractive
compared to the yield on private loans.
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government will have to raise the rate of interest on new issues of govern-
ment securities to make these attractive to the scheduled banks®. If this
is not done, private credit will be more attractive for banks because ofahigher
yield and also because ofpossibilities of capital loss on government securities
in the event their price is allowed to fall. Ifthe rate ofinterest is raised on
government securities the interest burden of new public debt will rise and,
therefore, the cost of governments' contribution to capital formation will
also increase.

8In Pakistan, the central and the provincial Governments did raise the rate of interests to 4 and
4,50 per cent respectively on new issues after the rise in the bank rate.
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The Dangers of Monetary Policy

in Agrarian Economies

Richard C. Porter

The central banks of underdeveloped economies are frequently ad-
monished for their apparently permissive attitude towards inflation. Where
large government deficits are financed by the creation of ever-larger money
balances in the economy, this criticism is quite apt. But the strictures often
extend to those central banks which, in a situation where prices have already
risen for reasons beyond their control’, are reluctant to refuse the accom-
modating expansion of the money supply. With tnhe argument that tne
central bank can force prices back to their previous levels merely by insisting
that the money supply does not increase, central bankers and their supporters
have seldom disagreed. They justify permissive after-the-fact monetary
expansions on the grounds that driving the price level back down would
have unfortunate side effects®.

IFor example, as a result of crop failures a rise in urban wages, or an unexpected shift in the
terms of trade.
2As, for example, inequities or temporary idle capacity.
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The purposc of this paper is to show that in agrarian (ot predominately
agricultural) economies it may be impossible to counteract apparently tempo-
rary shifts in the price level by means of traditional monetary policy. A
permanently higher price level may be easily maintainable even if no increase
in the money supply occurs. The desired real-wealth holdings of the agri-
cultural sectors, made inadequate by the rise of prices, may be restored by
increasesi n nonmoney wealth holdings. Thus, the traditional mechanism
by which inadequate real-money balances lead to a decline in the price level [4]
may be absent in underdeveloped economies where a significant portion of
the populace has ready access to an alternative form of liquid wealth—
unsold, unconsumed, self-produced foodgrains.

As a result, an increased price level can be maintained whether or not
the central bank expands the moncy supply. But the two policies (to
expand or not) are not the same in their other cconomic effects.  If the money
supply is kept constant, foodgrains will be held back from consumption
until real-wealth balances are restored. in countries where the standard of
living is alteady low, such monetary restriction would impose an unnece-
ssary, though temporary, burden upon the people. Furthermore, it will
lead to redistribution of real income in the economy which may be quite
undesirable.

In an economy where food is already a critically scarce commodity, the
central bank would be foolish indeed to encourage its hoarding as wealth
when some inedible substitute (i.c., money) can easily be made available.
Moreover, if traditional central-bank policies are ever to be effective in such
an economy, monetization (not only of transactions but) of wealth holdings
must be stimulated. This cannot be achieved if increased money is not pro-
vided when increased wealth balances are desired.

In the remainder of this paper, these assertions are proved, though
under very simplified conditions. Throughout, a rather rudimentary
“agrarian” economy® is considered where the only production is of food-
grains and the nonagricultural population is supported by transfers from
the agricultural producers.  Of course, there is no necessity that the amount
of money transferred from agriculiuralists be equal to the amount transfet-
red to the nonagricaltural sector, for the government might print (or with-
draw) currency; since we are concerned with the compatibility of an
unchanged money supply with a changed price level, we shall assume a
balanced and unaltered government budget’.

We shall look at two types of economies, the more “modern” type

30f the type analysed, in a different context, by Georgescu-Roegen {3).
4This budget consists entirely of the transfers mentioned.
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first. I Section II, it is assumed that all wealth balances, in each ofthe two
sectors, are held in the form of money—foodgrains are never hoarded. It
will be shown that traditional monetary policy is effective®. In Section III,
the assumption that agriculturalists hold some portion of their real-wealth
balances in the form ofhoarded foodgrains is introduced. Monetary policy
is shown to be uncertain, ifnot totally ineffective, under these conditions.

II

In this agrarian economy, there are only two types of people who may
be conveniently huddled together and prosaically labelled agriculturalists
and nonagriculturalists. The agricultural sector produces foodgrains in an
amount that may vary as a result of such factors as the caprice of nature
but that is unaffected by economic considerations. The government levies
an unchan ging lump-sum tax in money terms upon this sector. This tax is
transferred by that government entirely to the nonagricultural sector whose
members produce nothing’. Thus, the real income oftlic agriculturalists is
their foedgrains production less the real value of their taxes (i.e., the money
value of'the taxes divided by the price of foodgrains), and the real income of
the nonagriculturalists is this real value of the taxes upon the agricultural
sector.

The government has incurred budget deficits at some time in the past,
for there is a stock of money in the economy, divided between the two sectors
and being the entire wealth of these sector®. Foodgrain consumption and
real-wealth holding are the only economic goods in this economy; hence,
for each sector we can visualize a demand curve for foodgrains which de-
pends upon real income and real wealth of that sectorr. An increase in
either real income or real wealth of a sector will increase its demand for
foodgrain consumption

5By "effective” is meant merely that 1) for any money supply only one price-level equilibrium
can be maintained by the economy, and 2) the larger the money supply the higher is that price level.
Implicit is the third assumption that the equilibrium is stable and that the effects of disequilibrating shocks
disappear rapidly.

6None of the conclusions would be altered if the tax were fixed in real terms, i.e., so much food-
grains rather than so many units of currency.

7Except perhaps "social goods". This sector comprises all landlords, civil servants, police, pri-
ests, magistrates, soldiers, etc.

SThere is no national wealth; in the strict sense, this money is merely internal debt. That it is
generally, though illusorily, considered unencumbered wealth is well known.

fThere is also a demand curve for real wealth which depends upon real income and foodgrain
consumption. This we neglect because, by the budget constraint, whatever real income is not devoted
to foodgrain consumption must become demand for augmented real-wealth balances (and any excess of
consumption over real income is demand for diminished real balances).

10The marginal propensity to consume (foodgrains) out of real income will be less than unity.
In the present context, this follows from the fact that real wealth is assumed not to be an inferior good.
An increase in real income increases both desired consumption flows and desired wealth balances; this
latter rise can be achieved only by saving and, hence, consumption must rise by less than the increase in
real income.
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We will assume that this economy is initially in equilibrium in the
sense that there is no tendency for any of the economic variables to change
(given the unchanging flow of foodgrain output, tax and transfer payments,
and money supply). But, before procecding, we must examine more closely
the nature of this equilibrium. Most essential is that there is 1o saving (or
dissaving) in either sector for that would imply a change in wealth balances.
Thus, each sector, accepting the price level as given, adjusts its money
holdings so as to achieve a balance between consumption and wealth. If the
total real value of money balances which the two sectors together desire is
less than the rcal value actually available (at the existing prices), one {or
both) of the sectors will try to rid itself of the excess by increasing its
consumption; excess demand for foodgrains is generated and prices rise,
bringing down the real value of the money supply until it equals the real
value desired. A reversed chain of events (lowering prices) will occur if
the two sectors together demand greater real-money balances than are avail-
able at existing price levels. Thus, the requirement in equilibrium of zero
saving in each sector implies a unique distribution of 1noney balances and
price level, given the exogenous variables, foodgrains production, taxes,
and total money supply'!.

Let us now sce the results of a suddenly reduced output of foodgrains.
The nonagricultural sector is initially unaffected, having the same real
income (taxes do not vary) and real wealth; hence, its demand for foodgrains
isnotaltered. The agriculturists’ real wealth is unaffected by the crop failure,
but their real income declines, grain for grain, with their production. They
will retrench their consumption (for their marginal propensity to consume
is positive) but their own demand for self-produced foodgrains will not be
reduced as much as their output (for their marginal propensity to consume
is less than one).  The amount of foodgrains supplied to the nonagricultural
sector will be smaller while the demand from that sector is unchanged—
hence prices will be bid up.

Were this reduced production to continue, a new equilibrivun would
eventually be achieved. The price level would be higher and the real in-
come of the nonagricultural sector lower (for taxes are unchanged). There
might also be changes in agriculturists’ real after-tax income or their nominal
money balances’.  For every configuration of the three exogenous variables
(foodgrain output, tax level and money supply), there is a unique equi-
librium level of prices and share of money balances in each sector. This
new equilibrium would, in time, be attained.

11Technically, there are two ecquations to deterwnine two variables (see the Mathematical
Appendix).
128ee Mathematical Appendix.
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More interesting, however, is the behaviour of the economy if food-
grain production returned to normal after a year of crop failure. Provided
that the tax levels and the money supply were unchanged, the previous
equilibrium would eventually reassert itself.  Prices which had risen in the
year of crop failure would necessarily fall again. The movement towards
the higher-price equilibrium which was relevant to the reduced food output
would be halted by the reappearance of normal crops and the economy
would begin to return to its previous equilibrium.

Monetary policy is, in such an economy, effective in the sense that an
unchanged money supply is necessary and sufficient to ensure that temporary
rises of prices are ultimately reversed (if the government budget remains
unchanged throughout and food production returns to “normal”). If the
money supply is permitted to expand, however, a higher level of prices will
be permanently tenable.

somewhat untraditional guise. The results completely conform to our
expectations. But this exercise is not without value, for it will be seen in the
next section that this same economy will function in vastly different fashion if
one small alteration (in the direction of realism) is made in its structure.

There is 11oflling new n all this; it is traditional monetary theory in a

m

In this section, it is assumed that some part of the agricultural sector’s
real-wealth balances consists of hoarded foodgrains, the rest being real-money
holdings". Otherwise, the economy is assumed to be identical to that dis-
cussed in the previous section’,

The difficult question that immediately arises with the introduction of
a second kind of wealth is what determines the portion of total wealth kept in
each form in the agricultural sector. It is especially difficult because there is
no economic difference between the two forms'. In fact, not only is little

13Alternatively, we could assume that foodgrain balances comprise part of the nonagricultural
sector’s wealth balances.  In countries where much rural wealth is owned by noncultivators (f.e., landiords,
money-lenders, efc.), we must recognize that the nonagricultural sectot {as here defined) is fikely also to
hold foodgrain balances. The conclusions of this section are not fundamentally affected by tlic choice of
the sector which is assumed to hoard foodgrains.

14More accurately, identica) consumption schedules, foodgrain output, tax and transfer tates and
money sapply arc assumed. The equilibrium price Jevel will clearly be higher since the total real-wealth
balances of the cconomy are larger by the amount of hoarded foodgrains. In the effort to achicve an
optimal relation between consumption and real wealth, the two sectors will bid up the price level until
the total real-wealth balances are the same in equilibrium as in the equilibrivim of the previous section
(see the Mathematical Appendix).

15Unless an expectation of price changes exists, in which case all wealth would be held as money
if price falls were expected and all as foodgrains if riscs were expected. We assume no conscious speculation
along these lines.
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known about the size of rural foodgrain wealth holdings in predominately
agricultural economies, but almost nothing is known about what causes
changes (and by how much) in the relative proportions of foodgrain stocks
and money in rural-wealth balances. Since this ignorance can only be
dispelled by empirical work, we will approach it warily; we assume that a
certain fraction of wealth is kept in foodstocks, for reasons unknown, and
we will introduce assumptions about changes in this fraction as nccessary.

Let us begin in equilibriwmn, as in Section II, and analyse the effects of 2
short-lived decline in foodgrain output. Initially demand by the nonagri-
cultural sector for foodgrains is unaltered since neither its real income
nor its real wealth is affected. The real income of agriculturalists does fall,
however, and so also their self-consumption (this latter by less). This
decline in marketed food, together with an initially unchanged nonagri-
cultural demand, will drive prices up. The process is completely identical
to that described in Section 1.

What happens if foodgrain output later returns o its previous higher
level? The analysis of Section Ifl showed that, with money and taxes un-
changed, cfforts 1o restore the desired higher real-money balances would bid
prices down to their carlier equilibrivin.  Will that still be the case? Tt
certainly conld be—the same levels of foodgrain stocks and real-moncy
balances might be re-established, and concomitantly the same price level as
previously coexisted with that foodgrain output. But there is 2 second
possibility: the agricultural sector may restore its real-wealth balances
metely by stockpiling its self-produced foodgrains. Farmers may just as
casily reattain their earlier real-wealth position in this fashion, though it will
mean that a larger proportion of their wealth will now be in foodgrains.

It may not scem reasonable at first glance that farmers should desire a
different composition of wealth now than they did in exactly the same situa-
tion eatlier (i.e., before their output fell). But the situation is not cxactly
the same. Earlier they held a certain composition of money and foodgrains;
now they must re-establish that composition and must push down the price
of their merchandise to do it. Of course, the farmers do not know before-
hand that they will drive down prices, but they will notice that prices are
falling as soon as they try. It is very likely that they will then cease to
market such large amounts and will become satisfied with holding a larger
fraction of foodgrain wealth.

The rural scctors of underdeveloped economies generally become ever
more monetized as time passes and growth occurs not only in their trans-
actions but also in their willingness to hold money as wealth. Thus, the
fraction of total real wealth that is held in the form of foodgrain stocks
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declines chronologically in the agricultural sector. Slowly but inevitably
the monetization ofrural wealth proceeds. This process cannot be hurried—
ifa government pushes too much money into the economy, relying on a
rapidly increased rural willingness to substitute money for other wealth
forms, it will learn from the ensuing inflation that this process of monetiz-
ation cannot be hastily accelerated.

This process may not be forced, but it may be at least temporarily
reversed. Farmers may always be willing, ifcircumstances warrant, to hold
a smaller fraction of their wealth as money. The inexorable monetization
of the countryside cannot be halted but it can be temporarily retarded.
When a farmer has only recently begun to hold as large a portion of his
wealth in money as he presently does, the desire cannot yet be too deeply
implanted; and if, to restore that portion in money, he must sell his crop at
declining prices, he may quite readily "regress" to a larger fraction offood-
grain wealth.

If this in fact occurs, the implications for monetary policy are enor-
mous. 1ts entire basis disappears once the farmer is able and willing to
produce a money substitute. Consider now the price implications of a
temporary crop failure. When foodgrain production falls, prices rise;
when production recovers, the real-wealth balances of the agricultural
sector become inadequate. But the farmer merely stockpiles foodgrains
until his wealth holdings are adequate. As long as the price level does not
fall, the real-wealth balances of the nonagricultural sector are adequate,
since the recovery of foodgrain production does not affect its real income
(unless prices fall).

There are, therefore, two extreme possibilities concerning prices when
foodgrain output recovers from a temporary fall (always assuming unchanged
tax-and-transfers and money supply). The first is that there will be no
change in rural foodgrain hoards and prices will decline to their previous
level (as in Section II, when no foodgrain hoards were held). The second
is that any inadequacy ofrural real-wealth balances will be entirely satisfied
by accumulation offoodgrain hoards with no decline at all in prices. There
is a strong likelihood that reality will be more closely described by the latter.

Ifthe government persists in its beliefthat the rise in foodgrain prices
is temporary, since it was occasioned by a temporary fall in output, its error
will only gradually become apparent. For prices will not decline. While
pursued, however, a policy of "monetary restriction” (ie, no change in
taxes or money supply) will have two serious effects upon the economy:

1) Foodgrains will be diverted from consumption to hoards.
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2) The standard of living of the nonagricultural sector is lowered,
relative to the agricultural sector (since its money income, the
transfer, is unchanged in the face of higher prices).

Monetary authorities need not accept this conclusion of the crop
failure and “temporary” price rise. If, instead, they accept the price rise
as inevitable and increase proportionately (to the price rise) the money supply
and the tax level, neither of the two effects citedabove, will occur. It will be
possible for farmers to replenish their money wealth without forcing down
prices, and there is no reason why they should not be willing to do so. None
of the real variables of the system (f.e., consumption, real income, efc.} is
changed, and this is a much more sensible goal than that some of the mone-
tary variables (7.c., money supply, taxes, and nonagricultural money income)
remain unchanged.

v

While the economies described in Sections IT and IIf are nowhere to be
found in this wotld, the lesson they offer is quite applicable. Certainly, if
one accepts that farmers will react as suggested in Section IIl, the efficacy
of monctary restriction to reverse “‘temporary’ price rises is in doubt.

If the price level cannot be driven back down, it may be advisable to
accept the rise and to ensure that the real variables of the system are not
altered (or reduced). This requires money-supply expausion and ligher
government budgets.

To blame the price risc on the larger moncy supply in this situation
would be seriously to err, chronologically as well as causatively — ante hoc,
ergo propter hoc.  The higher price level can, and will, maintain itself whether
or not the money supply is expanded. If the government is to keep the
price level from permanently rising, it must take action to prevent temporary
declines in foodgrain production. Once crops fail, a permanent price
increase may be inevitable.

The application of monetary restriction in such situations may be
both liable to failure and retarding of the long-run objective of the central
bank to achieve rapid and cfficient monetization of the rural economy
This latter purpose may be far more important in underdeveloped economies;
it is essential to create the kind of economy where traditional policy techni-
ques can succeed before employing these techniques. First “to maturity
must crawl that child in whom the old equations are reversed for that is
cause which was effect before”.
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Mathematical Appendix

The following symbols will be used in this appendix:
C = consumption of foodgrains
M = money supply

T = tax on agricultural sector {equals transfer to nonagricultural
sector)

p = price of foodgrains
X = production of foodgrains
S = stockpiles of foodgrains (assurned zero in Section II).

Subscripi A means that the variable refers to the agricultural sector,

subscript B to the nonagricultural sector. A dot over a variable (e.g., M,)
refers to the rate of change of the variable at a moment of time.

TO SECTION I

Consumption in each sector is assumed a function of its real-income
and real-wealth (money) balances. Hence,

where A and B represent functions. Recalling that the total money supply
is given and constant, we have

and

Let us assume, for simplicity, that the consumption functions may be approxi-
mated (in relevant ranges) by linear relations:
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T M
Cp=a0+ 31<X — ._P_) +a, PA ...................... (s)
_ LA M 6
Co=by+ b — }-b,(M P) e (6)

where the parameters are within the following ranges:
ap, bo>0 ; 0<<a; ,b;<1; and a,, b, >0.

Finally, at all times, the total consumption of the two sectors must be equal
to foodgrain output (since, for the present, none may be hoarded):

and the difference between what the agricultural scctor receives from sales -
and what it is taxed is the net addition to its money balances':

Mu=pCs—T .o oriiiiiieiieeen e (8)

Substitution of (7)and (8) into (5) and (6) permits the elimination of C,
and Cy:

M, T T M
x_%_ﬁ_?: a0 +a (X—ai;—)—i-az?—‘?. e (10)
My, T b T, ( M*MA) ..................... (x1)
p P p p
Multiplying each by p and collecting terms:
p [(1—a) X —a] =My —(1—a)T —a,Ma=10........... (12)
pby— My — (1 —b)T 4 b;M—b,Ms=o0 .......... T (13)

Since X, T and M are exogenous, these two equations determine the endo-
genous variables, p and M, (and hence, by (3), Mg).

t This is also truc of the nonagricultura} sector:

B el e T 0 (o)
but this follows from (4) and (8).
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Let us first examine the cquilibrium situation implicit in Equations (12)

and (13). Let M, be zero (as it must in statice quilibrium) and solve explicitly
forp and M,. The results are sufficiently complex that we will write them
out on the assumption that a, and b, are zero; this further loss of genera-

lity does not, T believe, greatly affect the conclusions. The equilibrium
values are?

1 _bl I ——31 I ‘—'bl
My=M— C T= (pX —T); alsoMy T ..(14)
2 E>) 2
a, a,(t — by)
pX = M4t 1— ———-—~]T ............. (15)
I _ 211 ba (I "—al)

It is worth noting that, in such a simple economy, the quantity theory of
money is valid—each sector holds an amount of money balances proportional
to its money income. It should not surprise anyone that the quantity theory
does not appear in its usual form in Equation (1), for it has long been known
that redistributions between sectors of the economy having different velocities
(though each is constant) will alter the velocity of the economy as a whole?.

Finally, we should examine the dynamic part of the system to ascertain
that this equilibrium is stable. The differential Equation (13}, letting b, =o,
may be solved for M, in terms of the initial value of M, (M%) and the

1—b
equilibrium value of M, l:Mi ~M—— - LT, by Equation (14) ":
2 d
—b,t
M, = [Mj{w Mﬁ] OME (17)
c

Since b, is assumed positive, M, will inexorably approach its equilibrium
value (M) despite any initial discrepancy (M$ — MR). Furthermore,
we can use (12) and (13) to eliminate My, (17) to eliminate M,, and (14)
to eliminate M to find:

2For all variables to be non~negative in equilibrivan, it is necessary (as concerns Ma) and sufficient
(as concerns both Ma and P) that
bz
B e rened S NN 16
I-—bl ( )

it this is not so, all the money in the econoiny cannot prevent the nonagticulturists fron trying to save
and no equilibrium is possible.

- a b . . .
31f the velocities of the twa'sectors, —2—and i—respectwe]y, are equal, the term involving
T in (x5) disappears, 1—ay I—b)
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2, a,(1—b,) a,—b, —b,t
M+[I— ]T+ [M%~M§] (18)
a, 1—a, e

X =
P I— b,(1—a,)

Hence, if the system is always in monetary equilibrium (M$ = MJ), the
total value of production (pX) will never be altered even by changes in X.
Foodgrain output may fall, then prices will rise; if X later returns to its
original value, so will p, provided only that the government does not alter
MorT.

TO SECTION HI

Once foodgrain hoards are introduced into the agricultural sector,
Equations {5, (6), (7) and (8) become:

- T My | ¢
C, = a {X — _?.)—{— a, (—1-)— 'SA) .................. . .(Iy)
T M—-—M
CB_‘bl——+ 2( A) ........................ (20)
p
X =Co+Cr+Sa oo (21)
Ma== pCa—T (22)

where a, and b, are again assumed zero, and S, is written for agricultural
foodgrain stocks. Again, using (21) and (22) to eliminate C, and Cg we find;

_ ay— —b,t
My[me]lw b [M‘};-—Mﬁ] ........... (24)

by(z —ay) 1—a,

Equations (23) and (24) are analogous, where agricultural foodgrain hoards
exist, to Equations (17) and (18), where the only wealth form is money.
Again, it should be noted that any disturbance from equilibrium tends to
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disappear since b, is positive. In equilibrium (i.c., when M} = M3), the
right-hand sides of each of (23) and (24) are identical with those of (17)
and (18). 'Thus, whether agriculturists hold foodgrain balances or not, the
distribution of money balances between the two sectors will be the same

The real-money wealth of each sector will, however, be lower (when'
foodgrain stocks are held) if

Sa - 2, Sa > 0 (25)

The reason is as follows. If (25) holds, the term in brackets on the left-
hand side of (24) will be less than X; hence, the right-hand side being un-
affected by Sy, p will be higher. Thus, the possibility of positive values of
Sa means, if (25) holds, a higher level of prices in the economy. In fact, in
euqibirium {where S,==0), the total real-wealth holdings of the ecomony
will be from Equation (24):

M - I—2a; __ r T—a I“bl —I T (A
— - Sp= - K — — e (20)
P a, L a, b, J p
e oo Iy 1—b,
This_is exactly the same, if == , as the total real-wealth
Az

holdings, in equilibrium, in Section 11 (derived from Equation (18)* Since,

in Section II, Sy==0, p must be higher in the economy when foodgrain
stocks are held.

The critical point about (24) is its indeterminacy. To say anything
about p, given X, M and T, we must know something about the behaviour of

Sa.  Without such knowledge, one cannot know whether monetary policy
will be effective.

It is easily verified that, if S, is always a fixed fraction of total-wealth
balances in the agricultural sector, then monctary policy is effective (in the
sense defined earlier). In fact, such a portfolio equation

Sa=c¢ M (27)

P
is implicit in the work of Section II, but with c there set equal to zero. The
possibility discussed in Section III is that at any moment of time, the desired
portfolio relation of the agricultural sector is

1—ay

f I-'-b;[
22

# Tyl they will differ at least stightly because of the different values of p.
2

41



238 Studies on Fiscal and Monetary Problems

M,

Spa>c¢

Then, if (in equilibrium with (27) holding true) the money supply is increased,
the analysis of Section Il applies and p rises. If, however, p rises because X
falls, then a return of X to its previous level means any one of three things

may happen:

1) p returns to its previous level [and (27) is re-cstablished with no
change in S,).

Or

2) S, rises, p remains at its new higher level [and (27) is not re-
cstablished].

Or

3} M (and hetce M,) vises [and (27) is re-established with no change

in SA]

The text (Section UI) suggests that possibility 1) may be unlikely to occur in
which case the government must choose between 2) and 3). The third
possibility is clearly preferable.

This choice may also be seen through the equilibrium equations of the
systemn described by Equations (19) through (22):

1—b,

M, = M- i P (29)
)2
3, 2 1, (1 —by)
o 8§y | = —_ e T

P { I---q AJ I—a; + [I bz (I —'lt)] (30)
CA == X e e e e i a e e e e e e e e e ey, (31)

p

T

Cp= T T (32)

If p rises (because X falls temporarily) and X, M and T remain unchanged
(as they will after crops return to normal if M and T are not permitted
to rise), then S, must rise (if p does not fall to its original level) and Cy
becomes permancntly lower than before (and C, concomitantly higher).
If, however, the government permits a rise in M and T proportionate to the
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rise in p, no increase in Sa need occur and no change in Co or Cp need take
place. If p rises (because of a temporary fall in X) and the government
wishes no change in the real variable of the system, one way to achieve this
is to raise M and T proportionately. It may be the only way to prevent a
rise in the equilibrium amount of Sy and C, and a fall in that of C (with
an additional temporary loss of consumption, while the larger S, is being
accumulated).

A Comment

Hugh T. Patrick and Lester V. Chandler*

In his interesting article, Richard C. Porter presents a model "to show
that, in agrarian (or predominantly agricultural) economies it may be
impossible to counteract apparently temporary shifts in the price level by
means of traditional monetary policy". In Section III, to which this com-
ment relates, he assumes a two-sector model, with one sector (agriculture)
producing the single commodity (foodstuffs) in the economy and the other
sector living on lump-sum transfer payments from the agricultural sector
and producing nothing. These lump-sum taxes are fixed and in money
form; Porter assumes (incorrectly, as is discussed below) that "none of the
conclusions would be altered ifthe tax were fixed in real terms" (footnote on
p. 227). Output is independent of economic considerations (determined by
the "caprice of nature"). A fixed money supply is given, as is a desire to
hold a certain real-wealth balance relative to real income and consumption.
Speculation on the basis of expectations of price changes is assumed away.
The nonagricultural sector holds its real wealth only in the form of money,
while the agricultural sector holds both money and hoards of foodgrains.
While Porter grants that we know almost nothing about "what causes
changes (and by how much) in the relative proportions of foodgrain stocks

*Dr, Patrick, Assistant Professor of Economics at Yale University, and Dr. Chandler, Professor of
Economics at Princeton University, were visiting Professors at the University of Bombay (India) during
1961/62.
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and money in rural wealth balances”, his analysis rests entirely on presumed
changes in this fraction. As he indicates, with an unchanging fraction,
monetary policy is successful in maintaining a certain price level.

Porter considers an initial equilibrium position, with a certain price
level, with both the agricultural and nonagricultural sectors holding the
desired amounts of real wealth in relation to their real incomes, and with
the wealth holdings of the agricultural sector divided in the desired fraction
between real-money balances and stocks of foodgraius. Suppose output
declines temporarily (and with it agricultural real income); with reduced
goods put on the market the price rises to a new temporary equilibrinm.
Now, suppose output rises to the previous level. Porter argues that the
framers are likely to reattain their earlier real-wealth positions by simply
stockpiling their self~produced foodgrains, and in doing so raise the fraction
of their real wealth held in foodstuff hoards. Under these circumstances
output available to the nonagricultural sector would not rise and the price
level would not fall to its previous position.  Why do the farmers behave in
this manner? In Portet’s words (and italics):

It may not seem reasonable at first glance that farmers should desire
a different composition of wealth now than they did in exactly the
same situation earlier (i.e., before their output fell). But the situation
is not exactly the same. EBarlier they held a certain composition of
money and foodgrains; now they must re-establish that composition
and must push down the price of their merchandise to do it. Of
course, the farmers do not know beforehand that they will drive
down prices, but they will notice that prices are falling as soon as
they try. Itis very likely that they will then cease to market such large
amounts and will become satisfied with holding a larger fraction of
foodgrain wealth (p. 230).

Such an outcome would militate against two of Porter’s objectives: to res-
tore the real inconie of the nonagricultural sector and to prevent retrogres-
sion in the monetization of the rural sector.

The last sentence in the quotation from Porter is crucial. s it “very
likely” that declines of prices below the high levels reached in a year of par-
tial crop failure will make money balances less attractive and foodgrains
more attractive as means of holding wealth? This analysis surely implies
very peculiar assumption either about farmer behaviour or about the nature
of competition in the agricultural sector. He does not state that there is a
monopoly in the sale of foodstuffs nor explicitly make the assumption, which
would be unrealistic in most underdeveloped countries, that any individual
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farmer lias, or thinks he has, any influence on price through his sales'.
Moreover, he explicitly rules out expectational effects. Thus, farmers will
not regard their own sales as reducing the price of foodstuffs. Why, then,
will they cease to market their output? Porter granted earlier in his article
that there is no economic difference between foodstuffs and money. When
the farmer sells his output he obtains a lower price than had existed earlier
(when output had declined), but by the same token the money he receives
in exchange is worth more in terms of foodgrains. The opportunity cost
of each (money and foodstuffs) is the other. From the viewpoint of the
individual farmer who cannot influence price, his real wealth is the same in
either case. Unless the farmer is irrational or has some peculiar illusion
about the effect of the composition of his real wealth on its total amount,
there seems to be no a priori reason why the farmer should behave in the
manner Porter suggests to hold more of his wealth in foodgrains and less
in money.

The outcome envisaged by Porter becomes 110 more likely when
expectations are taken into consideration. He might have argued, though
he did not, that farmers would withhold supplies at any price below the
peak reached after the crop failure because that peak price had come to be
considered "normal”, any drop below which would be expected to be
followed later by a price rise, which would make money an inferior means
of storing wealth. There could indeed be such a "reservation price", some-
what analogous to the Keyncsian liquidity trap. But surely this would be at
some level that was low by historical standards, not at or near the highest
level attained in recent history. Price declines from the highest levels
recently experienced are just as likely, if not more likely, to create expect-
ations of further declines which would counsel holding a larger rather than
a smaller fraction ofwealth in the form of money.

Thus, Porter has not provided plausible reasons why it is "very
likely", or even likely at all, that farmers will not market foodstuffs as prices

1Ifhe docs implicitly assume the existence of monopoly elements in agriculture, his analysis
would have to be modified considerably. Under this condition, it would be rational for monopoly farmers
to withhold output by raising the fraction of foodstuffs in their total wealth in order to prevent a price de-
cline, but for a reason that Porter does not specify. The lump-sum tax is in money form; the real income
of the farmer is reduced if the price of foodstuffs declines, since the money tax transferred to the non-
agricultural sector has a higher purchasing power. The logical conclusion would be for the farmers to
band together and withhold virtually all of their output so that the price would rise to its maximum limit.
This limit in theory would be infinity, but this price would kill offall the nonagricultural population.
For political reasons perhaps the maximum limit would approach that sufficient to provide just, enough
foodstuffs to the nonagricultural sector for subsistence with zero wealth balances. Thus, in a monopoly
situation with lump-sum money taxes the farmers logically would not only want to maintain a certain
high price level (derived from the previous decline in output) but would want to push the price as high as
possible, subject to noneconomic constraints (humanitarianism, revolt by the nonagricultural sector,
government interference, raised taxes, etc.). While the proportion of money in their real wealth would
likely decline, its real wealth would be sufficiently high that the agricultural sector would hold a larger
share (perhaps all) of the money supply.
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fall below their peak and that farmers will end up holding more of their .
wealtl: in foodstuffs and less in money balances than in the earlier period of
cquilibrium. He, therefore, has not madc his case that a policy of holding
the money supply constant in such circumstances will retard the monetiz~
ation of agrarian cconomies. Suppose, however, that farmers do behave in
the manner considered by Porter to be “very likely” diverting foodgrains
into hoards and holding a smaller fraction of their real wealth in money.  Let
us analyze his policy prescription. He argues (p. 232) that the authoritics
should “accept the price rise as inevitable and increase proportionately (to
the price rise) the money supply and the tax level....”. He validly states:
“It will be possible for farmers to replenish their money wealth without
forcing down prices”. But he is on shaky ground when he adds, “. .. .and
there is no reason why they should not be willing to do so”. Let us con-
sider seriatim the proposed increases of the money supply and the tax level.

If farmers have decided to hold more of their wealth in foodgrains and
less in money, what reason is there to believe that an increase in the nominal
money supply will lead them to reverse the decision? Omc immediately
becomes suspicious of any argument to the effcct that increasing the nominal
money supply will increase the demand of the community, or of any section
of it, for real-money balances and reduce its demand for stocks of wealth
in other forms. Porter had alrcady assumed that at any price below the
existing level, farmers would prefer foodstuffs to money as a form of holding
wealth. But it does not follow from this that at the existing level of prices,
farmers would consider money balances a perfect substitute for foodgrain
stocks. It seems strange to assume that there is an infinite elasticity of sub-
stitution in agricultural wealth balances at one price level and not at another?.
Unless this additional assumption is made, Porter’s prescription would lead
to still further price increases. Farmers would offer more foodgrains for the
additional money only at higher prices. And onc is left to wonder why they
should do so even then, for each unit of moncy would represent less pur-
chasing power over foodgrains.

In fact, the long-run cffects of following Porter’s prescription of
increasing the money supply proportionately with each rise of prices may
be just the opposite of those he desires; they may be to increase the fraction
of agricultural wealth held in foodstuffs and to decrease the fraction held
in money. With any rise in output, the price level will never decline, since
under Portet’s assumption the farmer will prefer to hold increased real-
wealth balances as foodstuff hoards rather than in monetary form unless the
price level is maintained through increases in the money supply. When

2If an assumption of monopoly power is injected, this question becomes relevant, If farmers will
withhold supplics to prevent prices from falling, why not witbhold supplies to raise prices.
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output declines, however, prices will rise. Thus, theret s an upward ratchet
effect on the price level of foodgrains: with output increases prices will not
fall and with output declines prices will rise. Even if farmers do not
speculate on short-run expectations, they will surely learn in the longer run
that by holding money balances they never gain and sometimes lose, but
by holding foodgrains they never lose.  This is hardly conducive to mone-
tization of the agricultural sector.

Now let us look at Porter’s analysis and prescription relative to taxes.
First, it should be noted that he is wrong in stating (footnote on page 227),
“none of these conclusions would be altered if the tax were fixed in real
terms, f.e., so much foodgrains rather than so many units of currency”.
With the tax fixed in terms of money, the real income of the nonagricultural
sector falls with the decline of output and is restored only as prices fall.
But if the tax is fixed in terms of foodgrains, the real income of the non-
agricultural sector remains constant throughout; all changes in total output
are reflected in changes in the real income of the agricultural sector.  This
would surely make for some difference in the extent of the price rise, in
the distiibution of wealth holdings betwcen the two scctors, and perhaps
also in the composition of the wealth balances of the agricultural sector.

But let us return to Porter’s case in which taxes are fixed in terms of
money and their amount is increased in proportion to the initial risc of prices.
The purpose, of course, is to restore the real income of the nonagricultural
sector. This will indeed be the result if farmers respond by selling enough
additional foodgrains at existing prices to pay the increased taxes. In fact,
if the farmers as a result of a once-only increase in money taxcs return to
the former propoxtion of foodgrains in their real wealth balances, then the
original equilibrium and original price level will be restored without any
change in the money supply. But since Porter has assumed that farmers no
longer wish to hold the former amounts of real-money balances relative to
their income and wealth, this may not happen, Farmers may simply pay
the increased taxes out of their money balances, holding as a limit all their
real wealth in foodgrain hoards. To restore the real income of the non-
agricultural sector under these circumstances it may be necessary to set taxes
at a level high enough to absorb all the money balances of the agricultural
sector and also to force farmers to sell enough of their hoards to reduce their
foodgrain stocks to their initial equilibrium level.

Porter states (p. 232) that if both the money sapply and money taxes
are increased proportionately with the price rise, all the real variables of the
system — consumption, real income, efc.,—will remain unchanged from their
original cquilibrium position. But this is possible only if, as seems to us
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unlikely, the increase in the nominal money supply induces farmers, at the
existing level of prices, to restore their real-money balances to their initial
rclationship to agricultural real income and real wealth. But if farmers
persist in holding real-money balances cqual to only a smaller fraction of
their real income and wealth, neither Porter’s formula nor any other can
restore all the real variables simultaneously. If it restores farmers’ real
incomes to the initial level, their foodgrain stocks will be larger and the real
income of the nonagricultural sector lower. To bring the foodgrain stocks
of farmers to their initial level and restore the real income of the nonagri-
cultural sector, it would have to lower agricultural real income below its
initial level.

Let us consider these issues in a somewhat broader context, going
perhaps beyond the limits Porter set himself. Porter’s article does raise in
specific form the general problem of what happens to the pricc level and to
monetization of an economy when for any reason there should occur a shift
in the proportion of real wealth held in monetary form and that held in
inventories of real goods, given the mouey supply, level of money taxes
(and government expenditures), level of output and real consumption and
real wealth functions. Suppose that, starting from equilibrium conditions,
farmers decide to hold a larger share of their real balances in foodgrains and
less in money, leaving unchanged the relation of their total wealth balances
to their real income. During the period when farmers were shifting from
real-money balances to foodstuffs as a store of wealth, prices would rise for
two reasons: the decrease of farmers’ real-money balances and their offer of
smaller supplies on the market in order to increase their stocks. Moreover,
with price increases and no change in the amount of money tax, the farmers
would have a higher real income.  Afier farmers had succeeded in raising
their stocks of foodstufs to the desired level, prices would fall somewhat as
farmers were once again willing to scll more of their output. But prices
would not fall to their former level both because the farmers’ demand for
real-money balances remains lower and because with a higher real income
they would consume more foodgrains and sell less than before. Thus, with
unchanged levels of money taxes and money supply, farmers end up both
with larger stocks of foodstuffs and a higher real income. At the same time
the real income of the nonagricultural sector is reduced within the period
in which the adjustment takes place (since farmers sell less and prices rise)
and thereafter (since prices fail to return to their original level).

In summary, the results of the farmer’s shift to holding a greater pro-
portion of his real wealih in foodgrains are: decreased monetization of the
real-wealth balances of the agricultural sector; a higher price level; decreased
real consumption in the economy in the period of adjustment; and changed
income distribution in favour of the farmers. If we assume that we cannot
influence the farmers to change their new fraction of foodstuffs in their real-
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wealth balances, how can we remedy the other results?

The decrease in real consumption within the period of adjustment is
necessary because the increase in foodstuff hoarding is real saving. There
arc two alternatives: to eliminate the real saving and thereby restore con-
sumption to its original level for all periods; or to shift (some or all of) the
burden of decreased real consumption to the agricultural sector from the
nonagricultural sector. The first alternative can be met, if farmers persist
in holding larger stocks of foodgrains relative to their real income, by forc-
ing down their absolute level of foodstuffhoards to its former position by
using taxation to lower agricultural real income below its former level and
then to keep it at the lower level. A mere restoration of the former dis-
tribution ofreal income between the agricultural and nonagricultural sectors
would not lead farmers to lower their stocks of foodgrains to the old level,
if the second alternative is decided upon, taxation can reduce farmers' real
income below its previous level initially enough so that their increase in
foodstuff hoards would be just compensated by decreases in their own con
sumption. Eventually the desired level of foodstuff hoards is reached and
taxation can be relaxed enough to allow the farmers their initial level of
real income.

Suppose the authorities are unwilling to tax farmers heavily enough
to force a reduction of farmers' holdings of foodgrains to the old level and
instead aim only at restoring the real income of the nonagricultural sector.
There are at least two ways of doing this: 1) leave the nominal money
supply constant, accept the higher price level resulting from the decrease in
the farmers' demand for real-money balances, raise money taxes enough to
compensate for the rise in prices and transfer these taxes to the nonagricul-
tural sector; 2) levy on the farmers a "once-only” tax equal to the original
decrease in the farmers' demand for money balances and destroy this money.
With equal decreases in the demand for and supply of money,
prices will fall back to their original level after farmers have raised their
stocks of foodstuffs to the desired level and again offer for sale the old
fraction of their output. Of the two methods, we prefer the second
which, in addition to restoring the initial income distribution, would also
restore the initial price level. Admittedly, this will not necessarily induce
farmers to return to holding only the former fraction oftheir wealth in the
form of money. But we think Porter's prescription of increasing the
nominal money supply in proportion to the initial price increase would
be even less successful, for it would almost surely lead to still further price
increases. It is suggested that price stability is not only compatible with
monetization of the economy but is indeed most conducive to it. Upward
ratchet-type price movements may eventually induce a flight from money
into real inventories and tend to demonetize the economy.
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The difficulty with Porter’s model is that it is not based on any clearly -
defined assumption or analyses regarding the farmer’s division of real-wealth
balances between money and stocks of foodstuffs. What is required, and
surely Porter would agree, is more understanding of such things as these:
the relationships between real-wealth balances of different groups and such
variables as their real incomes and consumption; why these balances are
divided in certain proportions between real goods and money; and to what
stimuli and how strongly these proportions change.  Without the advantage
of such information, no model dealing with this problem can supply helpful
hints to the monetary authorities,

U U R ——

Rejoinder

Richard C. Porter

Professors Patrick and Chandler have shown, carefully and correcily,
that my analysis depends critically upon a particular assumption. Despite
their vehement disagreement with this assumption—that farmers will hold a
larger part of their wealth in foodgrains when the alternative is to convert
those grains into money at declining prices—I still believe in its realism and
am grateful for the opportunity to claborate its defence:

1) Farmers tend to be optimistic about futurc prices and outputs;
the strain of existence might be unendurable without this optimism. The
result is that high prices are quickly seized upon by farmers as normal prices.

2) Farmers have short memories and treat recent prices as expected
future prices. For example, agricultural supply studies in Pakistan show that
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the use of several lagged priccs fails to improve regressions; just last year's
price is sufficient to explain almost the entirety of any response to price
[1 ; 2, Chapter 4]. Thus, last year's high price becomes this year's expected
price; but more important, it becomes this year's concept of a "normal”
price.

3) Farmers hold wealth primarily as a precaution against crop
calamities. When one farmer's crop fails, so also will many ofhis neighbour's
crops and high food prices are likely to prevail in the region. Thus, his
money will be used to purchase food at (what he considers) normal or above-
normal prices, and he will not be anxious to acquire money if it requires
selling food at (what he considers) below-normal prices.

Primarily for these reasons, I do not believe farmers would be willing
to maintain the money-fraction of their wealth in the face of prices which
are falling below "normal"” levels.

If this critical assumption is accepted, everything else follows; ifnot,
none of it follows. Whether one accepts or rejects it depends upon one's
view of the way the world operates. The assumption is patently an
empirical guess. The assumption [ chose may be empirically inaccurate,
but it is not logically incorrect (as Messrs. Patrick and Chandler seem to
imply). For example, there is nothing "strange" in the fact that the
rate of monetization cannot be accelerated by rising prices but can be tempo-
rarily reversed by falling prices, ie, what Messrs. Patrick and Chandler
call "an infinite elasticity of substitution in agricultural wealth balances
at one price level and not at another". It is no more "strange" than
the traditional statement about monetary policy being like pulling or pushing
on a string. In the short run especially, we can find many such asymmetries
in the world.

1 agree that rising prices seem "hardly conducive to monetization of
the agricultural sector”. But the world has long experienced simul-
taneously gradual inflation and gradual monetization. Owur historical
experience is that price stability is neither necessary nor sufficient for nionetiz-
ation. In any case, I was not advocating rising prices; rather I was suggest-
ing that it might be impossible to reverse a price rise that had unfortunately
already occurred.



248 Studies on Fiscal and Monetary Problems
REFERENCES

1. Clark, R., “The Economic Determinants of Jute Production”, FAO
Monthly Bulletin of Agricultural Economics and Statistics, September 1957.

2. Falcon, W., Agricultural Supply Analysis in an Underdeveloped Area:
A Case Study of West Pakistan. Unpublished manuscript.

3.  Georgescu-Roegen, N., “Economic Theory and Agrarian Economies”,
Oxcford Economic Papers, February 1960.

4. Patinkin, D., Money, Iluterest, and Prices. {New York : Row
Peterson and Co., 1956).



The Inflationary Implications
of Crop Failure

Richard C. Porter

This chapter originally appeared as an articlc in the Spring-1962 issue
of The Pakistan Development Review and is the result of research carried out
at the Institute when the author was a Research Adviser at the Pakistan
Institute of Development Economics.

The author is grateful to Abdul Majid Khan of the Economic Affairs
Division, President's Secretariat, Government of Pakistan, and to s. U.
Khan of the State Bank of Pakistan and M. U. Chapra of the Saudi Arabian
Monetary Agency for helpful suggestions. He alone is responsible for the
errors that remain.

Dr. Porter is at present Professor of Economics at the University of
Michigan, USA.



The Inflationary Implications
of Crop Failure

Richard C. Porter

INTRODUCTION

In discussions of the economic problems of underdeveloped countries,
the thinking oflayman and ofprofessional economists often diverges widely.
Nowhere is this disagreement more patent than in the case of food pro-
duction and its effects upon the price level. In government agencies, news-
papers and public discussions, the view that bad crops "cause" inflation is
ubiquitous, while economists are usually quick to point out the difference
between movements in relative prices and the general price level.

The economists' view is sophisticated and requires elaboration. For
nearly a century, there has been a division of economic problems into two
basic categories: those concerned with the value and production of particular
commodities relative to other commodities; and those concerned with the
total production of an economy and the general price level of the output.
There is now an extensive theory of the effect ofa decline in the output ofa
commodity (e.g., food) upon its price. Under most conditions, one can safely
predict that an autonomous' reduction in the output of food will induce a

1An "autonomous" or "exogenous”" movement merely means that it is not capable of economic
explanation (at least within the context of the theory being discussed).
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rise in the price of food relative to other prices. But there is no reason to expect
a rise in the general price level; for that is determined by another theory—
a theory which does not concern itself with production of particular com-
modities, but rather with total production in the economy.

If food output were a small part of this total production, the economist
would say that the overall price level is not affected by a decline in food
output; the rise in food prices, even if large, would be offset by slight declines
in other prices® so that the general price level would remain stable. Food
production in Pakistan is, however, no small part of total output. Thus, a
decline in food production almost always implies a decline (though by a
smaller percentage) in total output of the economy and, other factors re-
maining unchanged, a rise in the general price level. When the economist
says this, however, he is not agreeing that a fall in food output “causes”
inflation; once food production regains its former level, traditional cconomic
theory asserts that, again if other factors remain unchanged, prices will
decline to their previous levels.

The purpose of this paper is to suggest that economists have paid
insufficient attention to these “‘other factors” which, if unchanged, keep
poor crops from permanently affecting prices. The very fact of a bad food
crop in a particular year® may cause changes in “other factors” which are
irreversible; if this is so, the bad crop may cause a permanent rise in the
general price level (and perhaps even a permanent series of rises in prices).
The layman’s feeling that crop failures canse inflation may be essentially
correct though, as is often the case in economics, it is not easy to know the
dancer from the dance.

It is important to insert here a few words about the “prices” we shall be
discussing. Something like two-thirds of the normal value of Pakistan’s
total national output is food, and about two-thirds of that is consumed by
its producers. “The price of food” is, therefore, determined in markets
through which passes only about one-third of the nation’s food production;
“the price level”, a weighted average of the prices of food and other com~-
modities s, therefore, determined in markets through which passes only
about one-half of the nation’s total production. Thus, the prices we will
discuss are marginal prices, though certainly not in so extreme a sense as are,
for example, Karachi gold exchange or bonus-voucher prices. Implicit

2Not all other prices would fall by the same amount; somc might cven rise. But the general
tendency would be for other prices to fall.
3Throughout this paper, 2 bad food crop will be taken to mean gencral food shortages (although
efforts to alleviate the shortages through food imports will be discussed in Section IV). In Pakistan, a
crop failure in one season may be partly offset, within the year, by the bounty of a later season; we are
here concerned with a year of, on the whole, inadequatc food crops,
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throughout this paper is the assumption that these prices have effects upon
the economic behaviour of many who buy or sell little through these markets:
in other words, the “nonmonetized” or “unorganized” sector is assumed
to be neither insulated from nor impervious to the prices set in the markets
of the organized sector. From this, it follows that any effort to control
Pakistan’s economic destiny requires knowledge of the causes of change in
food prices and the price level®.

[

Poor crops mean high food prices — a statement safe to make but hard
to quantify. Even the question whether a decline in food production by a
given percentage will induce a greater or smaller percentage rise in food
prices cannot be uncquivocally answered®. This fact, surprising since food

4Tt is also important to study the effects of such price changes upon investment and growth, but
this is beyond the scope of this paper,

$Study of the 1950’s does not help too much.  Given in the table below are indices of food pro-
duction of the preceding year (on the assumprion of a lag in disicbution) and wholesale prices (priuaiily
food itcms).

i. Percentage

Food Percentage
production of Wh_o}fmlc change AOf change of | Elasticity

o prices food pro- o

Year previous year I duction prices
o | e | o @ s
195152 .- 100 100 * " *
1952!53 . 90 107 —I0 + 7 —.,70
195354 o 90 89 o —17 *
1954/55 . 107 70 +19 —21 —LIO
1955/56 - 97 88 — 9 426 —2.89
1956/57 .. 88 116 —9 +32 —3.56
1957/58 . 106 113 +20 —3 — .15
1958/59 . 100 118 —6 + 4 — 67
1959/6o . 95 123 —5 44 — .80
1960/61 .. 110 125 +16 -+ 2 4 .13

(*)means incalculable,

Saurces: Col. (1) {9, Table 2 “Index of Agricultural Praduction, Food Crops” (C.5.Q.), converted
to 195X/52:==100).

Col. {2) (8, Appendix C]. Laspeyres Indices of the two wings averaged. Figure for
1960/61 from [5).

Cols, (3) and (4) arc the annual percentage changes of Cols. (1) aud (2), respectively.

Col. (5) is not the wsual elasticity calculation. It is the percentage change in prices divided
by the percentage change in output {Col. (4} < Col. (3)), the exact inverse of the
usual elasticity.

The figures in the last colunn offer no conclusive proof as to whether the “clasticity” of price response is
greatcr or less than one. It is worth noting, howcver, that food output declines were always acconi-
panied by raised prices; output increases were not coasistently accompanicd by lower prices. One must

be wary about overworking such statistics as thesc—in Pakistan in the 1950’s, there are distracting cit=
cumstances in cvery year,
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certainly has a price-inelastic demand, results from the stabilizing adjust-
ments of food stocks and imports which may more than offset the de-
stabilizing decline in the marketed fraction of the food crop. Thus, we cannot
say whether a fall in food output will cause a rise or fall in the incomes of

farmers even if the implicit money value of their self-consumed output is
included®,

This inability poscs a great problem, for it is important to know which
groups gain and which lose in a year of poor crops. Of course, the nation
must lose”; and urban groups, both wage and profit-earning, will surely
suffer in at least the early stages of a rise in food prices (before any changes
occur in industrial wages, production, sales, or prices). But it is not im-

ossible that some or all tood-producers will gain from poor crops. In
gact, the distinction between a farmer who gains and one who loses with a
decline in food production depends upon two factors: one, the rise in food
price relative to the decline in his output; and two, the fraction of his crop

SLet ¥ = the cush income of tood producers= p(X—C), where p is food price, X is output, and
C is selfconsumiption.  Let ¥/ = the value of their food output == pX.  Then,

AY L Aplp
_A—X" = p [ 1 - m~] ............................................ (I-0)

where A means the change (tom the preceding year and the product of two A’s is neglected, Y will
move in the opposite direction to X if, and only if|

Aply -2
AKX = L e e (-2)

Moreaver,

LY Looaele TV ACT L Aple | AXX .
AX “p[‘ ' W]”"Ax[“ AXX T ace |t

Y will move inversely with X ounly it

Aplp 1 —ACIAX -0
AX/X = L G/X PR R R T R I I I P R d

. c : A .
Since -—2—— i (i, food growets generally increase the selftconsuated fractiou of their

X

. o Apfp -
and (l-4) is a more restrictive condition on AX[X than {I-2)

7Barring the unlikely possibility that nonfood production expands sutficicntly to compensate
people for the reduction of food,
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which he consumes®. The values of these two factors, which would just
permit the farmer to consume the same amount of both food and nonfood
items as he could in the previous year of better crops, are shown in Figure 1.

e S RS WO Gl Ve mme GEn IR GRS Sy S T

o Fraction of Crop

Consamed by
Farmer
™
worse off
——————
+3
- _5 Tn 2 4 S
~4 -3 -2 -1 )

— (Percent Price Rise) =- (Percent output Fail}

Figure 1

If all farmers’ per-cent-output declines exceed the per-cent-price rise,
then no food-producer is better o§ (i.e., none can increase his consumption of
at least some items without decreasing his consumption of others). If,
however, the per-cent-price rise exceeds the per-cent-output fall, then some
farmers may gain; they are more likely to gain (and gain more) the smaller
the normal consumption of their own food crop. If price responds little to
output declines, there will be few, if any, gainers; on the other hand, it is
unlikely that price would ever respond sufficiently (three-fold), to make
gainers of the vast majority of Pakistan’s farmers, small holders who con-
sume more than two-thirds of their owncrop. And, to those farmers whose
crops have failed so calamitously that they become food purchasers, any
rise in food prices merely augments their hardship. Thus, if any food-

8In the terminology of footnote 6, Y is the income available for expenditure on nonfood items,
If the farmer is to maintain both his food consumption (C) and his nonfood consumption (Y}, on the assum-
ption that nonfood prices do not change, then Equation (I-3) must equal zero:

- AN c Avlp .
0—-[1*} AX/X]'—'?[KX/—)E—] ........................... (I-6)
Aplp

- 1

AX/X 1 —

¢}

P
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producer gains from a bad food crop, it is the large-scale farmer who
consumes an insignificant part of his own crop.

Thete are two other groups in the economy who may gain initially
from a poor food crop. One, growers of crops othet than food whose
prices move sympathetically with food growers’ either for supply or
demand reasons. And two, nonproducers whose incomes react favourably
to rises in food prices. Each of these will be considered briefly.

The incomes of cash-crop (i.e., nonfood) producers may improve
with poor food crops either because outputs of cash crops generally move
inversely with food production or because the prices of cash crops move
directly with food prices. Let us consider the output side first.  The simple
correlation coefficient between the percentage change in yield per acre of
food crops and the percentage change in yield per acre of cash crops (annual,
1948/49 through 1959/60) is 0.43 in West Pakistan and 0.53 in East Pakistan®.
This suggests a fairly close relationship between the success of food and
nonfood crops. But such a yield relationship is fraught with complexity.
A shift in marginal acrcage between food and nonfood will by itself lower
the yield per acre of the crop whose production is expanded and raise that
of the other crop; if this influence could be removed, the yield per acre
correlations might be larger.  Experience over the past decade with govern-
ment procurement has convinced administrators that farmers are not slow
to rearrange production plans when prices and controls change'. If the
yields per acre of food and cash crops move readily and in inverse fashion
as a result of economic and administrative factors, then they must move
very similarly as a result of innovation and weather factors. Since we are
concerned with an autonomous decline in food output, we will assame that
a similar (but probably lesser) decline occurs in cash-crop production.

Then, whether the cash-crop producer gains or loses with poor food
crops depends chiefly upon the movement of cash-crop prices in the face of
poor cash crops. If neither food nor manufactured-goods prices rose, the
cash-crop farmer would be as well off as before if cash-crop prices were to
rise by the same percentage as cash~crop production had declined. Since
food prices will have risen, however, cash-crop prices must rise by a larger
percentage than output falls if the cash-crop farmer is to be able to purchase
the same amount of food and manufactured goods as before. How much

9The data arc taken from Ministry of Agriculture figures for production and acreage of principal
crops in Bast and West Pakistan. Gran is included in food crops (see [9, Tables 53, Pp. 5-8]).

10Displays of *‘economic” behaviour by farmers ate probably increasing but ave certainly not new.
In the 1920’s, for example,”. ..owing to the boom in cotton produced by the [First World] war, the area
under it in the [Punjab canal] colonies trebled in five years, and in a singlc year, when prices dropped, it
fell by 600,000 acres. Similarly, the low price of raw sugar in 1923-24 led, the following year, to a
reduction of 80,000 actes in the area under sugarcance” [1, Pp. 1~10; 2, p. 153].
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larger depends upon several factors'. But the same conclusion may be
reached concerning the cash-crop farmers as the food-producers, namely,
if any farmers are better off in a year of poor crops, it will probably be those
with large holdings whose food consumption is a small fraction of their
total income.

There is another diversely composed group that may gain by poor
food crops and the concomitant rise of food prices — rural money-lenders,
land-rent receivers, food wholesalers (rural and urban), and food speculators.
Despite the great interest the Pakistan governments have shown in these
people, very little is known of the conditions under which they specially
thrive. Some surely benefit from rising food prices; for others there is a
question whether the higher prices are a sufficient offset to the effects of
declining output (and marketed share). Here it is only noted that this group
should not be overlooked during the enumeration of gainers and losers from
crop failures.

11

Tn this section, we will try to find the cffcct upon consumption
patterns of an autonomous decline in food production. We will continue to
assume, for a while longer, that prices, wages and production in urban
manufacturing are unchanged; and we will use the conclusions of the pre-
vious section that certain rural groups, primarily large-scale farmers, may be
better off as a result of the output decline and price rise of foods. Never-
theless, a vast majority of the population, and especially those who are
initially poor andfor urban, will suffer a decline in real income (however
measurcd).

That this vast majority will struggle to keep its already-low food
consumption from declining too much is certain.  Whether this phenomen-

HLet p, pg, and p,,, be prices of cash crops, food and manufactured items, respectively; Xe is
the farmet’s output of cash crops; and Cr and Cpy are his consumption of food and manufactured items.
I saving and sclf-consumption of cash crops are neglected, the cash-crop producer’s budget equation is:

P X, =pCr+p.Cpooiinn. PN (3-7)

If p;y, is again assumed initially unchanged, then being as well off as or better off than before (i.e. neither
Cs or Cm needs to be reduced) implies:

Ap. /b . Pr Cr Apelpe  AXe]X¢
AXe [Xec — PcXe ~ AXr[Xr W AXRc[Xc

Thus, unreduced welfare for the cash-crop former in a year of generally poor crops requires a larger rise
in cash-crop prices 1) the larger the fraction of hisincome he spends on food, 2) the greater the rise in food
prices relative to his output decline, and 3) the smaller the decline in cash-crop productionrelative to food
production. Of course, the effect of this last term is reversed if cash-crop output rises in a year of poor food
crops then unreduced welfare does not require the per-cent rise in cash-crop prices to exceed the per~cent
fall in output,

e (18)
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on is labelled as a low marginal propensity to consume food (out of real
income) or as low price as income elasticities of the food demand schedule’
is not critical. It will in any case mean that, for most families, the percentage
quantity decline in food consumption will be much less than the percentage
food-price rise which causes the quantity curtailment. A larger fraction of
money income will be devoted to food purchases™. A part of this increased
expenditure will be at the expense of saving (or through dissaving); but
past savings are not large in those low-income groups which are most affec-
ted. The total expenditure of the urban workers and poorer farmers upon
goods, other than food, must decline.

Will this reduction in expenditure on manufactured goods be offset
by an increase in such expenditure by wealthier groups in the economy,
some of whom are better off as a result of the crop failure? Probably not,
for several reasons. One, people with already high incomes are slow to
revise upward their consumption plans, especially as a result of a temporary
expansion of income. Two, whatever expansion does occur will very
likely occur at least as much in services as in manufactured goods, and no
small part in gold and land purchases. And three, the greatest part of the
domestically manufactured items in Pakistan are not those that appeal to

12'hough using a demand curve for a commodity so important in consumers’ budgets is
dangerous.

13Except in unusual circumstances,  Assume that, for a particular family, real food consumnption

(Ct) may be written as a function of real income (Y/p, where Y is money income and p the consumer
price level).

Cf=F [ %] ........................................................ (1I-1)

Then, the fraction of money income spent on food is Eg:

Pr Cr Py [ Y ]
Bif= ~—— = — B} —— | e e 11-2,
f Y Y P (11-2)
The derivative of Bf with respect to p yields:
d E
E = [(b—cs) (1—e) 4+ ¢, ( I—sl)] PP (I-3)
dpr Pr

where e is the percentage change in the constmer price level (p) divided by the percentage change in food
prices (p}); e, is the percentage change in real food consumption (Cr) occasioned by a one-per-cent rise in
real income (Y/p); and €3 is the percentage change in money income (Y) divided by the percentage rise in
food prices (py)- . '

A sufficient condition for dEg/dp, positive is that cach of e, € and e3 be less than unity. ey will be

close to one but, as will be argued in this and later sections, certainly less than one —nonfood prices will not
rise as much as food prices initially. e, is also surely less than one.  And few pc‘oplc are in a position
where their money income rises by mote than food prices; these are the unusual circumstances that may
negate the statement of the text. The fraction of money income spent on food would decline with food
price rises only if:

& >_IT"_E‘£2_ 1 (provided c1, 3 L) ceviiiiiii i e (11-4)
2
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high-income groups; it is the demand for imported goods (and export-
bonus vouchers) that will rise most.  As between domestically manufactured
goods for consumption and for investment, the latter have a better chance
of receiving the demand of high-income gainers, but these items compose
a smaller part, at present, of Pakistan’s manufacturing sector™.

Following a bad harvest and concomitant food-price rises, the total
domestic expenditure at prevailing prices on manufactured goods will,
therefore, decline. If no excess demand already exists, this means either
prices fall, production declines, stocks accumulate, or exports rise. In an
economy where manufacturers spend so much time trying to get permission
to raise prices, it is unlikely they will undo this hard work by lowering them
—for almost any reason’. Thus, at first, stocks may accumulate; later,
production may be cut if exports cannot be increased. Profits in manu-
facturing {except possibly of luxury goods) will decline significantly with
urban employment perhaps also falling off. Few people in the cities gain
in a year of bad crops (and thosc few that do must be surreptitious about it).

There is another possibility. Where prices of manufactured goods
are maintained below the level required to clear markets, the loss of demand
during bad crop years may mean merely a loss of excess demand. The
amount actually sold may still be the total amount that producers wish to
sell, but with shorter queues. If this is so, the manufacturer may be only
very slightly worse off (because the price of his food has risen) as 2 result
of the crop failure.

m

It is important to consider the possible effects of a food-crop failure
on the foreign-exchange balance since with low foreign-exchange reserves,
any increase in the balance-of-payments deficit would certainly induce
very quickly changes in the government’s import policies.

Pakistan’s exports are almost entirely agriculturally derived, con-
sisting largely of jute and cotton (in both their raw and manufactured states).
To a great extent, world prices of jute and jute products respond to changes
in Pakistan’s jute crops; the same is true only slightly, if at all, of the cotton

14There are few investments that do not have a sizeable and fairly inflexible foreign-exchange
component. In the absence of any expansion of imports, domestic investment cannot increase very much.
And licences for capital imports are not likely to be increased at such times (see Section ).
15Witness Minister Shoaib’s admonishment: “As their [the manufacturers’] production expands,
with the same selling prices, they are faced with a pile~up of finished goods. They complain of a glut in
the market; the way to clear it up is not to cut back production, but to reduce prices” [9, Speech of the
" Pinance Minister Para, 7, p. 2],
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crops. Thus, a year of generally bad crops in Pakistan will cause a rise in
international jute (and jute products) prices but will not affect cotton (and
cotton products) prices. Export earnings will rise only if the rise in world
jute prices is quite large relative to the decline in Pakistan’s jute output;
more precisely, Pakistan’s jute earnings will rise in the face of a bad jute crop
if jute prices rise greatly when world output falls and/or if the world output
also declines significantly when the Pakistan crop fails®,

The general conclusion of this may be easily stated. A bad crop year,
in which Pakistan’s output of jute or cotton declines relatively more than
that of other countries, will always lead to a fall in export earnings unless
world prices. rise proportionately more than world output falls. Export
earnings may decline even if world prices are very responsive. They are
more likely to decline for goods in whose market Pakistan plays a small
part {cotton) than for those in which Pakistan is an important producer

(jute).

In short, 1t is less likely that bad crop years will be accompanied by a
fall in jute earnings abroad than a fall in other export proceeds. There might,
however, be a tendency for the exports of cotton (and its manufactures)
and tea to rise, despite anny fall in their output, as a result of a smaller domestic
demand for these items. It is impossible to determine, either on a priori
grounds ot by examination of Pakistan’s trade statistics over the turbulent
1950’s, whether export earnings will, on balance, tend to rise or fall during
bad crop years.

Impotts into Pakistan cannot, in a given year, change much unless
import licences expire unutilized (very unlikely) or the government draws
down foreign-exchange balances in order to import foodstuffs?.  This
would, of course, keep down the extent of the food-price rise, but only at

16 et p be the price of jute (considered a homogencous product for simplicity), Xp be Pakistan’s
output of jute and X the output of the rest of the world, The forcign-exchange earnings from jute (R),
if all jute is sold abroad, are:

L N (LIi-1
If no decline in R. is to occur when Xp declines, then
Xo | X X I 4
AXo/Xo - 1 X +“] ..................................... (-2
AXpf Xp a X0 a
p
where (a) is written for and X=Xp+-Xp, Condition (Uf-2) is more likely to be fulfiled the
Ax[x
larger is (a) (in absolute valuc) andfor the larger is
AXolXo ]
AXpXp

17While the majority of Pakistan’s food imports over 1955/56 to 1959/60 iuveolved no foreign
exchange, 812 million rupees (of the total 2,330 million rupees of food imports) represented a direct
charge on Pakistan’s foreign-exchange balances (see [7, p. 20]).
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the expense of an unfavourable turn in the foreign balance on current
account. Abstracting from the extraneous shocks to which Pakistan's
foreign trade seems particularly prone, we may conclude that the only clear
effect of crop failure upon the balance of payments will be to raise imports
to the extent that the government chooses to alleviate the high food prices.
But this is more a dilemma than a choice: higher imports this year may
reduce the rise in food prices, but the resulting lower imports next year (to
restore foreign-exchange holdings) increase the likelihood that the price
rise will be permanent™®.

IV

The governments' (central and provincial) budgetary position is
certainly not unaffected by the country's food position. Unfortunately,
the effects cannot be seen from historical analysis because the years of bad
crops in Pakistan have always been years of other unusual circumstances.
But a priori thinking suffices to indicate that at such times tax revenues will
not increase and the government's expenditures will not decline — from
inadequate food supplies may follow both physical pain and fiscal grief.

The only source of government revenue that might increase when
crops fail is the personal income tax'®, for the relatively rich (the only ones
who pay such taxes) are most probably the sole gainers from the rise in
food prices (Section I). Corporate profits and net revenues from govern-
ment enterprise will not rise and may decline (Section II). For the same
reasons, those goods which carry sales and excise taxes will not sell either in
greater quantity or at higher price. Land revenues can only decline through
suspensions and remissions in particularly distressed farm regions. Finally,
taxes on exports will also fall, even ifexport earnings should rise, inasmuch as
such taxes are generally applied per quantity to agricultural exports; the
volume ofjute and cotton produced will be reduced by the very factors
which damaged food crops (Section I). The tendency is surely towards a
decline in government revenues.

Presumably, the government's expenditures are much less variable
than its revenues, once the budget has been established. While this has, in
fact, proven to be true over the 1950's in Pakistan [14] nevertheless expendi-
tures have often deviated substantially from budgeted estimates. To the
extent that the government is food buyer domestically, it has not purchased
at market prices and, hence, its expenditures here are insulated from the food-
price increases during poor crop years. But price rises (or increased shor-

18As will be seen in Section VII.

19And, for the same reasons, the agricultural income tax; but this latter is a very minor source of
revenue.
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tages) of manufactured goods do generally force delays, underprocurement,
and rebudgeting. Since, in years of bad crops, these prices (or shortages)
will be less likely to be increasing, the most important factor which tends to
keep actual government expenditures below budgeted levels is absent. To
the extent that the government institutes food procurement schemes (either
domestic or foreign) which operate at a loss (as opposed to the only other
feasible alternative, break-even®), expenditures rise above budgeted
amounts. Any relief to rural arcas, particularly hard hit by the failure of
crops, will mean further unexpected expenditures by the government.

The Pakistan money supply is approximately equal to the sum of
foreign-exchange balances, government securities and bank advances less
time deposits. When crops fail, there may be a tendency for foreign balances
to decline and government securities (because of an increased deficit) to rise.
Time deposits will probably decline, at least relative to demand deposits, as
consumers mobilize their wealth in defence of their food consumption®,
Bank advances to the private sector may also fall. Thus, the change in the
money supply may temporarily be positive or negative; but any tendency
for the money supply to contract (or grow less rapidly than usual) is strictly
ashort-run influence (see Section IX).  The ultimate effects of crop failure on

20°In the implementation of price policies, stress has been laid.. . .on measures likely to entail
the least cost to the treasury.. . Nevertheless, government price policics for foodgrains and certain other
crops have often given rise to heavy financial burdens in the form of food subsidies or government trading
losscs™ [16, p. 9], A footnote notes that the “disguised subsidy® on foed was 92 million rupees in Pakistan
in 1956.

21There is some evidence of this in Pakistan over the 1950’s. Because the ratio of time deposits
to demand deposits has risen so greatly over the decade, the relation between the annual rate of change of
this ratio and crop size is exaunined. The percentage rates of change of the ratio of time-to-demaud de-
posits (end of December figutes) over the twelve years, 1950 through 1961, atc: +6, —6, 11, 12,
--40, ~—5, —2, 44, -3, +26, 410, H-9. The indices of food-crop sizc are given in footnote §
with the addition of 1949/50==99 and 1960/61==113. Assuming that food crops affect the deposit ratio
with about a six-month lag (the food “year’” is July-Junc), neglecting 1959 when time deposits rosc rapidly
for extraordivary reasons, and dividing the two sets of figures urbitrarily into highs and lows, we form the
following table;

Crop Size
Low High
Low s T
Change of time-demand
deposit ratio
High 2 3

Other divisions between high and low lead to [ess spectacular tables, but this at least suggests a positive
refationship between crop success and time-deposit growth. It is notable that the exceptious to this
generalization are usually the years when prices rose little in the face of bad crops (or fell little in the face
of gaod ones). This strengthens the conclusion that bad crops plis food-price rises will reduce the
public’s desire for time deposits,
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the money supply will there be seen to be much clearer than the immediate
effects.

A\

So far, the analysis has been of the initial reactions of the economy to
a decline in food production. In the remainder of this paper, we shall be
concerned with the secondary reactions, namely, those which begin to occur
some time after the bad food crop. And the basic question is: what are the
irreversible changes caused by the bad crop (such that a subsequent normal
or above-normal crop cannot return the economy to its original state) ?

The wage structure is the most critical place where such irreversible
changes may occur. In most underdeveloped and underemployed econo-
mies, the wage ofbasic, unskilled jobs is determined to only a slight degree
by the strictly economic forces of supply and demand. The "floor" wage
(possibly a truly subsistence wage) is a political and sociological affair. To
the extent that workers have political influence and that public philosophy
is concerned with the welfare ofthe working class, rises in the cost ofliving
will be translated, belatedly and perhaps incompletely, into rises in wages.
How belated and how incomplete is this relationship is an empirical question.

The level of money wages is an outstanding example ofirreversibility
in Pakistan although the reasons for this attribute are clearly not the same
as in more successfully unionized economies. A rise in wages, once achieved
through this socio-political process, is almost impossible to reverse — this is
undoubtedly the reason why "pay commissions" generally delay, not decide,
especially in the face of price movements which the government still hopes
to reverse. Ifthe rise in food prices in one year leads to any rise in wages in
the succeeding years (even if all other influences return to their previous
"normal” states), the economy can avoid, only with great difficulty, a per-
manently higher price level.

In Pakistan, the ability of workers to maintain real wages in the face
of extensive price rises is not fully recognized. It is often said that money
wages have remained nearly constant during the 1950's** while, in fact, real
wages have remained far more stable. In Karachi, the index of money
wages rose by 48 per cent over 1952-60 and 21 per cent over 1955-60,
while the index ofreal wages increased by 18 per cent over 1952-60 and
remained the same over 1955-60 [4, Appendix A]. It is impossible to
deny, for Karachi at least, the closeness of the movements of cost of living
and money wages over the past ten years.

22F.r example, the Second Fife-Year Plan commits this error: "In fact, the average money wage
rate seems to have stood constant around Rs. 1,000 per annum in recent years" [10, p. 60].
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The retaliatory influence of wages upon prices is two-fold. The
first {to be discussed in Section IV) is that the moncy wage level determines
money incomes in a large part of the economy and this in turn affects not
only the extent of consumption demand but also its composition. The
second influence (to be discussed in Section VIII) is upon, costs in manuafactur-
ing industries. Usually, it is in the context of the secular effects upon deve-
lopment effort that these two influences of money wage levels are discussed.
Part of the purpose of the next sections is to ndicate that the short-run
effects may also lge significant,

VI

When a more-nearly-normal or above-normal crop year follows a
bad one, prices of foods will fall again. The extent of the decline and
whether food prices will return to their previous level are difficult questions
which will for the movement be avoided. It is sufficient to assume a decline
from the heights attaincd in the year of poor crops.  Then those very groups
which suffered loss (in the sense of being incapable of consuming as much of
each goods as before) will gain somewhat once normal crops reappear.  The
urban worker finds the crack in his tea-cup closed by higher money wages
and lower food prices; and the low-income farmer who was hurt by the poor
crop will gain by the good one (for the same reasons, mutatis mutandis, as
discussed in Section I). Most of those who lost in the bad crop year will

at Jeast begin to return to their earlier economic welfare position.

Let us consider only the person who is now capable once again of
consuming exactly that bundle of goods which he consumed in the year
preceding the crop failure (i.e., his consumption bundle of two years ago).
Will he, in fact, return to that consumption pattern immediately? Thete are
good reasons for thinking he will not.

When expenditures must be reduced in low-income groups, it is
probable that food consumption will be cut to a much lesser extent than
manufactured items (Section II). But whatever reduction in food that
does occur is irretrievably lost. It is obvious, but not trivial, to note that
one cannot overcome last year’s hunger by overeating this year. To a great
extent, this is also true of manufactured items. There is no perfect sym-
metry, however, simply because many important manufactured articles are,
unlike food, somewhat durable — such things as footwear, clothing, cooking
utensils, bicycles, and blankets are consumed over a longer period than a
year. Since these are the very items whose purchase is most drastically
reduced in the year of food shortage, household stocks are, in the following
year, abnormally low. While one cannot overcome last year’s cold winter
with a new blanket this year, a greater-than-usual expenditure on blankets
is required if this year’s winter is to be efectively weathered.
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This is more than just a high income elasticity for semi-durable
manufactured goods. There is a back-logged demand which will probably
be satisfied even though it means an expenditure elasticity for such items
greater than that of two years ago (ie, before the bad crop). Even ifreal
income rises this year to its level of two years ago, food consumption will
probably not rise immediately to its previous level but will remain somewhat
depressed (relative to two years ago but not, of course, the last year) in order
to permit satisfaction of accumulated demands for semi-durable manufac-
tures.

Were other factors conveniently to remain equal (to two years ago),
we should, therefore, expect food prices to be now below those prevailing
with the same-size crop two years ago. Other factors, however, will not
have remained equal. Some groups gained during the bad crop year and
have probably expanded their demand, at least temporarily, for food as well
as other items. Workers' wages will be higher now. And there are other
forces, still to be discussed, which either expand aggregate (and hence food)
demand or increase the scarcity (or price) of goods substitutable to food. A
ceteris paribus prediction ofa lower (than two years ago) food price in the year
following bad crops would be a dangerous one.

Far less dangerous is the conclusion that demand for manufactured
items on the part oflow-income groups will be abnormally high in the year
following a food crop failure. But low-income groups contribute only a
portion of the demand for manufactured goods; before making assertions
about the total demand for such items, we should look at the demand of
those with higher incomes. These can conveniently be divided into two
groups for present purposes: 1) high-income farmers and certain landlords,
middlemen, etc., whose real incomes rose in the year of bad crops; and 2)
high-income urban groups whose incomes suffered either slightly (because
their food consumption was low relative to their unchanged incomes) or
significantly (because their incomes were derived from the lower profits of
manufacturing) in the bad crop year.

For both of these high-income groups, the consumption analysis of
developed economies is probably applicable. A generally accepted pro-
position resulting from both theoretical and econometric work is that a
consumer will alter his total consumption only gradually in the face of
changes in his income. Furthermore, the pattern of his consumption will
be altered only gradually as relative prices change. For these reasons, it is
unlikely that serious change in consumption, either the total or the composit-
ion, will take place among high-income groups either in the year of bad
crops or the following year. There will be slight increases in consumption
by the high-income gainers and slight decreases by the losers.
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It is unlikely that the behaviour of high-income groups will alter the
earlier conclusion that demand for domestic manufactured articles will rise
above the level of the year preceding the crop failure in the year following it.
Larger stocks of such items than the manufacturers desire may have been
accumulated during the year of high food prices (see Section II), and a
reduction of these excess inventories may alleviate, at first, the inflationary
demand pressures on prices of manufactured goods. Whether such addi-
tional stocks (if they exist) will be adequate to satisfy all the back-logged
demand is an empirical question; if large stocks did accumulate, it is possible
that the demand pressures might be avoided.

The effect of this increased demand upon prices is a question of imn-
pottance in an economy where price rises usually occur for demand reasons.
There are strong indications that this will hereafter be the case in Pakistan.
There would, however, be little use in secking evidence from the 1950’s
when extensive price controls enforced legally the wide-spread philosophy
that the reaping of profit in conditions of shortage is an immoral activity.
Though this belief, which has survived the loss of its legal basis, may continue
to deter manufacturers from raising prices in the face of increased demand,
it will probably cease soon (if not already) to keep retail prices down.

It appeats now, however, to be only a matter of time before the
manufactarers of Pakistan assimilate the ways of their Western counterparts
concerning the code of the administered price: raise prices whencver demand
warrants and public opinion is not too hostile, and never lower prices. If
and when this should occur, another irreversibility of bad crops will appear.
Manufactured goods’ prices may rise permanently in the year following bad
crops simply because of a temporary spurt in demand. Should wages (and
perhfaps food prices) rise because of this, the spurt in demand may sustain
itself.

vii

Before turning to the cost side of manufacturing, it is important to
look briefly at the foreign sector. During a year of bad crops, the current-
account balance may deteriorate (see Section IIf). This possibility warrants
consideration. Where, as in Pakistan, the foreign-exchange balance is
already low, not only can this not be allowed to continue but it must be
reversed if an adequate reserve is to be prepared for the next crisis. Thus,
the government must take measures either to expand exports or to restrict
imports; the practical (and usual) choice is the latter.

Even though a “normal” crop year follows a bad one, there may
have occurred an irreversible decline in foreign-exchange reserves; of course,
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an exceptionally good year will occur eventually and reverse this loss, but
few governments in underdeveloped economies can afford the risk involved
in waiting for nature to repay her debt. There are ways to avoid an import
contraction — the links are not inseparable. But where it is not avoided, it
is another irreversible legacy of crop failure.

The reduction in imports may take place in luxury consumption
items. This will at least partially lead to a reallocation of export bonus
vouchers in this direction; the extent of such reallocation will depend upon
the behaviour of high-income groups in the face of gains and losses during
the bad crop year (see Section IV). Probably the reduction of availability of
imported manufactured items for consumption would add somewhat to
the demand for domestic manufactures. But such a conclusion is tenuous,
for the two are far from perfect substitutes and may not be considered sub-
stitutes at all by many people.

The reduction of industrial imports, whether equipment or material,
poses a frightening dilemma for government. Most Pakistani businessmen
have shown great willingness to reinvest profits in capital equipment, but
to ask them to wait longer for the requisite import licences is to invite them
to consume their profits. To reduce raw-material imports means under-
utilization of already-imported scarce capital. Thus, if industrial imports
are reduced, it is likely to cause: 1) a rise in demand for luxury consumption,
domestic and foreign; and 2) a rise in the prices of industrial raw materials.
The implications of the first have been discussed in the preceding section:
new import constraints will probably further an already extent rise in de-
mand for domestic manufactures. The second effect will be treated in the
next section.

VIII

In Pakistan, domestic industrial prices have been determined much
less by economic forces than by law and custom. During the 1950's, it has
been considered anti-social, if not illegal, to raise price merely because of
increased demand or inadequate supply. Thus, manufacturers are reluc-
tant to alter prices in order overtly to augment profits®®. Only when costs
have risen, is therejustification for a price rise; moreover, price increases are
often requested, granted and executed following a rise in costs quite
irrespective of the demand for the product. Of course, in an economy
where excess demand exists for a great many products, demand need not be
too carefully considered.

23Witness the events following decontrol of cloth prices. Even the mill-owners seemed to share
the popular belief that decontrol would (or shoud) encourage greater output with no rise in prices. In-
deed, the rise in prices following decontrol has been universally hailed as unfortunate, if notimmoral.
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The conclusion is that manufactured goods’ prices will increase most
readily in response to an increase in costs. And this is precisely the surest
legacy to industry of the year of bad crops,  Wages will rise ( sec Section V)
and raw materials’ prices — especially of those which are imported or are sub-
stitutes for imports?* — may also rise ( see Section VIT ).  Either is sufficient to
set in motion the mechanism of industrial price rises; the fact that demand
is higher (in the year following crop failures) is an attractive, though unneces-

sary, fillip®.

There are two further points to be noted.  First, while the relation-~
ship between costs and prices is more mechanical in a regime of controlled
prices, it exists quite as fully in economies where prices are uncontrolled.
Second, this price increase is almost completely irreversible. It could be
reversed, were costs or demand to decline sufficiently later; but (as we shall
see) this is quite unlikely to occur. Thus, the economy is saddled, within
a year or two of bad crops, with a new higher level of manufactured goods’
prices.

X

So far, the discussion has been conducted primarily in terms of relative
price changes. The analysis may now be sumunarized and furthered by
consideration of the gencral price level of the economy, the money supply
and the income velocity of money. But one preliminary problem must be
treated even before the crop failure and its concomitant chain of effects is
introduced. This question is whether or not the economy, in the “normal”
year preceding that of bad crops, is in a monetary “equilibrium”. Cer-
tainly, in Pakistan, no equilibrium has existed in the 1950’s in the sense of a
stable outcome of completely free-market forces. Markets have generally
not been free by any definition of that word; the question of equilibrium can
only be considered within the context of the inyriad of controls, ever chang-
ing but ever present. Monetary equilibrium here must mean that the indi-
viduals of the economy are satisfied with the cash balances that they are
holding, given the prices and availabilities of the various commodities which
might be purchased with these balances.

24Prices of raw material (other than imported or import substitutes) may increase, if; 1) the pre-
vious year’s high food prices induce farm substitution of food crops for industrial raw material crops, or
2) the government raises its control price on such taw materials on grounds of equity to producers. Aan
example of this latter influence is the controlled price of factory-delivered sugarcane which was raised,
between 1955/56 and 1957/58, by § annas per ;naund (18 per cent) in East Pakistan and 4 annas per maund
(17 per cent) in West Pakistan (and, of course, the price per mnaund of sugar, payable to the processing
factory, rose by 2.78 rupees (8 per cent) in East Pakistan and 10,38 rupees (33 per cent) in West Pakistan
over that period).

25Rvidence of the lagged adjustment of prices of manufactured goods to those of foodgrains is
found in [8, Section IT|. ‘The correlation of manufactured goods’ prices is higher with the previous year’s
price index (or ccreals’ prices) than with the current year’s; this fact suggests that change in food prices
somchow causes change, in the same direction, of manufactured goods® prices in the following year,
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It is sometimes stated that the existence of consumer price and quantity
(i.e., rationing) controls are basically inconsistent with monetary equilibrium.
This is certainly truc if there are not sufficient gray, or black markets to
absorb any excess liquidity. If there are not, the amount of money (at least
some) individuals hold will be larger than they desire relative to the level
of their incomes, In other words, the income velocity of money will
“be lower (or the Cambridge real~money-balance k higher) than it would be
i equilibrium.  Many feel that this disequilibrium has generally existed in
Pakistan in recent years, despite the presence of (legal and illegal) free-market
outlets for excess funds.

Let us consider first the situation when (and if ) such an artificially low
income velocity exists. Such excessive liquidity is, by definition, a force
that would cause a general rise of prices if it were permitted to manifest
iself in this way. Thus, a crop failure and the subsequent rise in food
prices provide an outlet for the release of the excess liquidity?®.  The ensuing
rise in the prices of manufactured and imported goods merely provides a
further vent for the liquidity. If the money supply is unchanged, some of
the excess liquidity is finally removed by the very process that eliminates
it in free-price economies — namely, higher prices. Income velocity is, in
the end, higher and, hence, neaver its equilibrium value.

The more difficult, more interesting and morc probable case is,
however, that which assumes monetary equilibrium in the economy, at
least initially. ‘There is usually a sufhiciently broad free market in foodstuffs
to ensure that people need not, and hence will not, kecp greater money
balances than they desire — although their desived inoney balaices may be
larger in the presence of controls?.  If equilibriuim exists initially, the crop
failure and subsequent events must disturb that equilibrium and force
adjustments if it is to be reattained.

In the year of crop failure, the primary change in the economy is the
rise in food prices. This usually means a change in the income velocity of
money, although there may be no fundamental change in the equilibrium
mcome velocity (or, in other words, in the wltimately desired real-money
balances). It is, of course, possible that the velocity is affected by shifts in
relative prices or expectations of general price rises; but the most probable

26This begs the question of why the excess liquidity did not drive up food prices in the “normal”
crop year. If one argues that there is excess liquidity, then (I think) one must also maintain that almost
all prices are regulated—a great deal of money can flow through a very small opening if the pressure is
great. ‘Then, it must be argued (somehow) that the shortage of food induces a rise in the pernutted food
price,

27Especially if the controls are not expected to be permanent. For some speculations on this
tricky subject, sce [11, Pp. 43-46].
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change is a rise in velocity®® in the bad crop year because individuals prefer
a lapse from long-run monetary equilibrium to an immediate (and hopefully
short-lived) readjustment of their consumption habits. If this is so, then
the rise in velocity is a temporary movement out of long-run equilibrium
and not a shift in the equilibrium velocity. If rclative price changes or
expectations decrease the desired real-cash balances, then the situation is
similar to the disequilibrium model previously discussed. A permanent
rise in prices is always maintainable if the necessary rise in velocity is desired
by the public. In India, it is frequently argued that food shortages raise
velocities [13 ; 15].  This is probably so in the short run, but not at all com-
prehensible as a permanent effect. If the rise is not permanent, however,
the problem of how the higher price level is to be maintained is still unsolved.

If the ultimately desired or long-run equilibrium velocity changes
little, or not at all, as a result of the series of events following the crop failure,
then one of the three things must eventually occur: 1) the general price level
must not rise; 2) national income (in constant prices) must fall; or 3) the.
money supply must increasc.  Each of these possibilities will be discussed
i turi.

Can the general price level return to that prevailing before the crop
failure? We have already argued that there will have occurred an irrevo-
cable rise in prices of manufactured goods accompanied by an equally
irreversible rise in urban wages. Thus, as ultimately unchanged price level
would require that food prices eventually fall below those preceding the crop
failure. Little analysis is needed to see that this is implausible; only a curious
combination of reduced urban demand and increased farm marketings could

28The statement requires some support, for the evidence of the 1950 in Pakistan shows that income
velocity has not always risen in years of food shortages, The historical uncertainty follows from the facts
that the money supply and nonagricultural output have not always remained constant and that there have
been secular movements in the income velocity. Nevertheless, the evidence is clearer than it at first appears.
If we divide the ten crop years, 1949/so through 1958/59, into five good (G) and five bad (B) years (on the
basis of the food-crop production index of the CSO, (sce footnote 5}, they sun G, G, B, B, G, B, B, G, G,
B, If we divide the income-velocity movements over ten years, 1950f5t through 1950/Go, into up (U)
years and down {D) years[ 11, Appendix 1], they run D, D, U, D, D, D, U, D, D, U.  Allowing a one-
year lag between crop size and its effects upon income velocity, we form the following table,

Income Velocity

Up Down
Good o 5
Crop Size o L
Bad 3 N

With so few observations, Chi-Square testing is inapplicable; but niore casual analysis indicates that bad
crops ave more likely to be accompanied by velocity rises and good crops by velocity fails than the reverse,
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cause such a result, and there is no reason for suspecting their occurrence.
When normal crops once again reappear, the relative prices of food and

manufacturers will certainly resemble those prevailing before the crop
failure.

Can there be a decline in the aggregate output (i.e., constant price
national income) of the economy — or, more accurately, in the supply of
goods which enter the monetized sector? This would imply that either
the farmers market a smaller fraction of their output or the production of
manufactured items declines. Without change in relative prices, the first is
unlikely. The second is certainly a possibility, and some economists have
observed the phenomenon of generally rising prices and over-production of
manufactured items in underdeveloped countries®.  While such a situation
is a distinct theoretical possibility, it does not seem to have occurred in
Pakistan, at least as yei™. Rather ihan speculate on its possible future
occurrence, it is perhaps wiser to consider the third possibilicy, that of a rise
in the money supply——for this is the mauner in which higher price levels have
proved mamtamablc in the past.

Can the money supply expand to accommodate higher prices? Here
we at last arrive at the crux of the difference of opinion between laymen
and economisis on the subject of food prices and inflation. Traditionally,
almost reverently, economic theory likes to consider money an exogenous
variable, determined by the policies of the central bank; overall price levels
are in turn determined (at least in part) by this money supply. To suggest
a reversal of this causation may seem heresy, and yet this is what is usually
done—implicitly to be sure—when food shortages arc said to “cause”
inflation®'. The answer les in the fact that control of the size of the
money supply is a power always held by governments but not always
exercised by them. InPakistan, the Central Government, with the coopera-
tion of the State Bank, has diligently pursued a policy of not controlling the
money supply. The money sapply is indeed dependent upon foreign-

29*“The paths of inflation [followed by developed and uaderdeveloped cconomies) actually diverge
when one comes to disaggregation of the demand for consumer goods ... We find a paradoxical situation
wherein sagging markets in industrial consumption goods coexist with buoyant markets for food. ..
Demand for food ... was almost rising faster than the annual rise in money incomes. This meant that a
portion of income which was previously spent on other gouds was now diverted to food. This was why
the demand for cloth slackened of late leading to the accunwlation of stocks, while at the same time,
inflationary pressure on food was accentuated” [6, Pp. 364-365 and 360].

30This absence might be interpreted as evidence that the Pakistan economy has generally operated
under conditions of suppressed inflation, with the excess demand for manufactures thwarted by piice
controls, What would appear as over-production in a free-ptice economy would, under these conditions,
merely reduce the extent of unsatisfied excess demand. The recent removal of price controls would pro-
vide, in such a situation, an ultimate restriant against price increases by introducing the potential sanction
of declining sales. On the imminence of this possibility in Pakistan today, sec the speech of S. A. Hasnie,
Gavernor of the State Bank of Pakistan, at its Annual General Mecting, September 8, 1961.

31Unless it is simultaneously maintained that economy was previously being forced to hold
undesired liquidity or that the food shortage somchow causes a rise in the equilibrium income velocity.
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exchange reserves and the government indebtedness but it also depends upon
the amount of private advances the banks wish to make [3, Appendix E].

In a period of higher prices, bank customers can easily expand theic
borrowings. This they will do as long as the money supply is inadequate to
meet the public demand for real cash balances. Of coutse, not everyone
qualiftes for bank credit, but those who do can, and will, increase their
borrowings until sufficient new money is created to bring the actual income
velocity down (ot the propensity to hold real cash balances up) to its equili-
brium value. The process by which the bank borrowings of the few
become thec ash balances of the many is well known, and it operates with
little less vigour in underdeveloped economies. For both individuals and
business firms, inadequate real-money balances can be supplemented either
by increased saving (which would make the higher price level ultimately
untenable) or by increasing the time between receipt of goods and payment
for them (which eventually requires increased bank credit). In Pakistan,
the commercial banks have been quite prepared to meet any demands for
ciedit {3, Pp. 19-23]. The State Bank has never setiously opposed such an
expansion.

Alternatively, this tendency for the money supply to grow through
private credit might be offset by a reduction in government indebtedness.
Precisely the opposite occurred in the face of a growing money supply and
rising prices in the years 1955-58. The inelasticity of tax revenues and the
government’s desire to avoid declining real expenditure meant that deficits
rose, not fell, in these years; the government deficit only furthered the poten-
tial expansion of the money supply. The total government borrowing from
banks did decline in 1959/60, and hence did provide a contractionary ten-
dency to money-supply growth—nevertheless, the money supply increased,
apparently without much strain on bankers’ prudence or ingenuity, by 5.3
per cent in that year (June 1959-June 1960; the increase between Decembers
was slightly larger).

Lest this policy of passivity by the State Bank seem foolishly short-
sighted, we might consider the alternatives to money-supply expansion.
The obvious alternative is a forcing down of prices to their earlier levels;
this may be achievable, but only at the expense of at least temporarily idle
industrial capacity. Conservatives may cry that price rises tend to reduce
growth rates, but it will always be more obvious that idled capacity /s a
reduced growth rate. There is, however, a more frightening alternative
than recession. For rural groups, there is an obvious and readily available

320 in foreign-exchange reserves. This latter offset to monetary expansion occurred in ihe
early 1950's, but reserves are now not large enough to permit consideration of significant further reductions.
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substitute for money, namely, foodgrains. Cereal balances are as good a
reserve as cash balances and may be increasingly used if the money supply
does not expand®*. In a developing economy, it is certainly monetization
and not its opposite that the central bank must encourage. It is probably
true that inflation discourages monetization; it is certainly true that lack of
money discourages it.

Keynes discovered that in developed economies there were substitute
liquid assets to money and that their prices (and yields) could seriously
affect the velocity of money (or desired real-money balances). While the
substitute assets are different in an underdeveloped economy, faith in a
constant income velocity of money is liable to equally great disillusionment.

X

Inasmuch as the money supply can easily grow to meet the higher
(after-price rises) cash-balance demands of'the public, there is no need to argue
that velocity (equilibrium or not) rises with the higher prices. The new,
irreversibly higher price level can just as easily, and more plausibly, be
maintained by means of an expanded money supply. The crops fail and
then return to normal—but their legacy remains, a chain ofreactions which
lead to a permanently higher price level in the economy. Ifcrop failure is a
periodically recurring phenomenon, one price push may still be working its
effects when the next is begun. The demand-inflation possibilities of over-
ambitious investment plans not only may exist simultaneously with crop-
push inflation, but may even be induced by it as the Government seeks
desperately to avoid a decline in the real size ofits expenditure (while being
unable to increase tax revenues).

Some of the relationships discussed in this paper are no more than
hypotheses and speculations. Empirical work is required to verify their
existence and estimate their quantitative importance. Such investigation will
be made difficult and tenuous by the entangled economic past of Pakistan—
the separation of the effects of bad crops from those of the collapse of the
Korean boom, the Plans, and the devaluation may prove impossible. It is
hoped that these suggestions are of value in themselves, but they depend
ultimately upon factual knowledge.

The lesson of this paper is, however, clear even if some of the hypo-
thesized relationships are unsure as to existence or importance. Stabilization
offood prices is a prerequisite to price stabilization. It is certainly a necessary
condition, and very probably a sufficient condition as well. ~Adequate stocks

33For a full discussion of this possibility, see [12].
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and stable expanding sources of supply of foodstuffs are essential if Pak-
istan’s development is not to be periodically marred by serious rises in
prices. Such rises are awkward and inequitable in the short-run; they may
be devasting to economic growth in the long-run, for they have not even
the rationale of demand inflation that investment may be thereby en-
couraged®.

Once this crop-push inflation is controlled, traditional excess-demand
inflation can more easily be isolated and handled. The fact that the money
supply expands after a crop failure may now create confusion between the
two causes of price rises. While it has been argued (Section IX) that price
increases can encourage increases in the money supply, itis still as always
true that money supply increases through deficit financing can lead to price
rises. The purpose of this paper is not to suggest neglect of demand inflation
but to encourage recognition of the serious, irreversible influences of crop
shortages and food price rises upon the general price level.

34Consideration of food-price stabilization by means of price controls is beyoud the scope of this
paper, but two questions may be asked of Pakistan’s expericnce with such controls in the 1950's: 1) was
not the attempted cure worse than the disease? and 2) was a cure provided? The data on [ood prices,
production and marketings at times of controls are suRiciently unreliable that no clear answer can be given
even to the latter (simpler) question. We must be especially skeptical of government-collected “price”
data whencver there are extensive government procurcinent, rationing, and price-contvol schemes.  And
yet we must know much about the behaviour of free and/or blackmarket prices (and their effect upon pro-
curements) if we are to discover if the “average” food price is lower with or without controls.
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