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Abstract
The main objective of this study is to examine the structural determinants of hudget
deficir in Pakistan. To accomplish the objectives this study uses annual time series dai
Jrom 1972-2014. The GMM technique is used to evaluate the determinants of budget
deficit. The results veveul that growth of government revenues and level of economic
development has positive and significant impact on budget deficit. The results also
indicaie government size on the extent of government participation in the cconomy and
poor control exercised by the government on expenditures lead to higher budget deficit,
Instability of government revenues and expenditures are also responsible for hicher
budger deficit. The impact of different political regimes on budget deficit seems to be
insignificant in case of Pakistan. Likewise the volume of debt servicing and inflation has
positive and significant impacts while trade vpenness has insignificant impact on budyet
deficit. There is need to focus on these structural factors seriously in order to get rid of

persisient problem of budget deficit.
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Chapter 1

Introduction

1.1 The Backdrop

Preparing and implementing fiscal budget is an important part of economic planning of a
country. Budget is used as an instrument for economic policy making. The st principle
of public finance is that public expenditure should be fulfilled by public revenues at
large. This rule is accepted by almost all international agencics and all countries.
developed as well as developing. However, this rule does not appear to be teasible in
most ol developing countries. This is because the governments have 1o fultill the ever-
mercasing demand for provision of public goods end to achieve the objectives of
macroeconomic stability. economic growth and development. On the other hand. the
sources of revenues are not only scarce but also unreliable. Budget deficit is therefore an

important feature of fiscal policy in these countries,

Budget 15 10 deficit when expenditures exceed revenues. In this cuse vovernment
has to put more money in the system than it collects from taxes. This extra money is
obtained through borrowing from the domestic private sector or [rom the central bank or
from external sources. The government expects that additional monev put inlo the
cconemic activity would generate additional revenues in (uture that will cover the gap.
The excess money that the government injects this way into the econonny is known as
deheit financing. Budget deficit is defined as the difference between government
expenditurcs (expenditures on goods and services, transfer payments and debt service

payments) and revenues (both tax and non-tax revenues).



There is no single way for measurement of budget deficit. There are a number of
measurements of budget deficit and each measurement is applicable 10 specifie
conditions. There are difterent conceptual and practical issucs in measurement ol budget
deficit (Agenor and Montiel. 2008). It is argued that budget deficit would be
conventionally measured on both cash or accrued basis. In cash basis. budget deficit is
the vap between total expenditures based on cash flows and total revenue reeeipt. In
accrual basis, budget deficit is based on accrued revenues and expenditures regardless of
whether they include cash payment or not. Budget deficit calculated on accrued basis

often exceeds that measured on cash basis.

Government nceds resources to finance its development and non-developnient
expenditures. It receives revenues from both tax and non-tax sources. The overall fiscal
deflicit reters to the gap between all government expenditurcs and revenues from ull
sources. Primary deficit refers to the gap between current/non-development expenditures
and revenues. The persistence of primary deficit is a real problem. If government lails to
collect revenue from taxes and non-tax sources sufficient enough to linance the
expenditures. then face persistent fiscal deficit. This is a serious problem indeed.
Occasional occurrence of tiscal deficit particularly on capital account or development

budget is a normal process and not that serious.

Running huge budget surplus is also not good for the economy us surpluses sre
the part ol revenues obtained from taxes not fully utilized in routine activitics and ior
development purposes, It means excess burden on the general public. So it is plausible for

the government to incur deticit occasionally but it should be within a managcable limit.



Economic theory and litcrature on public finance identities three alternative ways
lor linancing the fiscal delicit. namely {1) broadening the taxation basc and/or enhancing
the tax rates (2) internal and external borrowing through tloating of bonds and bank
borrowing and (3} printing of new money. Inviting donations and getting {inancial grans

and aids is also a minor itcm in handling deficits.

During the last four decades. Pakistan faces persistent fiscal deticit which s
considered as one of the major sources of macroeconomic instability. During 19607
fiscal deficit was only 2.1% of GDP but in 19707s it rosc to 8% of GDP this increase in
fiscal deficit was due to 1971 war and separation ol East Pakistan. Due to this wur
defence expenditures increased from 2.7% of GDP in 1965 to 6.7% of GDI’ in 1974-75,
Another reason of increase in fiscal deficit in 1970°s was nationalization ol banks and
mdustries  working earlier in private scctor, which increased public expenditure
tremendousty. The increase in expenditure due to inefticiency of public administration of
nationalized industrics became a permancent problem (or the cconomy. In 19607s public
expenditures were 11.6% ot GDP on the average. which rose 10 21.5% ot Gidi? in 19707,
During 1980°s fiscal deficit reduced to 7.1 % of GDP but this reduction was duc to
slashing in development expenditures which affected the growth process negativels.
During 1990°s Pakistan faced severe debt sustainability problem duc o which the
International Financial Institution (IF1°s) forced Pakistan to adopt structural adjustment
program (SAP). After adopting SAP, fiscal deficit did reduce to 8.2% oi GDP and it
continued to reduce such that it reached to only 2.3% of GDP by 2003-04. This reduction
was also due to tax structure reform effort in 2000 whzh increased total revenues a little

bit. However [iscal deficit again started Increasing and in 2006-07 it reached 10 4% of



GDP. to 7% of GDP in 2008-09.and to 8% of GDP in 2013-14. In general. the budget
deficit  generally remained low during military regimes  and  high  during

democratie/civilian regimes,

Although a healthy fiscal performance is based on various econcmic and
structural [actors such as the level of economic development. growth of government
revenues. extent of government participation in the cconomy. government control over
expenditures, instability of government revenues and expenditures. inllauon and debt
servicing. If all these factors are not well monitored then these might impact adversely on

a country fiscal performance leading to fiscal uncertainty problem.

1.2 Problem Statement

Fiscul Delicit is considered one of the major issues that eventually lead o macro-
economic instability, Government can reduce deficit by focusing on struectural factors us
they are important determinant of budget deficit and resolving the issuc. It is therefore
worthwhile to examine the impact of structural factors on budget deficit in Pakistan 1o
pinpoint the grey areas and to suggest an optimal policy that should miniinize the budget
deficil at the margin, Budget deficit is closely associated with accumulation ol public
debt and debt servicing. Pakistan faces continuously high fiscal deficit and debt problem.
The high fiscal deficit leads o an increase in internal and cxternal borrowing which
lurther increases deficit and hence the vicious circle continues. Debt and delicit both ure
causes and elfects of each other. Public debt aad debt servicing is not going 10 he
eliminated in the short run so there is a need to reduce fiscal deficit continuously even at

slow spced. High budget deticit also increases inflation due 1o [inancing through excess



money creation. which again leads to increase budget deficit through reduction in real wix
revenues and lags in tax collection process.

1.3 Research Gap

A lot of research work has been done on fiscal defieit in Pakistan. However. many studics
in this area (see Hemming, R., Kell, M., & Mahfouz. S. (2002) for instance) have focused
mainly on the adverse effects of budget deficit on the economy in terms ol different
ue rale.

=

macro-ceconomic indicators like interest rate, employment level. inflation. cxchan
saving and economic growth. In contrast. our study 15 based on positive analysis ol
budget and focuses on the factors determining budget deficit. This avenue is important.
since resolution of problem is not possible without identification of its sources. We do
not 1ind any significant work on structural determinants of budget deficit in Pakistan. In
particular the instability of government revenues rud cxpenditures arc also to be
considered seriously. Theoretically speaking. government revenues and expenditures
should grow smoothly overtime with parallel rates so that the budgct remuains more or
less balanced in the long run. Fluctuations in the short run are natural phenomena,
Previous studies do not incorporate these variables as determinants of budect delicit. So
this study provides a new dircetion of research

I.4  Objectives of the Study

Over the past few decades budget deficit has attracted a great deal of attention in
developing countries as it is blamed for many ills of the economy such as inflation.
cconomic backwardness. low investment and debt overhang problem. The present study
intends to explore the determinants of the budget deficit in Pakistan. The specific

objectives of the study are as under:



1. To evaluate the impact of structural factors on fiscal deficit. Focus will be placed
on the level of economic development, prowth of government revenues.
government control over expenditures, extent of government participation in the
aconemy. instability of government revenues and expenditures.

2. To examine the relative impact of military and democratic regimes on budeet
deficit in Pakistan.

1.5  Rationale and Significance of the Study

Pakistan faces the problem of persistent fiscal deficit and high state of debt since the past

four decades. Debt and deficit are the causes and etfects of each other. Public debt cannot

be vamshed in the short run so there 1s need 10 reduce fiscal deficit gradually as far as
possible. Tt can be done either to cut down spending or to generate more revenucs or bo.l,

The first way of reducing fiscal deficit is to increase government revenues through

taxatioi, In Pakistan. the tax to GDP ratio is very low due 1o many problems in tax

structure. which include narrow tax base. wider spread exemptions. low coverage. weak
audit and enforcement, administrative inefficiency and tax compliance in term of
underrcporting and over reporting. On the other hand, nolitical governments are generally
not willing to reduce their current expenditures or they are not in a position 1o do so0.

Instead they reduce development expenditures, particularly expenditures on health and

education. Likewise, the governments always look outwards for assistance and donations

o finance development budget instead of relying on own resources. Cutting down

development budget may reduce fiscal deficit but will negatively affect the economic

growth which in turn may cause higher cyclical defiei (government can uet fess eyclical

deficit as also less tax revenue in recession).



The provision of adequate finance for growth and development programs is the
main objective of fiscal policy. Further, IMF imposes limit on budget dehcit in FRDL
(Fiscal Responsibility and Debt Limitation) act 2016. According to this act Pakistan
budget deficit should be 4 % of GDP in fiscal year 2017/18 to fiscal year 2019/20 and
3.53% of GDP afterwards. In this context. it is important to pinpoint the main tactors
leading to budget deficits during different regimes; democratic or military-led regimes,
So. we want to design our study in a2 manner to highlight the structural factors responsihle
for persistent budget deficit in Pakistan, which will be helpful in finding ways and means
to resolve the issue in the long-run. The ultimate objective is to launch the country on the

path of fiscal stability.

1.6 Structure of the Study

This study analyzes the structural factors of budget deficit in Pakistan over the period
1972-2014. Reminder of the study is organized as follows:

Chapter 2 provides theoretical and empirical review in this area. Chapier 3 explains
theoretical model. variable description, estimation methodology and sources of data.
Chapter 4 provides empirical analysis and discussion of the results. Lastly chapter 3

provides conclusion and policy implications. Bibliographies and references are presented

at the end as usual,



Chapter 2
Literature Reviev'

2.1 Introduction

This chapter reviews the existing theoretical and empirical literature on budget deficit.
This chapler also elucidates on the existing literature on budget deficit for Pakistan and
other developed and developing countries. This review of literature will strengthen the
findings of our study. Persistent budget deficit is the common problem ot most of the
developed and developing countries. The problem of budget deficit 1s widely analyzed
but the importance of structural determinants of budget deficit remains somewhat
unexplored especially in Pakistan. Most of the previous researches mainly address the
adverse effect of budget deficit on the economy but there is little {ocus on determinant of

budget deficit.

2.2 Budget Deficit and Modes of Financing

Budget deficit occurs when government expenditure exceeds revenues generated from wax
and non tax sources. Total deficit or fiscal deficit is the combination ol primary deficit
plus interest payment of debt. Primary deficit is the difference between current
government expenditure and current revenues from tax and non tax sources net of

transfer payments,

Keynes (1924) argues that deficit financing should be used 1o stimulate nggregate
demand in times of recession and depressions. It is further argued that deticit tinancing

stimulate economy by increasing business profitability and thereby encouraging private
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fixed investment. This accelerator effect further stimulates demand and raises the

employviment level.

Smith (1776) argues against deficit financing. He argues that houschold should
not run deficits. The author argues that one should get money before one spends and thut
what is correct tor household should also correct for government. The author argues 1hat

debt miust be repaid as running budget deficit today is burden on future generation.

Budget deficit is financed by three different ways i.e. extra taxation. domestic and

foreign borrowing and printing of money.

The first way of financing budget deficit through cxtra taxation is not an easy
method due to strong opposition in the parliament and unrest in general masses. In
Pakistan tax rate is already very high therefore: further increase wilh be ceonomically us

well as socially unfair.

The second way of tinancing budget deficit through borrowing harms the
cconomy in the short and fong run. Domestic borrowing has a negative impuact on privawe
investment and economic growth and foreign horrowing has a long-run impact in torm of
debt servicing. Internal borrowing by the government puts pressure on interest rate and
crowds out private investment while external borrowing puts pressure on future
generations in the form ol debt servicing burden. It increases fiscal deticit and compels
the government to borrow further. as a result. public debt accumulates over tiine and debt
serviciny becomes cumbersome. Debt servicing increases the overall government
expenditure and its level of indebtedness. The government has to pay signilicant part of

its revenues as interest payments on debt. If the funds so raised are spent in current/non-






10 author. government is a benevolent social planner and maxiniizes the wiility of citizens.
Government collects revenues from taxes on labour income for appropriate government
spending. In case of economic recessions or wars public debt acts as prolit maximizing
choice of government representatives. Increase in tax rate will lead to increase the tax
burden ol 1ax paver citizens. According 1o tax smoothing model variations in tax rates are
smoothen by public debt and thus minimizes tax burden. Government set lax rale at a
level that would minimize the distortionary cost of taxes. According to this model (ax rue
would not change with present information about spending and output rather it only
changes with new information about future. Level of tax rates mainly dewermined oy
mtertemporal budget constraint in which both present values of expenditures und
revenues would remain same. In order to smooth the economy. government uses budget
delicit and budget surpluses. According to this model budget deficit renmains low in

economic boom and high in economic recession.

Alesina and Perotti (1993) criticize positive theory ot fiscal deticit proposed oy
Barro tax smoothing model, This theory does not explain the cross-countiy ditlerences
and debt accumulation over the years. Their main emphasis is on the need o positive
contributions towards the development of political and institutional determinants of

budget deficit and debt.
2.3.2  Leviathan Theory of Government

In 1970°s the question about the power of tax becomes famous. Brennan and Buchanan
(1980) modcled government as profit maximizing leviathan. According 1o this theory

government always wants to extract extra tax revenues from citizens in urider to provide



s

public pood and services. According to this theory government is profit maximizer and
keeps control of economy as much as possible. But the leviathan theory is inconsistent
even in the years of stable government spending. TLis theory would also imply sharp

increase in government spending even in the decades of full employment.

Wagner (1982) proposed Wagner law. According to this law there exist positive
correlalion between government expenditures and economic development, As in
developed countries. the ratio between expenditures and economic growth grows in
absolute as well as relative term. This relationship is due to three main reasons. Pirstly.
inereasing government spending is a necessary function of government in case of
increase i population and urbanization. Secondly providing public goods and services o
the citizens are the main objectives of the government. Thirdly in casc of increase in
technology and capital investment. state has to participate in production and hence

increase spending.

Keynes also supports the idea that during re-ession government =xpansionary
policics boost economic growth. But Keynes theory and Wagner's law fuve dillerent
perspective. According to Keynes causality run from expenditures to economic growth

while according to Wagner’s causality runs from economic growth to spending.

2.3.3  Political Theory of Government Debt and Deficit

Cukierman and Meltzer (1989) explain theory of budget deficit that is based on re
distributional effect of debt. There exists tradeoff between taxes and debt. Individuals arc
different in their preferences and also preferences of future generations and bequests.

Negative bequest individuals finance current consumption by transferring resources from

12



[uture generation. Individuals who are negative bequest transfer the debt to future
generations to reduce the tax burden without reducing expenditures. If the share of
negative bequest individuals in total population is more, then the government is more

tikely to incur budget deticit.

2.3.4 Positive Theory of Budget Deficit

Alberta and Teballini (1987) focus on positive theory of public debt and deficit. They
reject the assumption that benevolent social planner always maximizes the citizen's
weltarc. They explain that public debt is used as instrument which can influence the
choice of successors. Interactions of different governments at offices during dilterent
time represent the time path of debt. Fiscal policy differs due to the use of oftice at
different time by ditfercnt planners. Their theory shows that if’ the benevolent social
planner is confident for re appointment then the economy tends o incur farger debt,
There exists budget deficit biasness during different democratic governments. They
conclude that higher degree of polarization between different governments results in
higher debt. If the government has to face constraint in order to provide minimum level

of public goods. then this will also lead to higher debt.

2.4 Empirical Review of Budget Deficit

2.4.1 International Studies (Panel)

Morrison (1982) investigates the effect of structural factors on budgct deficit. The
research is conducted for 31 developing and 14 developed countries using data from 1961
to 1975, The analysis was carried out through multiple regression analysis. Steuctural

factors uscd in this study are level of economic development, growth of government



sectors, The study recommends taking proper measures to reduce revenue instability as it

is main cause of expenditure instability.

De Haan and Zelhorst (1990} analyze the relationship between budpet deficit und
money growth in developing countries. The study uses the vector autoregressive model
(VAR) tor 17 developing countries for the 1961 to 1985. The study shows that there 1s no
relationship between budget deficit and moncy growth. There may be posivive
relationship between money growth and inflation during acute periods where average

mflation for three years would be more than 80 %.

Roubini (1991) analyze economic and political determinants of budget deficit in
developing countries. The study uses cross section data of 77 countrics for the period
1971 10 1982, Their empirical model rejects the optintizing models of liscal deficit. tax
rates. and inflation. They measure the degree of political instability as trequency ol
government change (include both regular change (democratic process) and irregular
changes {military coups)). For the measure of economic backwardness and ¢cconomic
pertormance GNP per capita is used as proxy. The study concludes that democratic
governments are more likely to run budget deficit than military governments. The reason
tor latlure of cquilibrium approach of fiscal policy is that budget deficit may be
determined by political lactors and cross country differential in budget deticit may
depend on political instability, Their result shows that increase in political instability

increases budget deticit.

D¢ Haan and Sturm (1997) analyze the relationship between central bank

independence and budget deficit and check whether monetization of budget delicit is

15
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cffected by central bank independence. The study uses pancl data sct of 30 developing
countries and collect data trom IMF for the period 1950 to 1994. The study further
divided the data into two sub categories from 1950 to 1972 and from 1973 to onward.
[First period is related to fixed exchange rate regime and the other is related to {lexible
exchange rate regime. The study concludes that cffcet of central bank independence on
monetization of budget deficit is depending on proxics used for central bank
independence. It central banks turnover rate or political vulnerability index 1s used as
proxy. then monetization ol budget deficit is negetively related with cenwral bank
independence otherwise there is no relationship between budget deticit and central bank

independence,

Schuknecht (1998) analyze fiscal policy instrument through which election outcomes
arc influenced. The study uses annual data from 1973 to 1992 for twenty four developing
countrics. Empirical analysis of the study is based on tixed effect model. 'The study uses
ftscal balance, government revenues and expenditures as dependent variables in separte
estimations. The study tfound that public investment cyvcies arc prominent fiscal
instrument before elections. Governments use expenditure expansionary policics and not

focus on tax reductions during election periods.

Vierra (2000) analyze the impact of inflation on budget deficit. The study uscs annual
time series data trom 1950 to 1996 for six European countries. The study applics Lay
Augmented VAR (ILA VAR) methodology which was proposed by Toda and Yamamoto
(1995). T'he result indicates that there exists long run relationship between budget deficit
and inflation. Main concluston of the study is that budget deficit does not causes inflation

rather inflation cause higher budget deficit.

16
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Tanzi (2000) analyzed the relationship between budget deficit, inflation and lags in
tax revenue collection for Latin American countries. The study concludes that higher
revenues also lead 1o increase in budget defictt and this deficil was due to inefticient and

deficient government social programs.

Woo (2003) analyze economic variables in determining budget deficit. The study uses
sociopolitical and institutional variables in their analysis. The study uses almost 40
variables for the time period 1970 to 1990 using panel of 537 developed and developing
countries. As OLS estimates give inconsistent results due to outliers in the data they usc
robust estimation namely least median of squares (LMN}) in their analyses, The study
concludes that sociopolitical instability, large cabinet size and inequality in income rre
positive determinants of budget deficit. Weakness of government as well as type of

government regime does not contribute to budget deficit.

Tujuia and wolswijk (2004) analyze the fiscal performance for OECD und Furopean
countrics, The study uses data from 1972 to 2002 for twenty-two countries wnd anutyzed
through pooled least square and SUR techniques. The study concludes that debt.
economic growth and political factors are significant detcrminants of budget balances.
Llection year's results in budget deficit and asset prices have limited cilect on budgel

balances.

Adam and Bevan (2005) investigate the impact of f{iscal deficit and debt stock on
economic growth. The study uses panel of 45 developing countries for the time period
1970 1o 1999, Data is collected from World Development indicator and Governnn nt

Finance Statistics. The study checks the presence of threshold level of grosth impact on

17



public vood and services. According to this theory government is profit maximizer and
keeps control of economy as much as possible. But the leviathan theory i inconsistent
even mn the years of stable government spending, Tkis theory would also imply sharp

erease 1 government spending even in the decades of full employment.

Wagner (1982) proposed Wagner law. According to this law there exist positive
correlation between government expenditures and economic development. As in
developed countries, the ratio between expenditures and economic growth grows in
absolute as well as relative term. This relationship is duc to three main reasons. Firstly.,
incrensing government spending 1s a necessary function of government in case ol
increase in population and urbanization. Secondly providing public goods and services 1o
the citizens are the main objectives of the government. Thirdly in case of increase in
lechnology and capital investment, state has to participate in production and hence

increase spending.

Kevnes also supports the idea that during re~ession governnieni xpanstonary
policies boost cconomic growth. But Keynes theory and Wagner's luw Lave different
perspective. According to Kevnes causality run from expenditures to ceonomic growth

while aecording to Wagner's causality runs from economic growth to spending.

2.3.3  Political Theory of Government Debt and Deficit

Cukicrman and Meltzer (1989) explain theory of budget deficit that is based on e
distributional effect of debt. There exists tradeoff between taxes and debt. Individuals are
ditfercat in their preferences and also preferences of future generations and bequests.
Negative bequest individuals finance current consumption by translerring rosourees irom
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future generation. Individuals who are negative bequest transfer the debt to future
generations to reduce the tax burden without reducing expenditures. I the share of
negative bequest individuals in total population is more, then the government is more

Hkely to incur budget deficit.

2.3.4 Positive Theory of Budget Deficit

Alberto and Teballini (1987) focus on positive theory of public debt and delicit. They
reject the assumption that benevolent social planner always maximizes the ciizen’s
weltare. They explain that public debt 15 used as mstrument which can influence the
choice ot successors. Interactions of different governments at oftfices during different
time represent the time path of debt. Fiscal policy differs due to the use of oflice at
difterent time by different planners. Their theory shows that if the beuevolent social
planner is confident for re appointment then the economy tends to incur larger debt.
There exists budget deficit biasness during different democratic governments. They
conclude that higher degree of polarization between different governments results in
higher debt, If the government has to face constraint in order to provide minimum level

of public goods. then this will also lead to higher debt.

2.4 Empirical Review of Budget Deficit

2.4.1 International Studics (Panel)

Morrison {1982) investigates the effcet of structural fuctors on budger deficit. The
research is conducted for 31 developing and 14 developed countries using data from {961
io 1973, The analysis was carried out through multiple regression analysis. Structural
tactors used in this study are level of economie development, growth ol government
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revenucs. instability of government revenues, extent of government participation in the
economy and government control over expenditures. The study uses GDIP per capita as a
proxy tor economic growth and development. Overall government expenditures are used
as proxy for extent of government participation in the economy. The study constructs the
variable government contro! over expenditure as the ratio ol government cxpenditure
instability and government revenue instability. Instabilities are calculated from
standardized cocfficient of variation from time trend equation. The results shows that
increase in growth of government revenues will not reduce budget deficit due 10 the
possibility of please effect. Countries with low level of economic developiment and with
high degree of government participation have relatively large budget deficit. Government
with greater control over expenditures will have relatively smaller budget deficit.

Instabitity of government revenues is positively associated with budget deficit.

[.im (1983) analyzes the instabilities associated with revenues and expenditures in
developing countries. The study uses data from 1965 to 1973 for 45 under devcloped
countries. Measurc of instability is based on standard error of concerned varlables
obtained (rom linear regression for the period 1965-1973. Graphical analysis ol the study
shows positive relationship between revenue and expenditure instability and availability
ol international reserves weaken this relationship. The study analysis is based on ordinary
least square regression analysis. The result shows that revenue instability was the main
cause of expenditure instability. And expenditure instability associated with revenue
instability can be reduces by the use ol international [unds. internal and external
borrowing and foreign grand. The results indicate tha. the main sources of instability in

spending is associated with recurrent expenditures such transport, detence and education
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sectors. The study recommends taking proper measures to reduce revenue instability as it

Is main cause of expenditure instability.

D¢ Haan and Zelhorst (1990) analyze the relationship between budpel deficit and
moncy growth in developing countries. The study uses the vector autoregressive model
{(VAR) for 17 developing countries for the 1961 to 1985. The study shows that there is no
relationship  between budget deficit and money growth. There may be  positive
relationship between money growth and infllation during acute periods where average

mnllation for three years would be more than 80 %.

Roubini (1991) analyzc economic and political determinants of budget deficit in
devcioping countries. The study uses cross section data of 77 countries For the perod
1971 to 1982, Their empirical model rejects the optincizing models of fiscal delicit. tax
rates. and inflation. They measure the degree of political instability as [lrequency ol
government change (include both regular change (democratic process) and irregular
changes (military coups)). 'or the measure of economic backwardness and cconomic
pertormance GNP per capita is used as proxy. The study concludes that democratic
governiments are more likely to run budget deficit than military governmentis. The reason
tor failure of equilibrium approach of fiscal policy is that budget deticit may be
determined by political factors and cross country differential in budget deficit may
depend on political instability. Their result shows that increase in political instability

increases budget deficit.

De Haan and Sturm (1997) analyze the relationship between central  bank

independence and budget deficit and check whether monetization of budget dehicit is
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ellecied by central bank independence. The study uses panel data sct ot 30 developing
countrics and collect data from IMF for the period 1950 to 1994. The study further
divided the data into two sub categories trom 195G to 1972 and from 1973 to onward.
First period is related to fixed exchange rate regime and the other is related to flexible
exchange rate regime. The study concludes that effect of central bank independence on
monelization of budget deficit is depending on proxies used [or central bank
independence. It central banks turnover rate or political vuincrability index is used as
proxy, then monetization of budget deficit is negetively related with central bank
independence otherwise there i1s no relationship between budget deficit and central bank

imdependence.

Schuknecht (1998) analyze fiscal policy instrument through which efection outcomes
are influenced. The study uses annual data from 1973 to 1992 tor twenty four developing
countrics. Empirical analysis of the study is based on fixed elfect model. The study uses
fiseal balance, government revenucs and expenditures as dependent vartables in separte
cstimations. The study tound that public investment cycles are prominent fiscal
instrument belore elections. Governments use expenditure cxpansionary policies and not

tfocus on tax reductions during election periods.

Vieira (2000} analyze the impact of inflation on budget detieit. The study uses annual
time series data from 1950 to 1996 for six European countries. The study upplics Lug
Augmented VAR (LA VAR) methodology which was proposed by Toda and Yamamoto
(1995). The result indicates that there exists long run relationship between budget deficit
and inflation. Main conclusion of the study is that budget delicit does not causes mflation

rather intlation cause higher budget deficit.
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Tanzi (2000) analyzed the relationship between budgel deficit, inflation and lags n
tax revenue collection tor Latin American countrics. The swdy concludes that higher
revenues also lead 1o increase in budget deficit and this deticit was duc to mefhelent and

deficient government social programs.

Woo (2003) analyze economic variables in determining budget deficit. The study uses
sociopolitical and institutional variables in their analysis. The study uses almost 40
variabies lor the time period 1970 to 1990 using pane! of 537 developed and developing
countries. As OLS estimates give inconsistent results duc to outlicrs in the data thev use
robust estimation namely least median of squares (LMN) in their analyses. The study
concludes that sociopolitical instability, large cabinet size und inequality in income rre
positive dcterminants of budget deficit. Weakness of government as well as type of

government regime does not contribute to budget deficit.

Tujula and wolswijk (2004) analyze the tiscal performance for OECI und European
countries. The study uses data from 1972 to 2002 for twenty-two countries wnd analvzed
through peoled least square and SUR techniques. The study concludes that debt.
cconomic growth and political factors are significant determinants of budget balances.
Llection year's results in budget deficit and asset prices have limited elfect on budgel

balances.

Adam and Bevan (2005) investigate the impact of fiscal deficit and debt stock on
ccononic growth. The study uses panel of 45 developing countries for the time period
1970 10 1999, Data is collected from World Development indicator and Governm. nt

Finance Statistics. The study checks the prescnce of threshold level of growth impuct on
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budget deficit and it’s financing using bootstrap technique. The result shows that it the
delicit is less than or equal to 1.3% of GDP than it is growth enhancing and reduction of
budgel deficit beyond this level have associated with payotf cost. If the deficit is greater
than 1.5 % of GDP then it will put adverse impact on growth, Theyv use overlapping
generation model of saving behavior embedded in endogenous growth model. The study
concludes that there is positive impact of taxes and gra~t on economic growth and impuct
of budget deficit on growth is depends on method of financing it. if budgel deficit is
linanced by taxes, grands and limited seigiorage then it is growth enhancing and il the

deficitis financed through debt then it 1s growth-inhibiting,

Combes and Saadi-sedik (2006) analyze the cffect of trade openness on budget
deticit. The study uses data for the period 1974 to 1998 to analvze GMM-svstem
esiimator for the panel of sixty-six developing countries. The result shows that trede
apenness Increases a country exposure to external shocks that put negative impact on
terms of trade instability. 1rade openness adversely affects the budget balance but the
policy induced openness is tavorable for budget balance. The study also explains that
Trade openness inlluence budget balances through several channeis c¢.g. corruption.
mcome inequality ete.  The study further indicate that trade openness ivis hnpaet on
Kenya budget balances as their aggregate demand is not {ulfill by domestic productivn.
Import products are increases as country own production is not sufficient. This will put

negative impact on GDP. then reduce tax revenue of the government and hence result in

large budget deficil.

Adedeyi and Williams (2007) analyze fiscal performance in CEMAC and WALML.
The study uses panel data set from 1990 to 2006, The analysis of the study is based on
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lixed eflect and system generalized method of moment (S-GMM). The study considered
primary fiscal balance as dependent variable. The result shows that debt and lagged
budget balances have signiticant positive relationship with budget balances in both zones.
Terms of trade have positive impact on budget balances in CEMAC while ncgative
impact on budget balances in WAEMU. GDP per capiti and openness both have
significant positive impact on budget balances in both zenes. The study recommends

developing supplementary liscal related criteria that focus on influential cffect of output

and terms of trade.

Furceri {2007) analyzes the impact of expenditur. volatility on growih. The study
uses panel data set from 1970 to 2000 for 116 countries. Expenditure volatility 1s
computed (hrough Hodrick and Prescott filter which decompose the cyelical and trend
components of government expenditure. The study uses standard deviation of cyelical
component ol government expenditure in analysis. The study found negative relationship
between growth and expenditure volatility. The main conclusion of the study s thal
higher sovernment volatility is associated with low growth and this relationship 1s strong

in developing countries but not in OECD developed countrics.

Bavar and Smeets (2009) analyze economic as well as political and institutional
determinants of budget deficit in 15 European countries. The study uses data lor the
penod of 1971 to 2006, The study uses the estimation technique ot Beck and Katz (1993}
in their analysis. The study concludes that unemployment significantly increases budgel
deficit due to inercase government spending. And GDP growth and budget delicit hine
stgnilicant negative relationship. The study also found that Interest rate or debt servicing
have positive etfect on budget deficit. Institutional determinant of budget deficit in the
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study 15 the agreement of Maastricht treaty signed by Furopcan countrics which
significantly reduces budget deficit. The study found that political variables are weak

determinant of budget deficit in selected European countries.

Keho (2010) analyzes the causal relationship betw zen government expenditures and
revenues for Cote d’Ivoire. The study uses annual time serics data for the period 1960 to
2005, Empirical analysis of the study 1s based on Granger causality test whiceh nclude
both mcthods ECM model and Toda and Yamamoto (1995) and variance decomposition
test. The study found unidirectional causality that runs from revenues 1o cxpenditures,
Main reconumendations of the study are that government should focus more on reduction

of spending n order to reduce budget deficit rather than spending increase.

Alesina and Ardagna (2010} investigate the effect of different compositions of major
changes 1 fiscal policy. The study uses panel of OECD countries from 1970 10 2007,
Thev collect data from OECD economic outlook data base number 84, nethodology is
based on simple regression model. The result shows that tiscal adjustment bused on tax
cut are more likely to increase growth than spending and for fiscal stability and reduction

in budget delicit there must be reduction in spending.

Javid et al. (2011} analvze the sources of volatility of budget deficit fur South Asig
and ASEAN countries. The study analyzes through dynamic panel model of Blundell and
bound (1998) and GMM technique for the period 1984 to 2010, The study concludes that
political and nstitutional tactors have dircet impact on fiscal deticit instability. The resull
shows that political stability, democracy and good social and economic condition reduce

budget deficit volatility while corruption and low institutional quality Increase budgel
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deticit volatility. The analysis also indicates that ASEAN countries have less budgel

deficit instability,

tbeke and Ehrhard (2012) anailyze the sources and consequences ol tux revenue
instability in Sub-Saharan African countries. The s.udy uses pancl data sct for 39
countries. The study estumates their modcl for the period 1980 to 2005. The study
analyzed through OLS estimator with Newey west standard error. Instabilities arce
computed through 5 vear rolling standard deviation. For level of economic development,
they use GDP per capita as proxy. External sources of funding such as torcign debt and
foreign wrd are used as control variable. The result shows that level of economic
development is negatively related with instability of public spending. The study also
conciudes that external debt has no effect on instability of spending. lostability of
revenue 1s transformed into instability of expenditure. If the variations in iax revenue are
temporary. then this will not reduce public spending. Instability of tax revenue has higher
impact on public investment then public consumption. Instability ot revenues leads 1o
more reduction in o investment than consumption. The result also indicates tha

rclationship between public investment instability and public investment ratio is negative.

2.4.2  Studies on Individual Countries (Time Series)

Dornbuseh (1984) examines the role of disequilibrium exchange rate and budget
delicit on external debt. The study is conducted for three countries Argentina. Chile. and
Brazil for the period 1978 to 1982, The study concludes that m Chile extreme

overvaluation of currency increases the demand of imports while in Argentina



overvaluation of exchange rate with financial instability results in large scalc capital

flight and in Brazi! budget deficit is the cause for increase in external debit.

Aghevli and Khan (1977) develop a dynamic model of inilation and deficit linancing.
The study uses annual time serics data from 1951 to 1972, The study estimates the model
for Indonesian cconomy. The result shows that money supply effect on budeet deficit is
almost on one to onc bases. Per their model with money creation nominal value of
revenues increases but real values fall due to inflation thus leads to increase budget
deficit and this deficit is [inanced through money creation. This self-perpetuating process

will continue until eftorts are made for speed adjustment in tux revenue collection.

Osoro (1997) evaluates the causality between government expenditures and
government revenues and in second phase the study analyzes the causality between
sovernment spending and budget deticit. Quarterly time series data is usced oy the period
1986 10 1992, Augmented dickey fuller test 1s used to check that the series are stationary
or not. Causality between the variables is checked through Granger Causality test. The
study concludes that public spending is caused by revenucs while revenues are not causcd
by spending. In Tanzania government spending, has been determined by politics and then
increase tax revenue accordingly, For optimal fiscal policy spending. should be
determined by revenues. The study concludes that growth in government spending is one
of the main causes of budget deficit and there is bidirectional causality between budget
deficit and government spending. Budget deficit reduces the perceive cost of public
goods and thus spending will increase. They recommend that the policies 10 reduce

budget deficit should be consistent to curtail public spe.ading.
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Hondroyiannis and Papapetron (1997) analyze the direct and indirect ctfect of budget
deficit on inflation. The study uses annual time series data from 1957 to 1993 for Greece.
The study apply augmented dickey fuller test for unit root and for co integration they
apply the test suggested by Johansen and Juselius. After applying these prewests. causality
between inflation and budget deficit is checked through Granger causality test. The study
found long run relationship between inflation and mecrey supply for Greeee. The study
concludes that budget deficit has indirect effect on inflation. The study also found
bidirectional causality between budget deficit and inflation i.e. budgel deficit Jeads 1o

increase intlation while inflation leads to increase budget deticit.

Metin (1998) analyze the empirical relationship between inflation and budget delicit
for Tuikish economy. The study uses data from 1950 to 1987. The study uscs
mulnivarate co integration analysis in their estimation. The study conclude that sca'sd
budget deficit immediately increases inflation while real income growth has negative
impact and positive second lag effect on inflation. Monetization of hudget dceficit also

effects inflation.

Joseph {2008) analyzes the determinant of fiscal performance m Kenya, The study
uses annual time series data for the period 1975 to 2906. The study follows three pap
model. Analysis of the study is hased on descriptive statistic, error correction model
(ECM) and ordinary least square (OLS) estimations. The results of the study shows that
both trade openness and debt servicing have significant negative impact on budget
balances or surpius while treasury bill rate have positive impact on fiscal balance. GDP

per capita has also positive impact on budget balances.
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|.ozano {2008) analyze causal long run relationship between budget deficit. inflation
and money growth, The study uses annual time scries data from 1955 0 2007 in
Colombia. The studv analyzes long run relationship through vecior crror correction
model (VECM). The study linds strong relationship between inHation and nioney growth
and also between money growth and budget deficit. The study considered Sargent and
Wallace bypothesis is the most appropriate technique for Colombia as their result
concludes bi directional causality between budget deficit and money growth i-e budget

delicil causes money growth and money growth causes budget deficit.

Muaana et al. (2008) analyze the impact of public domestic debt on Kenyan cconomy.
The study uses data from 1996 to 2007. In their analysts. the study uses Barro growth
model. Data 1s collected rom Kenya national bureau of statistics. Their resull found that
with adeguate  financial development. domestic debt does not crowd out private
mvestment in Kenya. The study found that high domestic debt leads to higher nterest
payment which in turn reduces government revenues leading significant effect on budgel

deticit.

Kosimbei (2009) analyze the effect of budget deticit on macro-cconomiv perlonmance
in Kenya, The study uses annual time series data from 1963 (o 2007. The dala used in the
study s collected from economic survey and republic of Kenya. According (o this study
inciticient budgetary process and structural factors of budget deficit are main determinant
ol budget detieit, The study mentions that the sources of budget dehcit ave following:
level of cconomic development, instability of government revenucs. growth of
government revenues, extent of government participation in the economy and
government contrel over cxpenditure. These structural factors are significantly
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responsible for Kenya budget deficit. The study also empirically analyzed the eifect of
budget deficit on macro-economic variables such as GDP growth rate. money supply.
private investment and consumption. treasury bill rate and current account balance. The
study followed Mundell-IFleming Model. Phillips Perron and Augmented ickey Fuller
test are used for unit root test. To check long run relationship between variables the study
uses Johansen cointegration method. The relationships between variables were examined
through VAR impulse response and variance decomposition analysis. ‘The study shows

significant effect of budget deficit on selected macro-ccononue variables for long run.

Tiwarl and Kumar (2011) analyze the determinants of budget deficit in India. {ae
study analyzes the impact of different variables through descriptive statistic and Ordinary
least square (OLS) estimation. The study uses broad money as money supply and
consuner price index (CPly as inflation. The study uses dita trom 19704 1o 2009 {or
Indian cconomy. Data is collected from handbook of statistics of reserve bank of India.
The study concludes that inflation bas no effect on budget deficit while government

spending and money supply stgniticantly eftect on budget deficit in India

Kuncero {2011 estimates tiscal sustainability for Indonesia. The study uses annuul
time series data from 1999 to 2009. The study uses least square technique in empirical
analysis, The study uscs both domestic and foreign debt in analysis. The study found that
Indonestan government is not sustainable. Further conclusion of the study s thut
domestic debt mainly contributes to fiscal sustainability rather than foreign debt. The
study recommends that government should use prudent policy in issuance ol vovernment

securities also keeping view the burden of repayment of debt.
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Okech and Mburu (2011) analyze Kenya tax revenue responsivencss to changes in
national income. Tor this purpose, the study determined elasticity and buoyancy ol tax
revenue. The study uses data for the period 1986 to 2009. Data is collected from
economic survey, Kenya statistical abstract and IFS. To check the time series properties
of the data the study use augmented dickey fuller test. The study uses a multiplicative
model of elasticity and buoyancy through a causal research design. The study concludes
that Kenya has inclastic tax revenue and is not buoyant. The study found that large tax
revenues are collected through discretionary tax policy not from responsiveness ol tax
revenue 1o changes in income. To increase tax revenue collection there should be tax

reforms and efforts should be made to reduce tax evasion.

Devapriya and [chihashi (2012) analyze the relationship between nflation and budget
detieit. The study uses time series data from 1950 to 2010 for Sri Lanka. They analyze
through VAR model. Their analysis shows bi-directional causality between budget deficit
and inflation. Their result also shows positive relationship between budget deficit and

inflation,

Onyango and Ochieng (2013) examine the determinant of budget delicit in Kenva.
The study uses data tfrom 2003 to 2012. Multivariate linear regression model is used in
the analysis. The study uses government revenues. deht servicing. govermment
expenditures and revenues from external sources as main determinant of budgel deficit.
The main conclusion of the study is that growth in debt servicing and government
expenditures significantly positively increases budget deficit while increase in ordinary

government revenues and rcvenues from extra sources reduces budget deficit.
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Gongera ¢/ al., (2013) analyze how budget deficit can be reduced through inllation,
government expenditures and tax policy. The main objective of then study was to
evalume elfective economic measures to reduce budget deficit. The rescarcin 1s based on
descriptive analysis and data is collected from both primary and secondary sources, The
study concludes that tax policy and government expencitures were main causes of budget
deficit. The study also found higher contrihution of inflation to budget deficit for Kenyan

CCONamy

Kaplanoglou and Rapanos (2013) analyze fiscal crises in Greece. The study analvzes
through deviations and forecast crrors of main variables for the time period 2001 to 2009,
The study concludes that persistent fiscal deficit was governiment own choice and there is
no proper mechanism to control budgetl deficit in Greece. Fiscal institutions fail to
pinpoint the deviations of povernment expenditures and revenues from the target level.
Greece poor performance is attributed to inadequate financial management and poor

fiscal institutions.

Boylan ef «f.. (2014) analyze the implication of federal personal incorne tax increase
in United States. The study uses annual data from 1976 to 2008 and estimate generalized
linear model. They obtained data from internal revenue service, government accounting
office and US census bureau. Their study concludes that increase in income tax will
result in increase in tax evasion and lower tax collection and hence it will increase budget

deficit.

Rubio and Piana (2015} analyze the impact of dilterent measures in order o reduce

budget deficit in Spain. These measures arc based on either increase in taxes or reduction



in expenditures or both. Their analysis is based on peneral equilibrivm model (CGL). The
study ftound that although all measures reduce budget deficit but at the same time
detoriates economic growth and employment level and increases unemployment. The
study further concludes that increase in incorie tax combined with reduction in
expenditures leads to put adverse impact GDP growth and employment level and the
impact is highest in this case. Indirect tax increases has smallcr nepative impact on GDP
and employment. The study found that reduction in expenditures lead to unequal income
distribution. Expenditures on health and education are growth enhancing so reduction in

these expenditures reduces economic growth.

Edame and Oko1 (2015) analyze the impact of fiscal deficit on economic growth
during democratic and military regime in Nigeria. The study uses chow c¢ndogenous
break test. unit root and Co-integration test. The result shows significant impact of fiscal
deficit on economic growth during military regime and insignificant unpuct of lscal

deficit on economic growth during democratic regime.

Moraru and Nancu (2016) examine the impact of budget deficit and public debt on
eccnomic growth in Romania. The study uses quarterly data collected trom national
nstitute and Eurostat publications. Descriptive statistic analvsis and lincar multi factorial
regression 18 used in their analysis. The research concludes that budget deficit has
positive impact on economic growth in Romania. The study reject the neoclassical theory
Le. budget deficit and economic growth has positive relationship. The study support

Keynesian theory 1.e. positive relationship between budpet deficit and economic growtt,

28



2.4.3 Studies on Pakistan (Time Series)

Sajid and Raiz (2005) analyze the causal relationship between budget deficit.
inflution and money supply. The study uses quarterly data from 1971:1 w 2003:4 tor
Pakistan. The stationary of variables are check through augmented dickey [uller test.
They apply Vector Error Correction model to analyze the causal relationship between
variables. The study also uses different measures of money supply and inflation such us
M1, M2, GDP deflator. CPIL, and WPL The result shows bidirectional causality between
budget deficit, money supply and inflation in the long run, The result also indicates that
budget <eficit financed through money creation leads to inflation which further aceelerate

budget deficit.

Subhani (2010) analvze the relationship between tax rate. inflation rate and
balance of trade in Pakistan. The study obtained data {rom State Buank ol Pakistan
bulictin. the annual report and some various issues from economic survey of Pakistan l[or
the period 1979 to 2009. The study use regression model and two step lcast square
(2SLS) test in their analysis and conclude that there is 10 significant association betwegen
tax rates on inflation rate in Pakistan and there is significant impact of tax kit on balance

of trade.

Siddiqi and Ilyas (2011) analyze the impact of revenue gap (gap between actual
revenue collection and estimated revenues) on debt, budget deficit and economic growth,
The study uses data from 1980 10 2008 tor Pakistan. Empirical estimation is based on

ARDL co-integration approach. The result shows long run relationship ot revenue gap
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with budget deficit and economic growth. The study does not find any relationship

between debt burden and revenue gap.

Subhani ¢f al.. (2012) analyze Granger causality between government revenues and
expenditures for Pakistan. The study uses time series data from 1979 w 2010. They
analyze through Granger causality test. The result shows uni-directional causality
between government revenues and expenditures running from revenues to expenditur:s.
The result also indicates that government spending is determined by revenues. The study
recommends that policy makers should not Increase taxes in order 1o reduce budget

deficit because this increase in revenues will shift into increase in expenditures,

Anwar and Ahmed (2012) analyze political factors in determination of budget deticit
in Pakistan. They investigate the relationship between budget deficit, democracy and
cabinet size for the period 1976 to 2009, The study analyzcs both the shor and long run
relationship between these variables. In the study Government size is used as proxy for
cabinct size, and index of civil liberties and political rights are uscd as proxy for
democracy and GDP 1s used as control variable. The study uses bound testing approach
to co-integration and error correction model in an ARDL model. The result shows that
large povernment size and huge administrative expenditures wilt signilicantly increase
budget deficit whereas GDP has negative long run relationship with budget deficit
{higher level of GDP will reduce budget deficit in the long run) and democracy can help
to reduce budget deticit as it lack democracy has positive relationship with budget deficit

but it coefticient is statistically insignificant.
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Ramzan er al., (2013) investigate the impact of budget dcticit on economic growth in
Pakistan. The study uses data for time period 1980 to 2010. In their analysis. they apply
OLS regression analysis and Pearson Correlation test and descriptive analysis. The resulls
shows positive relationship between budget deficit and economic growth while negative

rclationship between inflation and GDP.

Ahmad (2013) analyzes the relationship between economic growth and budvet
deficit. The study uses annual time series data from 1971 to 2007 for Pakislun. The study
check unit root through Augmented Dickey Fuller test. Their analysis is based on
Granger causahity test and ordinary least square test. The study conclusion based on
eranger causality test is that there exist bi directional causality between budget deficit and
arowth. The results based on OLS estimation shows insignificant relationship between
budget deficit and cconomic growth. The study support Recardian hypothesis ol neut al

relationship between the two variables budget deficit and economic growth.

Yar ef al., (2013) analyze the impact of privatization on fiscal balance of Pakistan.
The siudy compares subsidies as expenditures before and alter privatization. sales
proceeds of state own enterprises and taxes as revenues. Analysis of the study is based on
graphical representation, The result indicates that Pakis an docs not attain the objective 1o

reduce budget deficit through privatization.

Ralieem ef al.. (2014) evaluate and compare different economic indicators such as
budgel deficit, debt servicing, exchange range, trade balance, worker’s remittances. and
currency depreciation during mihitary and democratic regime. The study obtained data

from Swate Bank of Pakistan for the period 1989 to 2005. Their estimation is bascd on I'-
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test. T-test and Z-test. The study concludes that military government docs not contribute

anv improvement in key economic variables including hudget deficit for Pakistan.

Yousat & Al (2014) analyze the impact of budget deficit. zovernment
expenditure, exchange rate. remittance and uncmployment on poverty in Pakistan. The
study applies ordinary least square approach for the period 1980-2011. The results show
negative relationship between budget deficit, remittance and government expenditures
with poverty whercas unemployment and exchange rate have positive relationship with

poverty.

2.44 Summary of literature review

Literature review reveals that a large number of studies have been conducted on
budget deficit. However there are relatively less studies on the {actors determining budget
deficit. Existing studies mostly focus on the adverse etfect of budget deficit on different
macro economic variables like GDP, interest rate, unemployment. level ol employm, ni
ele. wide range of previews studies also done on two way causation. granger causality
and budget deticit financing. Our study aims to find the impact of structural Tactors on
budget deticit experienced in Pakistan over time and we wish to suggest important policy

recommendations based on our [inding.
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Chapter 3

Model, Methodology and Data

3.1 Theoretical Framework and Model Specification

There are some structural factors that affect government budget deficit. These factors are
more or less constant as economic characteristics of countries do not change in the short
run {Morrison, 1982). Structural factors are determined by the type of economy and its

relationship with external economies (Kosimbei. 2009).

The important structural lactors may include the following:

I. Level of economic development

[

. Growth of government revenues
3. Nature of government. democratic or authoritative/military led regimc

4. Government control over expenditures

h

. Extent of government participation in economy/size of public sector

0. Instability of government revenues

~

. Instability of government expenditures

Developing couniries face difficulties in reducing budget deficit due to the
presence of such structural factors. The most effective way to reduce budget deficit is (o
promote economic growth/development. High level of economic growth/development is
an important determinant ol budget deficit as it is assoriated with efficient tax |'C\-'cnue.‘lf

growlh rate increases. then tax revenues will increase as inbuilt mechanism and without

any increase in iax rate or change in taxation structure. In this case, there would be no
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need to reduce government development expenditures. Increasing growth rate is more
etfective and safe way to curtail government budget deficit.

Growth of government revenues is also a structural determinant of budget deficit.
Government generates revenues from both tax and non-tax sources. however farge
proportion of revenues are derived from taxes. The proportion of indirect taxes in
Pakistan is large as comparcd to direct taxes. Put differently. the proportion of population
paying taxes on their income and wealth is low due to existence of large informal sector
that docs not pay taxes. On the other hand it 1s also not casy to increase lux wfes because
they are already so high. As a result of such difficulties. government gets low lax
collection and this causes persistent deficits. Hence government resorts (o borrowing
from different sources to finance deficit. High deficit ‘would be substantially reduced by
designing cffective policies that would increase tax revenues or nnprove revenue
collection'. Government policies 1o reduce budget deficit through effectise tax policies
will not succeed until they do go hand in hand with effective measures to reduce public
spending.

Growths as well as stability of government revenues are imporiani o1 iscal
policy and development planning. In case of instability of revenues, the govermnent laces
dilficulties to fulfill its development plans. Obviously Governments with high growth of
revenues do not need to wrong about deficit financing; the problem is there in countrics
have slow growth rate of revenucs. Instability in government revenues is also associated
with the openness of cconomy. Fluctuations in export and import prices lead to

fluctuations in the tax revenues from these sources. Thercfore taxes on international trade

‘Dsoro, N.E {1997). Public spending, taxation and deficits.

34



cannot be relied upon to finance government spending. Pakistan heavily relics on export
of primary products where prices of these products are volatile in the world market. A fall
in prices of these product prices in world market automatically leads to reduced export
carnings. Instability in revenues also results into lowering of usuval consumption and
investment budget of the government which in turn reduces the ievel of economic growth
and increases budget deficit. Hence, Instability of revenues generates instability in
government expenditures (Lim, 1980), which in turn reduces economie growth and leads
(o increase budget dehcit.

Inadequate government control over expenditure is cited as a major source ol
hudget deficit (Mwega and Killick, 1990). Government faces difficulty to control two
types of expenditures. First are recurrent expenditures such as salaries of public sector
emplovees and second is huge debt servicing cost. Naturally, these expenditures are
difficult to cut’. Due to Lack of discipline in executicn and allocation ol expenditures.
budget ceiling set by the government often, gets violated. Moreover. due to price
variations. actual expenditures are some time more than budget estimates. In Pakistan.
there are many departments involved in budgeting process and due to nadequate co-
ordination among the concerned departments, expenditurcs tracking become wvery
ditficult. Government control over expenditure is therefore an imporant structuradl
determinant ot budget deficit.

Extent of government participation in the economy is another important struciural

faclor as government has to participates. directly or indircctly. in the economy te provide

‘Mwega, F M., & Killick, T. {199Q). Monetary policy in Kenya, 1967-88.
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basic infrastructure. defence and other public goods and services. [n somu cases. 1t has
created stale owned enterprises to produce industrial and agricultural goods. Furthermore.
it can influence private production through subsidies, laxes or other regulatory tools.
High level of government participation increases spending pressure to provide subsidics.
tax exemptions and transters to public enterpriscs. Larger government size requires more
resources o provide public services and finance the relevant operations. Government
expenditure decisions are also influenced by political pressures. The quality of budgetary
institutions also affects the outcome of fiscal balance. If they spend more on inelhcient
projects. it puts adverse effect on budget deficit.

The nature ot government; democratic or authoritative/military led rogimes also
determines and reflects the nature of economic policies. The size ol liscal defteit is
different in these two regimes. Pakistan economy experienced its first ever budget surplus
in history during the military government of Generat Ayub Khan. Generally. it is stated
that millary government contribute more for shinning economy and jocus more on
macro-gconomic stability and reduction of budget deficil then democratic regime. 1t may
be due to the fact that IMF and World Bank help more with these military governments,
3.2 Empirical Model

We follow the model developed by Morrison (1982). The structural determinants

of budget deficit may be written in functional form as:

BD = F (GDPP, GREV, GPART, LCONT, NATR, BD(—=1)) ceuveveeeernne.. (3.1)

The brict explanation is as under:

BD: This represents annual budget deficit as a ratio of GDP
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GDPP: The symbol shows growth of GDP per capita which is used as proxy for the level

ol economic development.

GREV: This represents the growth rate of government revenue.

GPART: The symbol shows extent of government participation in the economy for
which we use total government expenditure as proxy and measure it as growth rate of’

total government expenditures,

LCONT: This represents government control over expenditures. We construct a4 proxy

index for government control over expenditures. It is measured as the ratio of

IRS_exp

government expenditure instability to government revenue instability: C, = —

NATR: the symbol shows nature of government, democratic or military-led for which we
use dummy variable taking values of 0 during the periods of military-led governments

and | eisewhere.

BD(—1): it shows the lagged budget deficit since the previous budgetary position can

affect the current considerations.
The lunction may be written in linear form as:

BD; = Bo + BIGDPPI + BzGRe'Ut + [33GPartt + Bq.COTlfr + BEBDL‘-—1 + BsNatr, + &

The rationale behind choosing these variables and their economic relationship with

hudget deficit is explained below:



Es

The relationship between budget deficit and level of economic devclopment is
negative as suggested by theory (Morrison 1982) and common wisdom. High level of
economic development leads to increase overall governmenl revenues cven it the tax
ratcs are kept constant. This reduces budget deficit overtime without puiting any adverse
impact on the economy. There is two-way causality between budgcet deticit and level of
cconomic development as supported by previous empirical literature c.g high level of
economic development leads to reduce budget deficit (Morrison 1982) while higher
budget delicit results in reduction of GDP through crowing out eftect. [ncrease in budget
deticit is likely to increase real interest rate {due to borrowing) which in turn reduces the
real investment and hence reduces economic growth (Fatima et al. 2012)

Developing economies face difficulties in curtailing their budget deficit mainly
duc w these three reasens:

(1) Spending pressure  {ii)  Low private savings (ii1)  Low tax revenucs

Governments in developing countries have to spend more in the social sector and
infrastructure development due to the strong pressure from the general public and from
within the parliament. Likewise, there is a positive relationship between privale suvings
and economic development. More private saving will result into more investment. capital
formation and high economic growth. However, the rate of private saving is very low in
developing countries and so the responsibility of accelerating the process ol growth lies
mainly on the government. However, financing for economic growth is a serious problem
in developing countries. Pakistan, like other developiny countries. also faces the problem
of low tax revenues due problems in the taxation structure and corruption in the

collection svstem. As such. these countries have to rely on deficit linancing or bank
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borrowing/money creation that in turn leads to inflation. A high level of c¢cconomic
development reduces inflation if the taxation system is stable. and works as automatic
stabilizer to increasc real revenues and decrease expenditures in real terms.

« Economic theory suggests that budgel deficit is negatively affected by growth of
government revenues. As revenues are the components of budget constraint so
any change in revenues will lead to change budget deticit. Increase in government
revenues  either elevates government spending or reduces bhudgel deficit.
Economies with low growth of government revenues need more reliance on
deficit financing than the economies with high growth of revenues. As with low
growth of revenues. government expenditurcs that are politically such as
provision of water. education and infrastructure development cte have to be
fuifilled by deticit hinancing,.

»  Degree of governmcent participation in the economy is structural lactor because
government intervention in the economy is difticult o cut or reversed. Economic
relationship belween budget deficit and extent ot government participation in the
economy would be positive as high degree of government participution in the
economy leads to greater spending pressure an? hence larger budget deficit. This
relationship is also supported by the work of Morrison (1982). There exists two-
wuy causation between government spending and budget deficit. Persistent and
high growth of government spending leads to high budget deficit. The wax price
for public goods reduced by deficit financing increases the demand tor public
goods and services. This further increases spending and increascs budget delicit

(Osoro. 1997). Increase in budget deficit increases spending because it reduces
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perceived price ot public goods and tax payers (citizens) increase their demand
for public goods. which will result into increased spending (Bachanan& Wagner.
1977},

» Government control over expenditures through sound financial management will
lead a steady growth in expenditures parallel to growth ot GDP that will reduce
budget deficit in years of upward fluctuations in revenue {Morrison. 1982).
Inadequate management/ lack of government control over expenditure is one ol
the major problems of fiscal system. Difficulty 1s arising mainly on two
components of public spending. First are recurrent expenditures such as salaries
of public service and second is expenditure on debt servicing. Both of these
spendings are difficult to cut down and control (Mwega & killick. 1993), The
relationship between budget deficit and lack of' government control over
expenditure is expected to be positive. [nadequite expenditure control will lead 1o
increase in budget deficit.

¢ There are dilferences in preferences of civilian and military governments. Civilian
gsovernments have to respond mostly to the demands of the public representatives,
While military government focus more on macro-ceconomic stability and control
over budget deficit. So, they both have different impact on budget deticit, We

expect that military governments are more prone to reduction of budget deficit.

3.3 Extended Empirical Model

Beside these structural factors there are some economic or control variables that

may affect budget deficit. So we include Debt servicing. inflation and trade openness



in our model. The structural as well as economic determinants of budget deficit may

be written in the generalized functional form as under:

BD = F(GDPP, GREV, GPART, LCONT,NATR,BD{~1), DSER, INFL, U~ £N) ... 3.3

The control variables we use addittonally in over model are explained below:

DSer: this symbol shows srowth rate of debt servicing on internal and external debt.

lntl: this represent inflation rate tor which we use growth rate of money supply as proxy.
Broad money m2 is used in our estimation which is equal to m1 plus time deposits plus

resident’s forcign currency deposits.

Open: This symbol stands for trade openness (growth rate of sum ol import payments

and exports receipts)

[he finction may be wrilten in linear form as:

BeNatr, + B;DServ, + Bginfl, + BoOpen, + & covvevvnrnnnniain. Cerene 3.4)

Fconomic relationship of these control variahles with budget deficit are explaned
below:

- High level of government debt results in huge debt servicing and problems in the
ability to repay debt lead to higher budget deficit. Debt service payments will
merease overall povernment expenditures. That in turn inerease buadget delicit.
Etfect of Debt servicing on budget deticit is expected 1o be positive.

- We use money supply as proxy for inflation. The rationale behind using this

proxy is that inflation is the major tactor affecting government expenditures and



budget deficit. Money creation is an easy and readily available source to Inance
sovernment spending mostly in developing countries because these countries
have ineffective tax structure or they are unable 1o collect adequate revenues from
laxes. 1owever. this increase in money supply will increasc the demand lor public
eoods and services and hence the price level goes up (inflation get started). In this
situation government expenditures increases more rapidly than its revenues.
Nominal revenues remain fixed in short run but in long run real revenues tall due
to inflation. Government expenditure commitments arc mostly in real term price
level increases will lead to increase nominal expenditures. Stll if long run
government cxpenditures are match with its revenues then lag in collection of
revenues creation (slow adjustment of government revenues with respect o price
changes) creates budget deficit due to inflation. Both of these are cuuse and eltect
of cach other.

lrade openness captures the effect of external shocks of a country und also lower
revenues. External shocks can cause fiscal instability and aftect fiscal balance
adversely in poor countries. Higher external Jhocks can slow down ccononne
activities that reduce GDP and level of economic development. which in turns
atfect budget deficit. High degree of trade openness results in large budget deficil,
Trade openness also has negative impact on budgcet deficit as it impacts enhance
ceonomic  growth through total tactor productivity and accelerale revenue
peneration process. Thus the relationship between trade openness and budget
delicit is ambiguous, In the study of Combes and Saadi-Sedik (2006) tradc

openness had positive impact on budget deticit through several channels such as
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corruption, income inequality etc. while in the study of Adedeji and Williams
{2007) trade openness had positive impact on fiscal balance through its impact on
TFC that outweigh the negative impact of external exposure.

We also analyze the effect of instability of government expenditure and revenues on

budget deficit by further modification in the model.

BD, = ¢+ 1GDPP, + B,GRev, + BsGPart, - B;BD,_, + BgNatr, +

B,ins — rev, + Bgins — exp; + BgDServ, + Bioinfl, + B, 0pen, + &

Ins-rev: the symbol represents instability of government revenues

Ins-exp: this symbol shows instability of government expenditures
« Instability of government revenues and expenditures both are positively associated
with budget deficit. Expenditure instability and revenue instability are also positively
associated with each other. According to Lim David (1983) government revenue
instability is the main cause of expenditure instability. Government revenue
instability leads to instable government expenditures and both of these instabilities
lead to instable government consumption and investment expenditures and hence
reduce the level economic development (GDP) on one hand and increase budget

deficit on the other.

3.4 Variables Construction

This scclion explains and describes the variables used in the study.
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3.4.1 Dependent Variable

Firstly. in our analysis we will concentrate on main budgetary variables. Ditlerent fis-al
budgetary measures are used in existing literature. These mcasures consist ot deht and
deficits. Gross or net debt measure has been used as broader perspective ol government
activities than budget deficit (De Haan and Sturm, 1997). However, government defines
its annual budget in tflow terms such as deficit rather than stock term. like debt. Policy
makers focus on tlow variables rather than stock variables because stock variables {such
as wealth. outstanding debt, exchange rates) are outside the government control and it is
harder to target them. So, in our analysis we will use flow variable or the budget delicit
as our dependent variable. The budget deficit is defined as total government expendilure

over and above the available revenues in a given year. 1t is taken as the ratio ol GDP,

We deseribe budgert deficit as follows: Budget deficit = | Total government expenditures
(development expenditures + current expenditures) — Total revenues (lax revenue +

nontax rcevenue)|
3.2.1  lkxplanatory Variables
Explanatory variables we include in our model are following:

1)  Growth of GDP per capita is used as proxy for level of economic growth and
development. GDP per capita is better measure of cconomic development as it
summarizes a wide range of economic information and it is used as simplc proxy
lor social and economic welfare. The positive and significant relationship between
GDP per capita and speed of development is evident from existing literaturce

(Madhavi - 2014).
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Growth of Government revenues is taken as growth of overall goveinment revenues
which include both tax and non-tax revenucs.

Fxtent of government participation in the economy is measurcd us sive ol
sovermment or overall government expenditures net of debt servicing.

We construct a proxy variable to represent government control over expenditures
{L.Cont). The variable chosen is ratio of government expenditures instability to
government revenue instability (Morrison, 1982).

ins — exp
Cont, = ——————
ns —rev

[nstability of government expenditures and revenues are calculated by GARCII
method. The stochastic variable/ error term (e;) is included as usual. which is
assumed to be distributed with zero mean and constant variance,
Nawure of government democratic or military-led regime is included in terms of
dummies. Value { is used for military regime and value | for demociztic regime.
Lebt servicing includes the principle amount and interest payment of outstanding
debt that the country has to pay back.
Growth rate of money supply is used as proxy for inflation. We use broad money
supply m2 as m2 is 2.5 times less volatile than ml for Pukistan economy
(Chaudhary and Khan 1997). M2 is the sum of m1 plus time deposits plus forcign
resident’s currency deposits.
trade openness is simply the growth rate of trade. Trade is sum ol cxports and
INpOrts.
Lagged dependent variable is used for past budget deficit. As large budget deticit,

in the past may induce the government to incur (o continue the trend. Budgetary
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inertia may also be the cause of budget deficit as past {iscal decisions can affect the

decisions of current public finances,

3.3 Measare of Instability

We need to calculate instability of government revenues and expenditures in order to
formulate the variable “government control over expenditure™. In empirical studies. there
are 1wo Lypes of techniques commonly used to measure instability. These ure ex-ant and
ex-post techniques. The ex-ant; technique is used in survey data while ex post technique

is used in historical time series data — see [.ensink and Bo (1999)

Ex post technique measure of instability is calculated through following ways:

1] Normal statistical variance or standard deviation
11} Variance or standard deviation of error term
1i1) Conditional variance through GARCH method
V) Variance from Brownian motion

We will measure the instability of government expenditures and revenucs {1im
(eneralized Autoregressive Conditional Heteroscedasticity (GARCH) method as this
technique is most famous to measure instability. Finally. we construct the variubie
“lack of government control over expenditures™ by taking the ratio of the (wo

instabilities.

GARCH model is first developed by Bollerslev (1986).JARCH Model is written as:

of = a+ aef + o},



Wherea> 0,a >0, >0, and o+ § <1, so that our next pcriod forecast of variance is a
blend of our last period {orecast and last period’s squared return. So the conditional
varianee at time t1s the weighted sum of past squared residuals and the weights decrease

as we go further back in time,

After fitting the conditional variance process we may know of and ef. And this allows us

. - . . . e \ .
to obtain the final standardized residuals series Z, where as Z, = = . So Z, is our
a

instability variable. And we construct Government control over expenditure by dividing

instability of government expenditures and instability of government revenues.

3.4 The Methodology

Most of the empirical studies use ordinary least square (OLS) estimation |Ebeke and
Elrhard (2012), Alesina and Ardagna (2010), Lim (1983}, Morrison (1982). Tiwart and
Kumar (2011). Joseph (2008} and Ahmad (2013)] and causality test |Keho (2010),
Vieira (2000), De Haan and Zelhorst (1990), Edame and Okoi (2015). Devapriva and
lchihashi (2012). Kuncoro (2011), Kostmbei (2009). Lozano (2008). Metin (1998). Osoro
(1997). Hondroyiannis and Papapetron (1997) Anwar and Ahmed (2012) . Subhant e/ af..
(2012} and Siddiqi and [lyas (2011)] in their estimation. However our mode} faces the
problem of endogeneity as government expenditures and revenues are components of
budget deficit, In case of other explanatory variables of thc model. such as economic
development (GDPP). 1nflation and government spending, also have ondogencity
problem as there exist bidirectional causalities between these variables and budget deficit.
[Further, as our analysis is based on time series data, theretore there is a chance ol

potential problem of autocorrclation. In the presence of these prohlems. OLS givcs
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inconsistent and biased estimates. To handle these problems. we will use GMM

technique.

GMM s efficient technique as it encompasses all properties of ordinary least
square {OLS), maximum likelihood and non-linear least square. GMM approach derives
estimators from moment conditions. In GMM technique moment conditions are motc
than parameters. In order to gain efficiency, GMM technique not only handles the
problem of endogeneity but also provides heteroskedasticity and  uautocorrelation
consistent standard errors. According to Hansen (1982), GMM gives consistent results
under weak distributional assumption as it allows extra moment conditions to solve the
problem of heteroskedasticity and serial correlation. We control the problem of
endogeneity by using internal instruments by using lag values of the explanatory

variables,

3.5 The Data

We will use annual time series data over the period of 1972-2014 for Pakistan, Data on
main explanatory variables, namely extent of government participation in the economy
measurcd as overall government expenditures and government revenues are collected
from Pakistan economic survey. The data on our primary variable “budget delicit”™ is
derived by subtracting povernment revenues from total government expenditures. We
transtorm budget deficit as ratio of GDP. The data on debt servicing on internal and
external debt is collected trom Pakistan economic survey. We get the data on broad
money m2 which is used as proxy for inflation and extracted from WDI. The data on
imports and exports are extracted from WDI and we transformed it to trade openness by
simply adding them. The data on per capita GDP is also collected from WDL. We include

i8



1y

the naturc of government, democratic or military led regime; as onc of the important
determinants of budget deficit in Pakistan. We use dummies for this qualitative variable
which lakes value 17 for democratic regime and ~0” lor military led regime. To
calculate government revenue instability and government expenditure instability. we use
method of Generalized Autoregressive Conditional Heteroscedasticity (GARCH). The
variable lack of government control over expenditure is constructed by dividing

expenditure mnstability to revenue instability.
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is significant at 5% level. A one percent increase in the growth rate of GDP per capita
income. the budget deficit is likely to be reduced by 0.0756%. The rationalc is simple to
comprehend. With high level of economic development. government revenues are likely
to ncrease endogenously. due to cxpansionary tax base but without any recourse 1o
merease the tax rates. This 1s because the wages and profits in the economy will increasc
and povernment will be in a position to collect more revenues in form of higher personal
income taxes. more valuc-added taxes and more corporate taxes, and thereby reduce the
budget deticit. Thus. striving to push lorward the level of economic growth and
development is the safest way to reduce budget deficit. without any need lor increasing
taxes or reducing government development expenditures.

This relationship is consistent with theory as well as with the cmpirical findings
ol Motrison, (1982), Anwar and Ahmad (2012), Roubini and Sach (1989). Woo (2003)
and Adedeji and Williams (2007) {positive significant relationship with budget surplu ),
Comes and Saadi-Sadik (2006).and Sirengo (2008). i.e. negative relationship between
budget deficit and economic development.
«  Growth of Government Revenues {G. Rev)
Growth of government revenues shows the expected negative impact on budect delicit.
The cociticient concerned is significant at 1% level. Budpet deficit decreascs in response
to increase in government revenues such that 1% increase in government revenucs
reduces budget deficit by 0.10%. Government revenues could be increased through
improvement in tax structure, The significant and negative relationship between buduet
delicit and government revenues is also supported by the studies such as Morrison. (1982)

and Onyango and Ochieng. (2013).



» Extent of Government Participation in the Economy (G. Part)

Extent of government participation in the economy has the expecled positive impact on
budget deticit in Pakistan. Increase in the degree of government participation in the
cconomy increase budget deficit. Since the size of government 1s positively relaled to
governiment participation in the economy. we have used the ratio of government spending
to GDP as proxy for government participation in the economic affairs. The results show
that one percent increasc in government participation is likely to increase the budget
deficit by 0.1170%. The coetticient is significant at 1 % level. Our results are similar w
the tinding of Morrison (1982). Anwar and Ahmad (2012), and Onyango and Ochieng.
(2013). t.e. high level of government size and huge government administrative
expenditures significantly incrcase budget deficit.

As discussed above. the developing countries have to thce more public pressure
for the provision of a wide range of public goods and services, particularly the provision
of nceessary infrastructure and spending in the social sector: health and education. In this
situation, it is diflicult tor the government to cut down its expenditures and control the
budget deticit. Government needs finances to provide public goods in form ol education.
infrastructure etc. However, if the size of the government is too large, then the scarce
resources have to be transferred from directly productive avenues 1o relatively less
ctficient social sectors and thereby to compromise on economic growth, Another reason
1s that large (sized) governments also have 1o control 0. other cconomic variables such as
prices and interest rate. H the objective is to control prices and interest rates. this can be
madc leasible by provision of subsidies on essential items (fiscal measure) and fowering

ol Interest rates to promote private investment (monetary measure). Obviously. the extra
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cxpenditure has to be borne by the government and :he budget deficit mercases, Sull
another prominent rcason for persistence in the budget deficit of Pakistan is liability
borne by the government in case of public sector corporations (like WAPDA. Railway
and the Steel Mills). which are not profitablc, rather always suffering losses.

Government participation in the economy is a structural factor. .o, il government
intervention in the economy is high {eading to high spending,. then it is ditiicult to reverse
the line of action. The general public considers the provision of public goods and serviees
in general, and provision of subsidies on certain items in particular, as their political
right. The citizens depend heavily on the government to provide every lacility to them
and the political opposition exploits this trend. Hence the governments ol developing
countries lace difficultics to control -their expenditurcs and that will result into cver
expanding budget deficit.

» Luageed Value of Budget Deficit (BD )

The coefticient of the lagged budget deficit has the expected positive relutonship swith
the current-year deficit, The significant and positive relationship implies high degree of
persistence of fiscal deficit. This also implies that current fiscal deficit is determined by
previous budget deficit. We imcluded this variable in the model as an indicator of
precedence or past cxperience. Budget deficit is dynamic in nature since i carries the
repercussions from the previous periods and allows only slow adjustments over time. | iie
lagged dependent variable is also used to control for serial corrclation (Durbin-Watson &
Drukker 2003). The coefficient of lagged budget deficit is positive and significant at 1%
level. having a value o 0.9066. This means that 90.66% ol budyget deficit will continue 10

operate in the next period. A positive and significant relationship of the pust experience
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with the current status of budgct deficit is also found in the study by Roubinié Sachs
{1989) and Adedeji and Williams (2007)

s Nature of Government; Democratic or Authoritative- (Natr)

Pakistan has cxperienced scveral phases of dcmocratic and military-led regimes and the
behavior as well as governance styles have been starkly different. We have used dummics
for the nature of government, taking the value “17for democratic regime and “07for
militarv-led regime. Budget deficit was expected to be high in democratic regimes and
fow in military-led regime. However and interestingly enough. the impact of difference in
regime on budget deficit is insignificant. [t means that the nature of government. whether
democratic or authoritative, does not attect significantly budget deficit in *akistan. The
result is also supported by the finding of Raheem er «f.. (2014). Anwuar und Ahmad
(2012). who develop a variable polity to represent level of democracy and their result is
also statistically insignificant. Woo (2003) also finds insignificant eltect ol regime
change on budget delicit for developing countries. The budget in Pakistan remained
persistently in delieit during both military and democratic regimes. The muin
responsibility of military government is to provide defence and safcty to the boundaries
of a country. 1t is not responsible and efficient in solution of political matiers. Altering
the nature of governments did not give any benefit to the general public and to the
exchequer in reducing budget deficit. This is the misfortune of Pakistan that none of the
two forms of governments could change the economic or social condition ol the country.
In Pakistan. the problem of budget deficit during military and democratic regime
remained awkward.

» Fiscal Discipline/ Coantrol over Expenditure (Control)
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Lack of Government control over expenditure is cxpected to be positively related to
budgel deficit. Although. sign of the coefticient 15 positive bul it 15 statistically
msignificant, Thus we have tried io revise the model by adding some other important
structural factors as well as by deleting others.
4.2 The Moditied Model
In the ulternative specification, we suggest to include some important control variables
that have been adversely affecting the budgetary position ol Pakistan since iong. These
variables have assumed the status of structural factors overtime somchow since the
picture remains persistent. The variables in question are debt servicing (DSER;) and
inflution (inf,). Debt servicing on external and interal debt absorbs a luree fractuion ol
our scarce resources (about 30-40%) and the government is leit with no alteenative but to
run deficit budget and rcly on further borrowing for financing. Although. it is part of
overall budget (expenditure) but its solitary impact on budget deficit can be scen easily.
Likewise. inflation is a persistent problem in Pakistan and there are numcerous
reasons responsible for its continuity. The most serious being bank borrowing by the
government or exira money creation to finance budget deficit, every year. Like the
houscholds and other economic agents, the expenditure of the government is also allected
in nominat terms due to inflation. In contrast, governmi=nt revenues may not increase due
o inllation with that speed. Thus. inflation 1s likely to affect budger delicit positivels. We
have also Included another conditioning variable, namely the trade  openness

(Openness,) in the model. The results of equation 3.5 arc shown in Tahle 4.2 below.
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« Fiseal Discipline/ Control Over Expenditures (Control)

[nterestingly cnough. government control over expenditure has now the expected positive
relationship with budget deficit and it is significant at 3% level. 1l the vovernment
exercised less control over its expenditures, the serious would be the case ol budget
deticit. The result is supported by theory as also through common wisdom. I government
exercises more control over its expenditures through proper financial management, then
this will keep the expenditure in the desired steady state and will result into reduction i
budget deficit with the passage of time. An increasc in the lack of government control
over expenditure by 1% will result into 0.00302% increase in budget deficit. The result is
also supported by the finding of Morrison (1982). The lack of government control over
expenditure is not necessarily duc to government inctficiency in coivolling ity
expenditures. Other factors like inflation and instability in revenues collection as well us
corruption are equally responsible for high budget deficit.

«  Debt Servicing (DSery)

The coctlicient ol debt servicing has the expected positive sign and signtlicant impact on
budget delicil. Debt service is the component of government budget that does not provide
any benelit 1o the economy in the current period. Increasc in debl service reduces
cconomic growth as more resources are allocated for the purpose oul ot the existing
revenues. Obviously. the government will have to compromise on its spending (or
development or will continue to run budget deficit. which in turn will be fnanced
through lurther borrowing and/or money creation. Aprother reason of increasing budget
deficit is that the government is obliged to repay the debt and escape default. 1f debt

servicing increases over Ume. then raising more funds trom donor countrics become
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difticult since they demand higher interest payments due to higher risk that would further
increases budget deficit. One percent increasc in deb* servicing would increase budget
deticit by 0.026%. Our result is supported by the theory and also by the findings of other
researchers like Roubini& Sachs (1989} and Onvango. Ochieng (2013 and Joseph
Sirengo {2008). According to some researchers, the financing of budget deficit through
creation of money today will make burden of debt scrvicing easier in the {uture. This s
because debt servicing would be included in the expenditures nexi year that will put
pressure on fiscal authority and budget deficit will inercase resultantly (Saciis and Laraim
1993 ).

+ Inflation (Infl)

As explained above. we have used the growth rate of money supply as proxy for the rate
ol utlation. The coefticient of inflation has the expected positive sign und signiticant
relationship with the budget deficit, It is significant at 5% level. [ncrease in inflation
1% will increase the budget deficit by 0.056%. Inflation increases budget detieit due to
lags in tax revenue collection while expenditures move in parallel with mflation. The
usual practice to linance budget deficit is by bank borrowing or new money creation,
which further mcreases inflation in the next periods. Duc to political pressure. the
monetary  authorities or the central banks in developing countries are not {ully
autenomous. [t debt financing of budget deficit puts upward pressure on interest rate.
then the central banks are lorced to finance the same by money creation (o stabilize
wmterest rate. With monetary expansion and resulting imflation. both the nominal revenues
and expenditures are likely to increase. However, nflation reduces the real value ol

revenues due to lags in tax collection, which further increases budget detficit. This etfeet



is also known as Olivera-Tanzi effect (Solomon & Wet 2004). Our results are also
supported by the findings of Aghevli, B. B.. & Khan. M. S, (1977) and lieller. P. S,
(19803, In the study of Woo. I, (2003) inflation is significantly negatively related with
budget surplus only for developing countrics.

¢« Trade Openness (Open)

We have included trade openncss as a control variable in the model. it 1s wiven by the
ratio of volume of trade to GDP, whereas the volume of trade is the sum of exports and
imports. Since Pakistan 1s cxperiencing deficit in the balance of trade since long.
therelore the coefficient has the expected positive relationship with budget deticil
however insignificant. Thus, the trade openness does not exert any signillcant unpact on
the budget deficit. [nsignificant positive relationship is aiso found in the study of Woo
(20037, Trade openness 1s mainly considered as exogenous variable as our oxport prices
arc determined in world market and our imports are mainly manufacturing products

imported from industrialized economies so they do not put any impact on budget deticit.

4.3 Furiher Modifications

In view ot the above. we modify our model further by deleting all the msiguificunt
variables so that stability and robustness i1s ensured. To be specitic, we drop nature ot the
vovermment’ and “trade openness’. Another modification is that we drop the structural
variable “lack of government control over expenditure’ and instcad we add ils
componentis. the “instability of government revenues’ and instability ol government
expenditures”. All other variables will remain intact. 1Towever. before runaing the Linal
regression. we have computed the correlation among the explanatory variables so as

cscape any inconsistency in the resuits. The two variables. namely, the instability of
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4.3.1 Analysis of Results — The Final Modified Model

As discussed above, we dropped two variables, namely nature of government and trade
openness, being nsignificant. Likewise, we substitute the variable “lack ol government
control over expenditure’ by “mstability of government revenues™ and instability of
government expenditures™ one after the other. All other explanatory variables such s
level ol economic development (GDPP,). growth of government revenues (G.Rev,).
extent of government participation in the economy(Ext. G. ). mflaton {infl.). debt
servicing (DServ,). and {(BD,_;) have the same expected signs and significance level as
discussed earlier under the moditied model (section 4.2.1). The magnitudes of relevant
coetlicients are also more or less the same. The impact of two newly introduccd
variables. which replaced the “lack of govt. control over expenditures™ iy discussed

below.

+ Instability of government revenues

[nstability of government revenues has the expected positive relationship with budget
defici. The coefticient is significant at 5% level. Budget deficit increases in response to
increase in instability of government revenues such that onc percent increase in the
mstability of incrcases budget deficit by 0.00082%. Instability in governmenl revenucs is
often high in case of developing countrics. It weakens the ability of government 1o
provide public goods and services efficiently. Revenuc instability leads 10 instability in
public consumption and investment thereby resulting into overall reduction in economic
growth, Instability of revenue is due to low growth rate or low GDP per capita. high

output variance (high instability in GDP) and inflation. Duc to these factors, instability in
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minute. Therefore, the original variable, i.e. Lack of government control over
expenditures secms to be more appropriate.

We have run the regression ofice again using the variable lack o governmoent
control over expenditure and the resuits are shown in Tablc 4.3 above in comparative

lormat.

Staiger and Stock (1997) suggest that the F-statistics for instrumental variables
significance. F statistic is used for jointly significant of instruments. And high value ol

statistic is preterable.

Rule of thumb: the F-statistic for (joint) stgnificance of the instrument(s) in the first-stage
shouid exceed 10. And in all cases our F statistic is greater than 10 which means that our

instruments are jointly significant

Hansen's J statistic, 1s used to determine the validity of the over identifying restrictions in
a GMM model. The test can ONLY be run if the mode! is over identified. i.e. it we have
more cxcluded instruments than potentially endogenous variables. Our finding shows

zero | statistics because our model is exactly specified.
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Chapter S

Conclusions and Policy Implications

5.1 Summary of Research

The study is intended to analyze the structural factors ol budget deficit in Pakistan. lor
this purpose, we follow the regression model developed by Morrisen 1982, Ilis model is
for developing countries whereas we implement it for Pakistan. We take the data from
1972 10 2014 from various sources such as WDI, economic survey of Pakistan and hand
book of Pakistan economy. We take our dependent variable budget deficit as ratio of
GDP whereas level of cconomic growth and development, growth of government
revenues, extent of government participation in the economy, government control over
expenditures and instability ot government expenditures and revenues are considered as
the main stroctural tactors of budget deficit. Other control variables considered in the
study are debt servicing. inflation and trade openness. In addition to this we use dummy
variable for nature of government democratic or military led regime and capture the

impact of both regimes on budget deficit.

Most of the researches on budget deficit only concentrated on seiccted mac o-
economic variables but this study goes further to describe the structural factors of budget
deticit in Pakistan, also explain budget deficit during different regimes and also considers
important determinants of budget deficit such as debt servicing. trade openness and
inllation as control variables. Our study focuses both on revenue and spending side of the

budgel.
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[Factors responsible for aggravating budget deficit in Pakistan are identified as Jow level
of cconomic development. high degree of government participation in the cconomy. low
growth ol” government revenues, lack of government control over expendiwure and

instable government expenditures and revenues.

5.2 Main {indings and Conclusions

We apply GMM estimation technique due 1o endogeneity problem and use lagged values
ot explanatory variables as instruments. The study concludes that structural factors hase
significant eftect on budget deficit in Pakistan during 1972 to 2014, The study concludes
that high degree of government participation in the economy and low level ol economie
prowth and development are adversely affccting budget deficit. In these circumstances
government face difficult to control budget deficit. Government with unstable revenues
and cxpenditures tends to incrcase budpet defictt but this effect is very minute i
Pakistan. Lack of government control over expenditurc or inadequate expenditure control
1s positively related with budget deficit. The more government control over its
expenditure the more will be the reduction in budget deficit. The impact ol budget deficit
during dilferent regimes seems 1o be insigniticant in case of Pakistan. Uniortunately. the
problem of persistent budget deficit remained during both military and democratic regime
and beth regimes fails to control budget deficit. Growth in government revenues is
negatively associated with budget deficil. Our resulls support the idea that high growth in
government revenues leads to reduce budget deficit. Impact of inflation on budget deficit
is positively significant. Higher the rate ol inflation higher will be buduet delicit. Deb

servicing also have significant positive mmpact on budget deficil. Increase in debt
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servicing will lead to increase in budget deficit, whereas the impact of trade openncss on

budget deficit is [ound (o be msignificant in Pakistan.

5.3 Recommendations

Fiscal balance is an important policy instrument for economic stabilization thercfore our

conclusion has itmportant policy implication for policy makers and government.

Following are the recommendations to control budget deficit in Pakistan.

-

ihere is need to have a prudent fiscal policy so as to avoid budeet delicit and
ensure that the economy is not adversely atfeete 4.

In Pakistan revenues are mostly depend on taxes so there 15 need (o improve tax
structure 10 Increase overall government revenues.

The tmpact ot debt servicing on budget deficit is positive i our study so the
governiment should reduce debt servicing from both internal and external sources
to reduce budget deficit. So, it is recommended that the government should raise
money from other sources such as improving tax base and reforming tax structure.
There 1s need to raise funds from concessional grants instead of commercial
loans.

There is significant and negative effect of GDP per capita growth on budget
deficit. So, there is need to increase personal income (income of the residents or
public} which in turns increase income tax revenue and curtailed budget deficit.
Ihe government should make policies that increase economic growith and crente
more employment opportunities to generale more government revenues and

reduce budget deficit.
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- In order to reduce budget deficit there should be need to develop such ¢conomic
policies that reduce bureaucracy or government size and hence reduce
government spending.

- [or controlling government spending there should be a secretariat that keep check
and balance on the use of government resources and monitor them accurately 10
ensure efficient use of public funds and keep all the details on spending.

- There should be diversification of goverrment revenues by establishing
innovative ways of budget financing. Such as there should be need of private
public partnership for infrastructure development and pension funds should he
utilized for development purposes. Benefits from such modes ot financing are

more than their cost and reliance on borrowing may be reduced.

Persistent fiscal deficit is common problem of developing countries but it is important for

government and policy makers to keep budget deficit in controllable limit,
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