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ABSTRACT
This study focuses on the relationships between
foreign aid, domestic saving and economic growth 1in
Pakistan between 1960 and 1988. The relationship between

foreign aid and domestic saving is extensively analysed,

and it is arqued that there 1is no direct one-to-one

measurable relationship between them because of

unquantifiable social, political, and institutional
factors. The analysis concludes that at times political
rather than economic criteria were used by donors for
giving aid, and that the failure to adequately emphasise
economic criteria was the cause of the low rate of
domestic saving in Pakistan. Statistical analysis provides
positive, but not significant co-efficients of correlation
between the current values of foreign aid and economic
growth. Analysis of the structure of GDP shows that the

major part of GDP growth consisted of expansion of
services, which included an overwhelming expansion of
‘unproductive' services, such as public administration and
defence. These activities were largely financed by foreign
ald. The study also considers the persistent balance of
payments deficit and mounting debt service obligations,

and it concludes that to maintain high rates of growth in

future calls for strenuous mobilisation of large amounts

of domestic resources for productive investment.

(i1)
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INTRODUCTION
Foreign aid 1is an issue of much actual and perhaps
even greater potential importance. This study's scope of
inquiry is mainly focused on the most timely and important
area of the topic, namely; the relationship between

foreign aid, domestic saving and economic development,

examined with the help of the data on Pakistan for the
period from 1960 to 1988. Of the wide variety of 1issues
raised 1in the aid debate since the 1950s this 1issue has
received most attention in the academic literature. One of
the core tenets of foreign aid theory, particularly as
encapsulated in the two-gap model, is that the insertion
of foreign resources via free grants, 1loans, and direct
investment into a developiné economy sets in motion a
causal chain of positive influences in the following broad

manner:
ald---> 1increase in investible resources---> increase in
domestic investment---> more rapid rate of economic
growth.

This approach received widespread endorsement both by the

donors and the recipients, and served as the basis for

practical policy decisions. The theory claimed that
in the development process of the LDCs, different sorts of
bottlenecks or gaps at different times can be relieved or
filled with external assistance. Thls sets into motion a

process that ends with a self-sustaining path of



development. Once the latter is achieved, it would allow
the recipients to repay the donors both directly and
indirectly.

Spirited and specific challenges to this approach
came from many critics, supported by a great number of
broad theoretical and empirical analyses. The theoretical
critics have attacked many aspects of the general aid
models. They have mainly emphasised the following: (i) the
separation and distinction between the gaps; (ii) whether
certain gaps constitute a binding constraint on potential
growth; and (iii) whether optimism built into the models
can be sustained. 1In addition, these critics drew the
conclusion that governments in developing countries may
relax domestic saving efforts when more foreign aid 1is
avallable than otherwise. These general points have been
pursued and extended by empirical analyses. For a large
part of the latter, the available evidence pointed to a
negative relationship between aid and domestic saving.
Hence, 1t was argued that an increase in development aid
most commonly did not result in increase in 1investment.
The evidence was largely based on cross-sectional data,

showing that there was, in addition, reason to conclude

that there was a negative relationship between aid and

economic growth.

Pakistan 1is one of the most relevant cases to study
the foreign aid and economic development relationship. The

country survived the 1950s only with the help of some



loans and massive amounts of grants from her anti-
Communist allies. However, the absolute amount of all
types o0f external assistance did not reach significant
proportions during that decade. But since 1960, Pakistan
has Dbeen one of the major recipients of the developed

countries' aid. During the period 1960 to 1988, on

average, its economy has exhibited impressive performance
in terms of GDP growth rates. The latter, however, does

not appear to be accompanied by underlying strength of the
overall economic structure. Pakistan has one of the lowest

rates of domestic saving amongst the LDCs. The chronic
unfavourable balance of trade has kept the external sector
of the country weak and vulnerable throughout the period.
The 1increased dependence on external help 1is amply
reflected in the persistent Dbalance of payments

difficulties of Pakistan. The country underwent large
scale, multilateral restructuring of official debt in the

1970s. The exercise was avoided in the 1980s with the help
of massive aid funds, and by foreign exchange in the form

of wage remittances from Pakistani nationals working

abroad.

This study attempts to analyse the existing
literature on the foreign aid and economic development
relationship. This is followed by statistical analysis to
provide some evidence on the relationship between aid,
saving and economic growth using the data for Pakistan.

Questions about these relationships are then further



considered by a closer examination of the data on foreign

aild, domestic saving, balance of payments, and economic
growth. While this study does not adopt a £full-blown
interdisciplinary approach, political and social
considerations are taken into account in the course of the
analysis. This 1is done by dividing the whole period into
several subperiods and by considering the various
dimensions of domestic saving and economic growth in each
subperiod separately. The subperiods approach allows us to
ascertain how foreign and domestic political factors
affected the various 1issues involved 1in the aid-
development relationship. It is hoped that the analysis of
the various dimensions of economic growth and domestic
saving, e.g., public and private saving, provides a deeper
insight into the problem.

This work is structurally divided into eight

chapters. The theoretical and empirical bases of the study

have been derived from three sources: scholarly texts and
articles; the publications by the Government of Pakistan;
and international publications, e.g., reports from the IMF

and the World Bank. The analysis is based on the data

which have been updated for Pakistan after the separation
of Bangladesh in 1971.

Chapter One is mainly chronological, giving
background information on Pakistan, while Chapter Two
introduces the economic theories of foreign aid and

economic development. Amongst them, the major emphasis is



on the assertions and criticism of the dual gap analyses.
The relationships between foreign aid, domestic
saving and economic growth are examined in Chapter Three,
using data on Pakistan. This is followed by analysis of
the important dimensions of domestic saving in Pakistan in
Chapter Four, which highlights the complexities of the
apparently simple view that there 1is a one-to-one
measurable relationship between foreign aid and domestic
saving. Chapter Five attempts to explain the saving

behaviour in Pakistan by considering various political,

economic and social factors. It also reveals that at least
a part of the poor performance of domestic resource
mobilisation is related to foreign aid.

Before coming to the structure of growth in Chapter
Seven, Chapter Six analyses the debt problem and the
balance of payments situation of Pakistan. It 1is then

argued 1in Chapter Seven that it 1is the appropriate

structure of growth rather than its rate which matters for
long-run sustainable growth when a country has accumulated
large stocks of debt in the development process. Finally,
Chapter Eight brings together the major threads from the
whole analysis and comes to some overall conclusion. The

study does not give full support to the views of the aid

critics, but it concludes that the evidence from Pakistan
1s not as reassuring as many advocates of foreign aid have

maintained. It is arqued that the context (political and

economic) of foreign aid matters far more than 1its



magnitude for the assertions of the aid-development theory

to be true.



CHAPTER: 1

FOREIGN AID TO PAKISTAN AND HER ECONOMIC PERFORMANCE
(Historical Overview: 1950 to 1988)

Introduction
Pakistan will complete forty five vyears as an

independent state on 14th Augqust, 1992. How and how far

economic assistance has affected Pakistan's economic
development 1is the fundamental question for this study.
Before coming to the analysis of the benefits and
effectiveness of aid, this introductory chapter mainly
proceeds in terms of the history of aid inflows to
Pakistan. It also provides an overview of economic
development up to the end of the period in this study.
The structure of this chapter is built around three
parts. Part one attempts to highlight the geopolitical

perspective of foreign aid to Pakistan. Part two provides
some details of the inflow of external assistance to
Pakistan, namely; source, magnitude, and composition. The
final part summarises the economic performance of the

country 1in differing policy environment since its

independence. -



Part: 1-1
Foreign Aid to Pakistan: Political & Economic Perspective
More than 30 years ago Friedman wrote an article,
whose argument, while never forgotten, appears to have
generated fresh appeal in the 1980s(l). While Friedman
also discusses the effects of foreign aid on development,
it is his opinion that the objectives of US foreign aid
are mainly to further US interests which is of prime
interest to us here. Section one of this part analyses the
geopolitical motives of the major aid donors to Pakistan,

while section two attempts to explain the recipient's

geopolitical and economic position.

Section: 1-1-1
Donors' Motives: Geopolitical Perspective

Insofar as Pakistan produces no significant
industrial raw materials and offers no considerable market

for the high-technology products of the metropolitan

countries, it has never enjoyed very great prominence in
the strictly economic calculations of the aid donors.
However, in so far as Pakistan borders on the three
largest states of the world, the former USSR, China and

India, as well as the strategically crucial Persian Gulf,
it has always had enormous geopolitical significance for
super powers in the strategy of the Cold War. 1In the
following we attempt to provide a background of the

geopolitical significance of the country.

The years 1949 and 1950 were traumatic in the history



of the Cold War. The Soviet Union exploded its first
atomic weapon. Most Americans derived little reassurance
from President Truman's avowal, in his announcement of the
event, that "ever since atomic energy was first released
by man, the eventual development of this new force by
other nations was to be expected. This probability has
always been taken into account by the US"(2). The
Americans realised that their supremacy of power had come
to an end, and they foresaw that as the years went by, the
Soviet Union could affront and assail the West more
boldly. While Americans were adjusting to that nascent
reality, China, on whose co-operation the United States
had counted for security in the Pacific, fell before the
triumphant Communists, trained and armed by the Soviet
Union, swooped down upon South Korea. The American
position in Japan and the Philippines was threatened, and
the value of their main naval and air base in Okinawa
depreciated.

Hence, the power struggle for world supremacy became
primarily an inter-continental struggle Dbetween the
US and the former Soviet Union. Any Soviet plans to expand
on the western flank were stemmed by the US with the

formation of the military bloc of the North Atlantic

Treaty Organisation (NATO) in 1949. The extended chain of
American bases and garrisons from the Aleutian Islands to
the Philippines similarly blocked the threat of expansion

by Soviet Union or its ally China into the sphere of the



Pacific Ocean. In the North the series of radar detection
lines across Canada were intended to serve the same
function. Only the Southern flank, by its physical and
political fragmentation, indicated a number of 1loopholes
vulnerable from the interior. From west to east - these
loopholes are the §Straits of Dardanelles and the
Bosphorus, the Persian Gulf, and the Indus low-lands and

the passes which connect them to Central Asia.

After the 2nd World War the Soviet Union had
acquired access to the Mediterranean Sea, but the
subsequent defection of Yugoslavia was a great blow to
her strategy and it accentuated the critical importance of
the Straits. Any possibility of effective penetration by
the Soviet Union was also vitiated when Turkey and Greece
joined  NATO. Subsequently, the Middle East Treaty
Organisation commonly known as the-Baghdad Pact (and later
as the Central Treaty Organisation, CENTO) was formed(3).
It allied Britain with Turkey, Iraq and Iran (and later
Pakistan) and was supported by the US as it was meant to
serve as a military cordon along the borders of the Soviet
Union in South West Asia. The Pact insulated the Persian

Gulf and extended NATO's influence farther east. The
fourth 1loophole was the 1Indus Valley. Here, the gap
between the Soviet transport network and Pakistan's road

system was only about a.hundred miles. If strategic and
political considerations demanded it, an aircraft over the

narrow Wakhan range could quickly bring hostile forces to

10



the very centre of army and civil power in Pakistan,
Rawalpindi. It was a very similar hypothetical threat that
led the British to fortify the north-west frontier of
India at the end of last centurvy(4). Similar
considerations might have caused the Americans to include
Pakistan 1in the chain of bases allied to Western powers
and extending along the southern Soviet periphery. Though
airpower and ballistic missiles had greatly reduced
dependence on these bases, it is doubtful if they could
have been eliminated altogether. Further, the Afghan War
finally proved in the 80s' that Pakistan always remained a
critical area in the strateqy of the Cold War. Indeed, the
following substantial evidence supports this opinion.

Even before the creation of Pakistan, the US
Secretary of State George Marshall (the architect of

the Marshall Plan), in a memorandum to President Truman on
July 17th, 1947, referring to Pakistan said, "Pakistan
with a population of seventy million persons, will be the

largest Muslim country in the world and will occupy one of
the most strategic areas in the world"(5). Further, as
early as March 1948, 1t had been noted in an 1influential

American journal, "We must realise what Britain and Russia
have always understood: that the Eastern Mediterranean
basin and the Middle East countries bordering it are parts
of one political complex. This complex now extends as far
as Paklstan; and a new line from Karachi north to Kabul

must enter into the calculations of Washington as it has

11



for many years into those of Moscow and London'"(6). Soon
after, in December 1948, the Truman Administration set up
the Foreign Assistance Correlation Committee which
consisted of senior representatives of the state and
defence departments and the Economic Co-operation
Administration. The Committee believed that, in the
context of US's strategic plans the geographic 1location
and terrain of a country was an important military

criterion for the identification of prospective recipients

of aid(7). And, 1in a memorandum dated March 24, 1949, the
US Joint Chiefs of Staff highlighted the importance of
Pakistan and Afghanistan and the Karachi-Lahore area as
vital for meeting the basic strategic objectives of the
region(8). Truman himself, in his report to Congress,
expressed the view that "Pakistan's friendship for the

West may become an important factor in giving stability to
the Near East. At the same time Pakistan is a valuable
ally in South Asia because of its strategic location on

the 1Indian Ocean and its control of 1land passes from

Central Asia"(9).
Indeed, with a population of 76 million and an army

of about 200,000, Pakistan offered obvious advantages from
the standpoint of regional defence in the Middle East and

Southern Asia. Its troops included some of the most famous

regiments of the old British Indian army; 1its borders

included the Khyber Pass, the historic invasion route of

the Indian Subcontinent. John Foster Dulles, Eisenhower's

12



Secretary of State believed that Islam-oriented Pakistan
was psychologically best suited to oppose Communism. As he
noted, the "strong spiritual faith and martial spirit of
the people make them a dependable bulwark against
"communism" (10), an observation which, about three decades
later was to become the most effective emotional

instrument to manipulate in the strategy of the Afghan

war.

The critical 1location of Pakistan could have been
exploited by her for bargaining with the Eastern and
Western power blocs at one and the same time, a technique
which is not uncommonly used by other states in a similar
position of advantage. Pakistan could merely have waited
to see which bloc offered most for her valuable strategic

resource' but for many reasons this proved impractical. We

attempt to explain some of these reasons below.

Section: 2-1-1

Pakistan's Position: GeoEolitical and Economic Perspective

In India as in many other parts of Asia, the
Nationalist movement for independence from British rule
had started 1long before 1947, the year when the 1Indian

Subcontinent eventually achieved political freedom.
Indeed, the struggle here proved to be even more dramatic
than in other parts of Asia, as India was a large country
inhabited by people of different languages, religions, and
cultures, and complicated by competing economic and

political 1interests. Hence, the growth of Nationalism

13



here was accompanied by a growth of acute internal
dissension among different interests and groups. This
finally resolved into two separate channels defined
essentially along communal lines, since it became a two
party struggle between the Muslim League and the Indian
National Congress. The turbulence generated by this
divisive nationalism culminated in a political 1landslide
which not only ended foreign rule but caused a deep
chasm which rent the Indian Subcontinent 1into separate
political units. While the bulk, constituting the central
part of India, Dbecame independent and formed the Republic
of 1India, the marginal areas in the east and the west of
the northern plains broke away to form a separate state
Pakistan(1ll).

Both India and Pakistan were new States, that emerged
on the world map on 14th Augqust, 1947, but in some
respects new' was not as true for India as it was for
Pakistan. 1India retained the old name and the old
capital city. On the other hand, Pakistan was a new State
in all aspects. Its newness was evident from 1its
boundaries, its capital, its hastily improvised
Government, and even by its name.:

After its formation, Pakistan received nearly

one-fifth of the total population and one-fourth of the

land area of undivided India(12). Of the cultivated area

of 218.1 million acres in undivided 1India, Pakistan's

share was 47.3 million acres or 21.6 percent of the total.

14



The country's share o0f minerals and industries was
extremely poor. Out of 15,447 industrial establishments in
undivided India in 1945, only 1,505 or 9.7 per cent of the
total fell to Pakistan's share(13). Moreover, the
establishments going to Pakistan's share were of much
smaller size relatively to those left in Indian domain.
Even these establishments were mostly of a seasonal nature
and included jute processing and rice mills in East
Pakistan and cotton ginning factories in West Pakistan.
Industries established in India that were totally absent
in Pakistan included jute manufacturing, dyeing and
bleaching factories and paper mills(14). The position with
regard to minerals was equally poor. Pakistan inherited
those parts of the 1Indian Subcontinent which 1lacked
valuable, accessible, or highly concentrated minerals.
Further, at independence Pakistan stood among the poorest
nations of the world. According to the UN study of 1949,
Pakistan occupied the fifty-seventh position among seventy
countries ranked according to the per capita income of
their populations, while India stood fifty-fifth in the
ranking. The annual per capita income in Pakistan was

estimated at US$51, compared to US$57 in 1India, and
US$1,453 in the US(15).

It will thus be noted that at her very birth,
Pakistan found herself faced with formidable economic
problems. But, what was more serious was the political

survival of the country as a sovereign state. There is

15



substantial evidence that 1India was 1looking for an

opportunity to overrun the newly born country, despite the
fact that 1India was one of very few countries to which
Jinnah, the leader of the Muslim League and the Founder of
Pakistan, had decided to give top priority for forging

good relations. Early in April 1947, during his

negotiations with the last Viceroy, Lord Mountbatten,
Jinnah expressed the hope that once the principle of the
creation of two states in the 1Indian Subcontinent was
agreed upon, "every one will know exactly where they were,

all troubles would cease, and they would live happily ever
after”(16), and that the two States would have their own
defence forces as well as some form of a common central
defence organisation on the basis of parity(17). Jinnah's
expectation was that after the decision to divide 1India
was taken, "all inter-communal feelings would subside and
Hindustan and Pakistan would be able to come together and
work out the details"(18) of joint defence.

The thinking of the Congress leaders was, however,
different. They expected that a mutilated Pakistan, to
which alone they were prepared to agree, was unlikely to
be acceptable to the Indian Muslims, and that if such a
Pakistan did come into being, it was bound to be short-

lived. The Congress resolution accepting the scheme of

partition clearly stated, "Geography and the mountains and
the seas fashioned India as she is, and no human agency

can change that shape or come in the way of her final

16



destiny. Economic circumstances and the insistent demands

of international affairs make the unity of 1India still
more necessary. ~The picture of India we have learnt to
cherish will remain in our minds and hearts"(19).

After the partition, India took practical measures to
substantiate the Congress resolution. For example, the
Indian Government for a long time withheld Pakistan's
share of cash balances, amounting to Rs. 750 million, with
the clear intention of crippling the monetary and currency
systems of Pakistan. In April 1948, India stopped the flow

of water into the Central Doab and Dipalpur Canals, which
irrigated about 1.7 million acres of land in Pakistan but
were fed from India. This action had a very adverse effect
on Pakistan's economy, which was then almost entirely
agricultural. More significantly, 1India did not allow

Pakistan to have her agreed share of arms and ammunition

and other defence equipment(20). As a result Pakistan's
defence capability was greatly weakened. While the Kashmir

issue was undecided, peoples' frustration and restiveness

at the impotence ' of the Pakistan Government was very
high(21). On top of that, in February 1950 large-scale

communal riots occurred in West Bengal in India, which had
their reaction, though it was very weak, 1in former. East
Pakistan. In the context of these riots, the Indian Prime

Minister Jawaharlal Nehru disclosed in Parliament on 23

February that he had suggested some methods to Pakistan

and that, in case Pakistan did not accept them, "it may be

17



that we shall have to adopt other methods'"(22). Indeed,
the latter was not simply a shallow threat, since as soon
as these riots started, 1India began to move her troops
within easy striking distance of Pakistan. By the end of
March, as a British scholar observed, "Troops had been

moved, not only in Bengal but, more perturbing, in the

Punjab. India's armoured division, to which no real
Pakistani counterpart existed was pushed forward in a way

which threatened Lahore'" (23).
Another addition to the geographical vulnerability

was the Afghan Government's campaign for Pakhtoonistan at
its height at that time, threatening war on the western
frontiers of the country(24). Understandably, Pakistan was
anxious - to strengthen her defences but 1lacked the
necessary financial resources. Further, the Government of

Pakistan also found itself faced with the problem of food

shortage in the country arising from the failure of summer

rains in 1951. Again, Pakistan did not have the financial
resources to pay cash for the required quantities of
wheat. Pakistan's leadership seems to have thought that
the country needed economic help to cope with the food

situation and to develop her resources, as well as the
political and military support against possible
aggression, and that such help could come only from

Western countries. Hence, the Government of Pakistan
simultaneously approached both the UK and the US, the two

nations who were most interested in extending the girdle
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of defence along the southern borders of the former Soviet

Union. The Export-Import Bank of Washington provided
Pakistan with its first commodity loan of US$15 million in

September 1952. On 24th February 1954, the US announced
its decision to grant military aid to Pakistan under the

terms of the US Military Security Act. This was later
formalised by the signing of the Pak-US Defence Agreement

in May 1954. Six months later Pakistan joined Britain and
the US in yet another regional alliance, SEATO, The South
East Asian Treaty Organisation(25). On 24th September
1955, Pakistan assumed membership of the Baghdad Pact,
reconstructed as CENTO in 1959(26).

The association with America 1n the defence
assistance agreement, and her membership in two American
sponsored regional alliances assured Pakistan's security
for several vyears. As a well-known Indian writer on

military affairs noted, "India held the pistol at the head

of Pakistan, until, in 1954, American alliance delivered
the country from that nightmare....at least twice, 1f not
three times, between 1947 and 1954, 1India intended to
invade Pakistan and was deterred only by American and
British remonstrances' (27).

As we will see later in part two, Pakistan -also
received economic aid on a large scale from the Western
bloc. The contribution of the US in economic aid has been

immense. Indeed, it has always been the largest source of

economic assistance to Pakistan.
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Finally, it can be arqued that Pakistan's own
interests 1led her to seek the extended economic and
military ties with the Western bloc. These ties, however,
did not strictly place Paklistan under the obligation to
essentially follow the Western lead ' in international
relations. In our opinion, Pakistan reserved her
legitimate right to make her own well-considered decision.
For example, early in the 1950s the Pakistan Government
assured the Soviet Union that it, "did not contemplate

taking any step in hostility or unfriendliness to any

government or state, with which like the USSR, it has
friendly relations"(28). And, as we will see later in part
two, the Soviet Union was the sixth largest bilateral
donor to Pakistan. Further, Pakistan has always been a
very close friend and trusted ally of Communist China.
Indeed, she was the third non-Communist state to accord

recognition to the new Chinese Government, the

announcement being made on 4 January 1950.

Part: 2-1

Foreign Aid to Pakistan: Magnitude, Source and Composition
(Pakistan: 1951 to 1988)

This part is divided into two sections. Section one
lists and describes the contribution from various
bilateral and multilateral sources in the total aid

commitments made to Pakistan. Section two analyses the

composition of the grand total of these commitments.
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Section: 1-2-1
Foreign Aid Commitments: The Sources and Magnitudes

The detalled evidence concerning the total
commitments of various individual donors is given in Table
1-2-1. The figures given there are the aggregate
magnitudes of the gross flows of various kinds of 1loans
and grants until the end of the last year of this study,
1988. Table 1-2-1 shows marked contrasts 1in the aid
performance of individual donor countries and
institutions. The United States appears to be the largest
source of foreign aid to Pakistan, a share of 26.5 % for
the period between July 1951 to June 1988. 1In the 1950s,
over two-thirds of all economic assistance was from the
US; this share fell to a little over a half in the 1960s,
and i1t was considerably less during 1971-77(29). The
relative fall 1in the US aid to Pakistan continued until

after the Soviet invasion of Afghanistan in 1979. The

Carter Administration then offered Pakistan US$402 million

in economic and military assistance. This offer was
rejected on the grounds that it was not worth the price
that Pakistan would have to pay in terms of its relations
with the Soviet Union(30). Later, the Reagan
Administration's offer of a five-year package involving
US$1,575 million defence and a six-year US$1,625 million
economic assistance was accepted by the Government of

Pakistan(31l). As mentioned above, the US Government's
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Table: 1-2-1

Foreign Aid: Commitments
(Pakistan: July 1951 to June 1988)

w

(a) | (b) | (c)

No. Donor | Absolute Value | Share of Total
Country/ | (US$ Million) | Commitments (%)
Agency | |

| ~(b1) | (bil) | (biil) |(ci) [(cii)[(ciii)
| Loan | Grant | Total |Loan |[Grant|Total
: | | (bi+bii) | | |Aid
| Y P U PN F—
1. Consortium] | | I | I
A. Bilateral | | | | | |
i. Belgium | 73.50] 0.00] 73.50| 0.30| 0.00| 0.22
ii. Canada | 860.90| 474.40] 1335.30| 3.38] 6.12] 4.07
iii. France |] 890.50] 0.00] 890.50] 3.50| 0.00| 2.62
iv. Germany | 1550.00] 75.20| 1625.20| 6.10| 0.98] 4.81
v. Italy | 546.10] 0.00| 546.10| 2.15| 0.00] 1.62
vi. Japan | 1842.00| 448.00| 2290.00] 7.27| 5.78] 6.90
vii. Netherlan-| | | | | |
ds | 257.30| 141.60| 398.90| 1.01} 1.83| 1l.22
viii. New Zeala-| | | | | |
nd | 00| 29.00] 29.00| 0.00| 0.38} 0.10
ix. Norway | 00| 159.00|] 166.00} 0.03| 2.05| 0.54
X. Sweden | 30} 77.60] 86.90| 0.04] 1.01| 0.29
xi. Switzerla-| | | | | |
nd | 95.2 | 38.00| 133.20| 0.37| 0.50| 0.4l
xii. U.K. | 1224.30| 525.20} 1749.50| 4.79] 6.79| 5.29
xiii. U.S.A. | 5448.90|3225.80] 8674.70]21.47]41.64]26.54
—_— [ P F P F—
A. Sub-total | | | | | |
(i-xiii) |12805. 00|5193.80|17999.30|50.34|67.08{54.60
| |
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Table: 1-2-1 Continued..cccccecoes
(a) | (b) | (c)

No. Donor | Absolute Value | Share of Total
Country/ | (US$ Million) | Commitments (%)
Agency | | .

| T(bl) | (biil) | (biii) |[(ci) [(cii)](ciii)
| Loan | Grant | Total |Loan |[Grant|Total
| | | (bi+bii) | | |Aid
| S P PR D
| | | | | |
B. Multilate-} | | | | i
ral | | | | | |
i. I.B.R.D. | 3012.00] 0.00| 3012.00(11.84] 0.00| 8.80
ii. I.F.C. | 244.00] 0.00| 244.00| 0.96] 0.00| 0.72
iii. I.D.A. | 3065.16/| 0.00| 3065.16(12.05] 0.00|] 9.02
iv. A.D.B. | 1399.50] 0.00|] 1399.50}| 5.50| 0.00| 4.22
ve I.F.A.D. | 141.68]| 0.00/{ 141.68] 0.56] 0.00| 0.42
vi. U.N.D.P. | 0.00| 162.00] 162.00| 0.00| 2.09] 0.53
vii. Ford Foun-| | | | | I
dation | 0.00f 40.10| 40.10| 0.00}f 0.52| 0.13
viii. F.A.C. | 0.00] 71.50] 71.50f 0.00| 0.93]| 0.24
ix. E.E.C. | 0.00| 188.00}, 188.00] 0.00| 2.42| 0.61
X. Relief su-| | | | | |
pplies and| | | | | |
Cash Gran-| | | | | |
ts From | | | | | |
Various | | | | | |
Countries | 0.00] 6.20] 6.20| 0.00] 0.08| 0.02

xi. U.N. and | | | | | |
Special | | | | | |
Agencies |} 0.00| 209.00] 209.00| 0.00] 2.70] O.68

xii. U.N Emerqg-|] | I | | |
ency Fund | 0.00] 17.00] 17.00| 0.00| 0.22] 0.06
xiii. W.F.P. | 0.00]| 5.90] 5.90| 0.00] 0.08| 0.02
| N P FUN R
B. Sub-total | : | | | |
(1-xiii) | 7862.00| 699.70| 7724 10|30.89= 9.04|25.33
| [ PR E
l. Total | } | | | |
(A+B) ]20667.00|5893.50|26560.50|81. 23:76 12{79.85
|
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Table: 1-2-1 Continued...ccccccee
s
(a) | (b) | (c)

No. Donor | Absolute Value | Share of Total
Country/ | (US$ Million) | Commitments (%)
Agency | |

| (bi) | (bii) | (biii) |(ci) |(cii)]|(ciii)
| Loan | Grant | Total |Loan |Grant | Total
| | | (bi+bii) | | |aid
| N R PR PN —
2. Non-Conso-| | | | | i
rtium | | | | | |
A. Bilateral | | | | I I
i. Austria | 4,20 0.00] 4,20| 0.02| 0.00| 0.01
ii. Australia | 11.60} 56.30] 67.90| 0.05| 0.72| 0.22
iii. Bulgaria | 3.30] 0.00] 3.30| 0.02| 0.00] 0.01
iv. China | 565.44| 107.40| 672.84| 2.22| 1.40]| 2.01
v. Czechoslo-| | | | | |
vakia | 116.70| 0.00| 116.70| 0.46]| 0.00| 0.34
vi. Denmark | 54.63| 0.00| 54.63| 0.22| 0.00| 0.16
vii. G.D.RP | 6.00] 0.00]} 6.00|] 0.03] 0.00| 0.01
viii. Hungary | 1.80] 0.00] 1.80| 0.01] 0.00| 0.01
ix. Poland | 5.20] 0.00] 5.20| 0.02| 0.00} 0.01
X. Romania | 13.50] 0.00] 13.50{ 0.06| 0.00] 0.04
xi. Singapore | 1.20] 0.00] 1.20| 0.01| 0.00| 0.01
xii. Spain | 1.70| 0.00]| 1.70| 0.01] 0.00| 0.01
xiii. u.s.s.R.P | 1150.60f 0.00] 1150.60| 4.52| 0.00| 3.40
xiv. Yugoslav— | | | | I |
| 45.10] 0.00] 45.10 | 0.18{ 0.00] 0.13
| [ P N P —
A. Sub-total | | | | I i
(i-xiv) | 1980.97| 163.70| 2144.67| 7.31{ 2.12: 6.38
|
B. Multilate- } Iﬂ___-__i | | |
ral | | | | | |
i. I.M.F. | 326.07] 0.00| 326.07] 1.28| 0.00| 0.96

ii. Relief | | | | |
Assistan- | | | | | |
ce For Af-| | | | | |
ghan Refu-| | | | i |
gees | 0.00|1536.00] 1536.00} 0.00{ 9.80} 4.98

| | |
B. Sub-total | | | I | |
(i-1ii) | 326.07|1536.00{ 1852.07= 1.28|19.80| 5.93
| | | |
2. Total | | | | | |
(A+B) | 2307.04|1699.70} 4006.74} 9.10)]21.92|11.99
| | |
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Table: 1-2-1 Continued...ccccccee

(a) (b) | (c)

No. Donor Absolute Value | Share of Total
Country/- (US$ Million) | Commitments (%)
Agency |

(bi) | (bii) | (biii) |(ci) |(cii)[(ciii)
Loan | Grant | Total |Loan |Grant|Total
| | (bi+bii) | | |Aid
| R P P N
3. Islamic | | |
Countries/ | I |
Agencies | | |
A. Bilateral I | |
i. Abu Dhabi 198.60 | 0.00|] 198.60| 0.78| 0.00] 0.58
ii. Iran 221.38] 7.70| 229.08] 0.87| 0.10| 0.68
iii. Iraq 646.52 | 0.00| 646.52}) 2.54| 0.00| 1.90
iv. Kuwait 250.16| 0.00] 250.16}| 0.98| 0.00| 0.74
v. Libya 89.16 | 0.00} 89.16| 0.35| 0.00} 0.26
vi. Qatar 16.80| 10.00] 26.80} 0.07| 0.13] 0.09
vii. Saudi Ara- | : |
0.08] 1.03| 2.17
viii. U.A.E. 0.00] 56.00] 56.00| 0.00}] 0.73| 0.18

e ey

A. Sub-total |

|
|
|
|
|
|
|
|
|
|
|
|
|
|
|
|
|
I
bia ] 649.08| 80.00] 729.08]
|
|
|
|
|
|
|
|
|
|
|
|
|
|
|
|
|
|
|

o)
°

h
-

|
|
|
|
|
|
|
|
|
|
|
|
|
|
{
2225.40| 8.10] 1.99
|
|
|
|
|
|
|
|
|
|
|
|
|
|
|

|
|
(i-viii) | 2071.70| 153.70]j
—_— [ I N PR F—
B. Multilate- | | |
ral | | |
i. I.D.B. 149.37| 0.00| 149.37| 0.59) 0.00| 0.44
ii. O0.P.E.C. 243.90] 0.00| 243.90| 0.96| 0.00| 0.72
| | P DS P
B. Sub-total | | |
(1-ii) 393.27| 0.00| 393.27| 1.55] 0.00f 1.16
| R P P
3. Total : | |
(A+B) 2464.90| 153.70| 2618.67| 9.70| 1.99| 7.86
| | O N P
1-3. Total | | |
(1+2+43) 25439 | 7747 | 33186 | 100 100 100
R P PN PR P
Source::  Pakistan Economic sSurvey', 1988-89, sStatistlical

Supplement, pp. 181-189.

P The G.D.R. existed until October 1990, before it was

reunified with the Republic of West Germany. The U.S.S.R.
ceased to exist after the formation of Commonwealth of Russia
in December 1991. Yugoslavia was dismembered into independent

states in 1992.
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motive behind this new initiative was political. The

principal aim at that time was to give Pakistan confidence
in 1its security, 1ts continued development, and its
conventional military forces to enable it to stand up to
Soviet pressure from Afghanistan.

The International Development Assoclation's
commitment under the Consortium agreement for the period
July 1951 to June 1988 was US$3,065.16 million, or 9.01 %
of total commitments, making it the second largest source
of aid to Pakistan by virtue of commitments. Similarly,
the commitment of the World Bank during this period was
US$3,012 million, or 8.79 % of the total, which in terms
of commitments makes it the third largest donor.

Japan's total commitment under the Consortium
agreement for the Period July 1951 to June 1988 was
US$2,290 million or 6.89 % of the total, making it the
fourth largest donor of aid in terms of commitments.
Although the area comprising Pakistan was a part of a

former major British colony, Britain, with her total

commitments of US$1,749.5 million or 5.2 % of the total,
ranks only as the third largest bilateral donor after the
US and Japan. The reason behind this was that Britain

emerged from the 2nd World War weaker and burdened with
financial obligations. Germany's total commitment wunder

the Consortium agreement during the period was US$1,625
million or 4.8 % of the total, placing it fourth in the

list of bilateral donors to Pakistan. Canada's total
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commitment to Pakistan under the Consortium agreement for
the Period was US$1,335 million, or 4% of the total. She
is ranked fifth in the list of bilateral donors of aid to
Pakistan by the size of her commitment. The former Soviet
Union was the largest supplier of aid funds amongst- the
former Communist Bloc countries. Her total commitment
during the period was US$1,151 million or 3.4 ¥ o0f the
total, making it the sixth largest bilateral donor.
Pakistan is tied by religion, geography, and politics
to the o0il producing states of the Middle East. The 1970s
marked a new era in the flow of assistance to Pakistan
from oil-producing Muslim countries. This assistance came
in the wake of the first oil price hike of the 1970s. Most
of the assistance from Islamic countries is in the form of
loans. These loans are at a low rate of interest but carry
a few vyears grace period and relatively short repayment

periods.

Section: 2-2-1

Foreign Aid Commitments: Composition

Foreign aid is known to have many dimensions, and the
aggregate volume tells 1little about the effect of aid
until we know its composition. By June 1988, Pakistan had
received a 1little over US$33 billions of nominal aid
flows. These inflows are composed of both grants and loans
given in a number of different forms and with a variety of
conditions on the use of resources and repayment. For the

period in Table 1-2-1 as a whole, roughly 23% of the total
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inflow was in the form of grants while the rest consisted

of different forms of loans. Thus, only a part of the
assistance given to Pakistan is actually in the form of
outright grants. Further, there have been notable shifts
in the composition of grants and loans between different
periods. Table 2-2-1 lists the composition of the nominal
inflow of all external assistance in four subperiods. As
we will see later in this study, the subperiods have been

devised in line with the shifts 1in the Pakistan

Government's economic policy.

At first sight, the periodic record of different

forms of aid flows to Pakistan, as given in Table 2-2-1,
is very revealing. The fact that the figures have been
compiled from a single source makes them particularly
significant in indicating basic trends. The later chapters
of this study will explore the implications of these
relative shares for the development of Pakistan's economy.

Here, only a brief description of the table is intended.

During 1951-58, out of the total external assistance
61% was in the form of grants while the rest was composed

of loans. 1In the next period, 1958-69, grants declined to
33 percent while the volume of loans 1increased to 67

percent. It is perhaps indelicate but not totally unfair
to suggest that grants decreased once Pakistan's alignment
with the West, its acceptance of US military aid and its

membership in SEATO and CENTO were assured. The suspicion
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Table: 2-2-1

|
No. Period |
|
|

2. 1958-69|

I
3. 1969-78|

|
4. 1978-88|

|
1-4. 1950-88|

Composition of Foreign Aid
(Pakistan: 1951-88)

(b)
Percentage Share
(bi) | (bii) | (biii)
| Total |Grants |Loans
|Inflow | |
[ P
| |
16.5 | 33.00 | 67.00
| |
22.00 | 12.00 | 88.00
| |
60.00 | 23.00 | 77.00
| |
100.00 | 23.00 | 77.00
| |

source:: (i)

1988-89, Statistical Supplement,

-

(biv) | (bv)
Project |Non-pro-
Aid |Aid
R P

54.00 | 46.00

|

54.00 | 46.00

|
54.00 | 46.00
|

72.00 | 28.00
|

65.00 | 35.00
|

For [{bi-biii]), Pakistan Economic Survey,

[biv-bv], Appendix, Table 1l-A.

P Foreign aid commitments.
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ls further reinforced by the aid figures for the later two
periods. In the third period, 1969-78, the amount of
grants fell to the lowest level of 12 percent of the total
while the amount of loans jumped to the highest level of
88 Percent of the total inflow for this period. The 1last
period, 1978-88, witnessed a favourable change in the

composition of the loans and grants, the proportion being

23 and 77 percent respectively.

The composition of total assistance with respect to
project and non-project assistance, 1is also different for
different periods. The percentage of project assistance
remained high throughout the period. It was at its highest
during 1978-88, the last decade of analysis in this study.
In the literature, there is disagreement on the relative
effectiveness of plan (non-project) and project aid. The
result is to raise a number of interesting questions to

which there are no entirely satisfactory answers, but

rather alternative assumptions of different plausibility
concerning the effects of project and non-project aid(32).
Singer holds that, '"the argument that project aid is good

because it forces the receiving country to come up with

concrete projects finds its counterpart in the argument
that planning aid is good because it forces the receiving
country to come up with sound plans and think about the

necessary interrelation of its projects and its total
development policies"”(33). In his opinion, where the

projects to which the aid is tied have been tailored to
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meet the needs of aid donor rather than those of the
recipient country, there is the added risk that the
latter's own money will be tied up in the projects which
might not rank high in her development priorities(34).
However, even where the donors are ready to finance the
"high priority' projects which the recipient otherwise
would have undertaken with his own monef, the problem of
aid fungibility still needs to be addressed. 1In  these

cases the aid given by the donors enables the recipient to

release his money from high priority' projects in order

to finance the projects which the donors might not have
approved. This could mean that the donors of aid tie their
funds to the projects which they have studied minutely and
have satisfied themselves that the aid financed projects
are technically sound and economically right, while in
reality their funds may go into the projects which they
may know nothing about, which they have not studied and
which may be neither technically sound nor economically

right, nor generally the kind of thing that the donors

would want to support.

We do not have relevant data available for Pakistan
to analyse the question of fungibility of project aid.
Nonetheless, 1later in this study, we will return to

project aid in the context of inter-sectoral allocation of

aid funds.
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Part: 3-1

Economic History: Policy and Performance
(Pakistan: 1950-88)

This part attempts to summarise the economic history
of Pakistan until the last year of this study. The aim
here is 1limited only to drawing a perspective by
identifying major trends in the economic policy and
performance. It is useful to divide the whole period into
five reasonably distinct periods of differing policy
environment. Table 3-3-1 lists the annual average growth
rate of major economic indicators for each of the period.
The sluggish performance of the first subperiod, 1951 to
1958, 1is largely blamed on the limited resources, large
population, and a public policy with overemphasis on
development of manufacturing industry in preference to
agriculture. During this period the newly independent
country based its political system on the British
parliamentary form of government. But without previous
experience of working together as a unit, the whole decade
turned out to be a jumble of political instability,

including six different governments, some of which
survived for only a short period. 1In the economic sphere,

Pakistan had no ready-made blueprint or plan for the
management of the country at the time of independence. The
Government of Pakistan however, 1lost 1little time 1in

establishing a Development Board early in 1948, which was

required to prepare a programme for future economic
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development. Three years later the Board was replaced by a
Planning Commission and an Economic Council. The Medium-
term planning was introduced into the country with the

launching of a five-year development plan to cover the

period from 1955 to 1960. But, the achievements of the
First Plan turned out to be disappointing because, "the
planning machinery at that time was not equipped to handle
development efficiently"(35). However, there was an added
factor of the stress caused by the excessive emphasis that
came to be laid on industrialisation to the extent of the
neglect of the agricultural sector(36).

The easily recognisable bias of economic policy in
favour of the rapid expansion of the manufacturing sector
can partly be explained in terms of Singer's views
favouring a growth strategy which should rely on the
expansion of manufacturing industries, as the latter was
reckoned to have the greatest 'spread effects" for
growth(37). Another popular thesis at the time was the
Strategy recommended by Prebisch in favour of the initial

expansion of exclusive consumer goods industries through

import substitution as an "engine of growth"(38). But more
important in Pakistan's case, was the government's earnest

desire to overcome the country's industrial backwardness.
These theories, however, might have been responsible for
providing the government with scientific rationalisation

to pursue the industrialisation strategy more vigorously.
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Table: 3—-3-1

Major Economic Indicators
(Pakistan: 1950-88)

(a) | (b) | (¢) | (d)
No. Period | Gross National Product | GNP | Popula-
| | Per |tion
|

(bi) | (bii) | (biii) | (biv) |Capita]
|Aggre-|Agricu-|Manufac-|Servi-|
|gate |lture |turing |ces

|
| |
| |
| | | | |

1. 1950-58] 3.15 | 1.63 | 8.86 | 3.81 | 0.69 | 2.46
| | | | | |

2. 1958-69| 5.77 | 4.09 | 8.60 | 6.68 | 3.00 | 2.77
| | | | | |

3. 1969-71| 5.79 | 3.67 | 8.80 | 6.71 | 2.85 | 2.94
| | | | | |

4. 1971-77| 4.98 | 2.37 | 3.34 | 6.39 | 1.77 | 3.21
| | | | | |

S>. 1977-88| 6.68 | 4.00 | 8.96 | 7.44 | 3.60 | 3.08
| | | | | |

| |

Source:: Appendix, Table 2-A.

P All figures are annual average percentage growth rates.
Column (b) and (c) are calculated at Pakistan’'s

constant factor cost of 1959-60.
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Further, the Korean War-induced commodity boom raised the

world prices of cotton and jute dramatically, and
Pakistan's earnings from her primary exports permitted a
rapid building of reserves. The reserve accumulation of
the early 1950s, along with the overvalued exchange rate
caused by Pakistan's decision not to devalue her currency
in 1949(39), permitted an expansionist policy regime(40).
The industrialisation drive was also supported by
commercial and fiscal policy. The relevant mix of these
policies helped manufacturers to buy all inputs below
their opportunity costs, and to sell thelr output in

protected markets.

The most damaging fiscal instrument of the period
turned out to be the heavy 1indirect taxation of
agriculture through compulsory procurement(41l). While
industry was racing ahead, agriculture was not growing
enough even to take account of the needs of the growing
population. The reasons for agricultural stagnation of
this period are‘quite understandable; as there were high
rates of investment and growth in the urban economy, 1in

industry, power, and related activities, there was

probably disinvestment in agriculture. With agricultural

production lagging behind population growth, the surplus

availlable for towns declined. And the rising food deficits

began to absorb an increasing share of foreign exchange
resources in a country whose factor endowment granted it a

comparative advantage in agriculture. Further, the
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stagnation of agriculture also meant inadequate production
of export crops, while despite the depletion of resources
accumulated during the Korean boom, the import demand was

still rising. This resulted in increasing balance of

payments difficulties. -

Some of the main aspects of the period are shown in
Table 3-3-1. An analysis of the component sectors of the
economy shows that the slow growth in GNP during this
period was caused primarily by a failure 1in the
important sector of agriculture (the growth of agriculture
at about 1.6 percent per year during this period was
substantially below the rate of population growth). The
marginal growth rate of the per capita income indicates
that government economic policies, taken as a whole during
this period, did not succeed in producing sustained

economic growth, for reasons that are now familiar - to

development economists; while import-substituting
industries were stimulated, exports were discouraged and
despite the "highest priority" given to agriculture,
resources devoted to it increased slowly. Hence, the

relatively high growth of the industrial sector did not

result in a rise in per capita 1income as 1long as
agricultural production grew more slowly than population.
The coup of October 1958, 1inaugurated the regime of

Ayub Khan, the second subperiod from 1958 to 1969. The new
Government made economic policy, a central concern' since

it had justified its take-over largely in terms of

36



economic mismanagement by previous Governments.  This
period, covering most of the decade of the sixties, 1s
truly a pivotal period in the economic history of
Pakistan. The Military Government led to the establishment
of direct links with the Western bloc. These links brought
a large amount of foreign aid and solved the foreign

exchange problem. Further, during this period the overall

framework of development was outlined in Five-Year Plans.
World-over an economic plan had become the characteristic
vehicle of development policy. Indeed, the decade of 60s’
was the golden age of the economic planner, a plan was the
indispensable passport to foreign aid, the touchstone of
rationality and domestic efficiency. Economic planning
provided the required discipline for a stable economic
environment. It was further aided by pragmatic changes in
monetary, fiscal, and commercial disciplines. Procurement
of food stuffs at prescribed prices and rationing had been

given up, and a large section of imports had been placed

on a "free list" to enhance the competitive environment
for domestic manufacturers. Credit patterns had been so
adjusted as to attract investment in priority dindustries
and areas. The agricultural sector was also given greater
lmportance during this period. Indeed,  the overall
strategy of Ayub's regime is recognisable as the consensus
development economics of the era. It borrowed, 1if a bit
eclectically, from Harrod and Domar, Scitovsky,

Rosenstein-Rodan, Hirschman, Lewls, Ranis and Fel,
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Prebisch, Singer, Nurkse, Kaldor and others whose work was

influential in that period. But the part of the strateqy
which provoked much criticism can, 1in effect, be related

back to the most influential debate of the day, 1i.e., the

o

conflict between growth' and equity'. There were those

who believed that the transformation of economies from a
primitive subsistence state into 1industrial societies,
within a basically capitalist framework, should be
accompanied in the early stages by widening disparities in
the distribution of income. The '"Lewis Model'" (42)
postulated that the level of saving in a society depended
on the functional distribution of income rather than the
level of income. His model suggested that income must be
distributed in favour of the class that saves and invests
(the capitalists «class) in order to ensure capital
accumulation and growth. Following the Lewis model there
was Kuznet's work(43), showing that in many of the present

developed countries, the extent of inequality decreased in

the later stages of development, and he found the degree
of 1inequality much greater in the past in the developed
countries of the day. The work of Kravis(44) also showed
that during the growth process, the degree of inequality

first increases within countries and then declines. It was
perhaps this theoretical foundation along with the

empirical findings: that during this period made the
economic architects in Pakistan believe that the conflict

between "growth and equity" objectives should be solved as
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a matter of policy, otherwise conflicting controls might
defeat both objectives. Their policies, consciously and
explicitly, favoured the strategy of '"growth through
inequality"”. The 2nd Five Year Plan (1960-65) warned that,
"it will be necessary to tolerate some initial growth in
income inequality to reach high levels of saving and
investment" (45). This echoed Haqg's argument that
developing countries can "shelve to distant future" any
aspirations for reducing inequality. Haqg, then Planning
Minister, believed that the inequality of income
distribution was acceptable because poor people consumed
most of their money, while the rich saved and invested
it(46). Indeed, Haq's opinion was the mirror image of the
Harvard model associated with the works of Papanek(47).
Two further ingredients strengthened the strateqy, viz,
the infusion of massive foreign aid, and the attempt to
end stagnation and increase output and productivity in
the agricultural sector by green revolution'.

Any analysis of the distributional implications of
public policy in Pakistan, however, is beyond the scope of

this study. But it is important to mention that there is

no real evidence of that inequality contributed to the

growth process during this period. 1In particular, as we
will explore in subsequent chapters, the rate of private
saving was rather low during the 1960s. Nonetheless, there
is 1little doubt that the more sober policy measures

accompanied by a relative breakthrough in foreign aid
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flows, did yield their potential fruits in Pakistan during

this subperiod. As seen from Table 3-3-1 all sectors grew
faster, achieving respectable annual average rates.
Although the manufacturing sector registered a small
decline in the growth rate, this fall 1is statistical
rather than real in that the denominator in the 1950s was
smaller due to the meagre industrial base of Pakistan at
the time of independence (see, Appendix, Table 2-A).

The most significant event of 60s' was the war with
India in 1965. 1In spite of a temporary setback in the
immediate aftermath of the war, the economy maintained its
growth momentum. Nonetheless, apart from the merit of
economic management, the real success of the 1960s was the
"green revolution' which led to a spurt in agricultural
output. The detailed story of this period is well-
documented, yvet the social worth of the economic
achievements of these years still remains controversial.
As mentioned earlier, the model of economic development
adopted in that period was to consciously promote
inequalities as a necessary precondition for successful

economic growth. But, whatever its weaknesses, the period
at least must be given the credit of providing Pakistan

with a stable Government and a measure of continuity and

coherence in economic policies.
The third subperiod, 1969 to 1971, started with the
disturbances that followed the fall of Avub Khan and the

general criticism of his regime's policies. The rapidly
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changing political situation in the country made planning
largely 1rrelevant. General Yahya Khan's three years
interim rule from March 1969 to December 1971, became
occupied with political and military matters. There was
civil war in the Eastern wing followed by the war with
India, and finally, with the dismemberment of East
Pakistan a new Pakistan' came into being. Despite these
setbacks, the growth rates given in Table 3-3-1, show that
the growth momentum of the preceding subperiod was largely
maintained. But, in general this period was plagued by

political instability, which makes it hard to discern any

coherent economic policy.

The fourth subperiod, 1971 to 1977, marked a major
turning point in Pakistan's economic history. It started

with the reign of Zulfikar Ali Bhutto, the leader of the

Pakistan People's Party (PPP), a party, which for the
first time in Pakistan's history was strong enough to hold
power firmly. Most elements of the PPP mandate were a

reflection of "leftist' views. The proclaimed aim of the
Government's policy was to create a socialist pattern' of
society by non-revolutionary methods. The rhetoric of this
policy was essentially the uplift of backward classes and
abolition of privilege. Soon after the assumption of power
many actions were taken to implement the new strateqy,

namely, the nationalisation of a number of manufacturing

units, insurance companies, and all scheduled banks. The

government also announced land reforms in

41



agriculture(48). -

The Fourth Five Year Plan (1970-75),° was drawn up in
the framework of an undivided Pakistan. But the separation
of Bangladesh in 1971 rendered it infructuous and
inapplicable to the resulting situation. 1In the changed
circumstances medium-term planning was given up. Instead,
the government 1introduced the system o0f an Annual
Development Programme (ADP), and annual plans became the

principal instruments for designing development

programmes.

The growth rates of major sectors as given in Table
3-3-1, though moderate, were accompanied by rising rates
of inflation during this period, with the sharpest
increase being recorded in the prices of the main
staples(49). The average growth of the economy under the
PPP, was 4.98% per year. This was a reasonably high
average growth rate especially in view of the
uncertainties produced by the dismemberment of the country
and the institutional reforms of the Government. Most of
the growth, however, was accounted for by the services
sector. Agriculture grew at a rate less than the growth of
population, leading to a decline in per capita
agricultural production. The average growth rate of

the manufacturing sector was markedly lower than that of

any other subperiod. The high inflation rates and the poor
performance of the commodity producing sectors were

accounted for partly by exogenous factors. The first oil
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price rise of the 1970s, for example, greatly increased
the 1mport bill and resulted in escalated balance of
payments difficulties. Further, there were droughts and
floods 1in two out of the six vyears of PPP rule.
Nonetheless, there is little doubt that some of the public

policy measures were directly responsible for the emerging

economic difficulties. For example, there were short-term

production 1losses due to erratic implementation of land
reforms. Similarly, the growth of manufacturing was
affected by industrial reforms. Increased government
spending was another endogenous factor which fuelled
inflation. Budget data  on Pakistan's revenue and
expenditure for these years suggest that the current
account deficit worsened in real terms, necessitating a
rapid increase in government's borrowing.

On the social front, the economic policies of the PPP

Government and those of previous regimes revealed more
continuity than change. The structural change introduced
by the socialist pattern' was marginal, and showed that
no basic or far-reaching transformation of the economic

structure was envisaged. Later in the text, we will

discuss in detail the economic difficulties which

nationalisation gave rise to. Here it suffices to say

that, although the PPP Government took serious action to

implement its visionary strategy, the results can hardly
be described as plausible. Basically Bhutto's policies,

whatever their rhetoric, disappointed, because little was
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done to help those at the bottom of society. It was

reflected 1in the rising costs of living for the masses,
whose relative poverty grew throughout the period. For the
great majority of people it was a period of declining
living standards and heightened social insecurity.

In the closing days of the PPP regime, the Pakistan
economy was characterised by: an over ambitious economic
and social development programme whose cost far exceeded
the available resources; a conspicuous public sector which
was largely inefficient; an industrial structure
unsuitable to Pakistan's endowment(50); and a price
Structure that promised no solution to Pakistan's emerging
stagnation. In July 1977, a military coup overthrew the
Parliamentary Government, for the second time in the short
history of the country.

The toppling of the PPP regime marked once again an

easlly identifiable turning point in the rhetoric of

economic policy in Pakistan. The new Government under the

military rule of General Muhammad Zia-Ul-Haq, soon turned
out to be determined to prolong and legitimise its

totalitarian regime under various pretexts. The rhetoric
of economic policy changed substantially in favour of the

private sector. The Medium-term planning was reintroduced
with the 1launching of the 5th Five Year Plan in 1978.
Economic growth, as shown in Table 3-3-1, registered the

highest average rate during this period. There is evidence

of recovery in virtually all sectors of the economy, and
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especially so in comparison with the situation that

prevalled in the subperiod that preceded.

Indeed, the improved management of the economy was
only one of several factors which resulted in high growth
rates. There were some evidently significant exogenous
factors to help the military Government in providing
economic legitimacy to its rule. First, the spectacular
inflow of remittances from the o0il Kingdoms greatly
relieved the pressure on the country's balance of
payments. Secondly, and most importantly, was the
favourable change in the international situation which was
Created after the Soviet invasion of Afghanistan. The
latter provided the Government with the chance to bargain
its strategic resource' from a position of strength, for
the first time since Pakistan's alliance with the Western
block. As is clear in Table 2-2-1, the nominal inflow of
aid during these years was 60% of the total since 1951

(later in this study, we will analyse the ‘implications for

the economy of these two external factors at greater
length). Weather was another favourable factor; an

excellent weather  cycle, ensuring consistent and

sufficient water supplies, made a critical contribution to

the improved performance of the agricultural sector.
Further, many of the long gestation projects which were

undertaken during the preceding regime started operation
during this period. This increased the average growth rate

of the manufacturing sector back to the high levels of the
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1950s and 1960s.

The Government seemed to be moving towards a policy
mix 1in which the price mechanism was being restored to a
more central role. However, the interest of the Government
in privatisation largely stemmed from the growing
prominence given to the need for major reforms in
government policy in LDCs, by both bilateral and
multilateral agencies. As a condition of continued
funding, borrowing countries are increasingly Dbeing
required to implement certain basic reforms in the
economic system. In particular, LDCs Governments have been
urged to allow the private sector to enjoy a greater role

in their economies.

The most conspicuous feature in the economic record
of Zia's Government was a move towards the Islamisation of
the economy. The idea of economic activity as
administration of resources on behalf of God is a central
feature of all three of the Semitic religions. The early
chapters of the Bible embody this approach to economic
life. Similarly, within 1Islam economic resources are
regarded as belonging ultimately to God and economic
activity is an aspect of the exercise of the stewardship

of these resources extended to man. The Islamisation
process involves a basic transformation of the entire

economy and intra-social relationships in conformity with
the tenets of Islam. This was nowhere more evident than in

the attempt to abolish the rate of interest. The religious
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conception of economic activity dates back to a paradigm

originating in Greek philosophy. The primary concern for a
stable social order 1led Plato to express a general
opposition to the practice of interest payment on loans.
He believed that the existence of obligations to pay
interest could bear a moral threat to the maintenance of
peace and social solidarity in society. This belief was
based on the occurrence of military conflict in the Greek
city states due to defaults on debt(51). Aristotle opposed
interest since he saw money's role as that of facilitating
exchange. To use it for another purpose was a distortion
of 1its character as a social institution(52). Similar
restrictions on interest were placed by all the three
Semitic religions. The Jews permitted interest on trade
with foreigners but forbade interest charges " to fellow
countrymen. St. Thomas's reformulation of the doctrine of
usury provided the intellectual foundations with which
canonists and theologians supported the prohibition of
interest(53). Finally, the fundamental Islamic tenets
explicitly and emphatically prohibit riba (usury).

The rhetoric of the "Islamisation' process of Zia's
Government was to provide social justice in every walk of

life by following Islamic principles. However, in reality
it never extended beyond some dogmatic measures. Indeed,
the "Islamisation®' was used largely to cash in on the
religious emotions of large sections of the population,

partly to legitimise the prolonged military rule and
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partly to manipulate public opinion in favour of Afghan
resistance. These arrangements suited the US at that time,
in the perspective o0f Secretary Dulles's observation
quoted in part one.

Finally, one of the common characteristic of all the
Governments in Pakistan, was the reliance on foreign aid.
In some accounting senses the receipt of aid must increase
resources in the recipient country. However, it cannot be
inferred from this that it leads the country towards
sustained growth. This can be determined only after

considering the factors influencing economic development,

the repercussion of aid on policies, institutions, and the
allocation of resources in the recipient country. The
following chapters of this study are devoted to the

analysis of interrelationship between foreign aid and

economic development in Pakistan.
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CHAPTER: 2
FOREIGN AID AND ECONOMIC DEVELOPMENT: THEORY AND CRITIQUE
Introduction

Foreign economic aid to developing countries 1is
generally traced back to the colonial 1links between
Western Imperial powers and their overseas territories. In
the preceding chapter, we have attempted to link US aid to
the Truman Doctrine of the late 1940s. Nevertheless,
whatever its precise origins, aid began to be an important
facet of international relations in the 1950s. The
attention of economists and development analysts to the
Phenomenon grew with the rapid expansion of aid funds.
This chapter reviews a fairly large body of existing
literature on the issue of foreign aid. Part one examines
the theoretical justification for aid. Part two describes
the theoretical critique of aid theory, and, finally, Part

three presents a critique based on empirical findings.
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Part: 1-2

Foreign Economic Aid: Theoretical Justification

The early literature on foreign aid and economic
development was dominated by a largely optimistic vision
of the prospects of LDCs. It was generally felt that,
under most relevant circumstances, aid and other capital
flows to developing countries would induce an expansion of
economic activity and output in these countries. 1Indeed,
conventional aid theory has its origins 1in Keynesian
economics and, in particular, in the theories of economic
growth that writers in the Keynesian tradition applied to
Industrialised economies. But, before we start reviewing
the contributions of various aid theorists, one important
point must be noted. Keynes' own theory hardly discussed
the question of dynamic growth, the particular problems of
poor countries or the role of foreign aid in the process
of achieving high levels of growth or development. It is,

however, the challenge that Keynes made to key assumptions
of neo-classical theory(1l) and which led him to recommend
a particular form of state intervention which provides the

basis for arguing that the early literature on aid was

influenced by Keynesian analysis. With this exposition,
we present the theoretical Jjustification for foreign
economic aid to the LDCs in the following two sections.

Section one provides an overview of the early theories,

while section two describes the subsequent development of

the thesis as economic theoretical models, the dual gap
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analyses.

Section: 1-1-2
Pioneer Work

The ploneer 1literature on the theory of aid and
development, even if naive and weakened by overstrict
assumptions, provided a framework maintained by many
subsequent analysts. One of the few early works that
account for the effects of capital inflows on
developing economies is Kalecki's model on the problems
of development finance(2). He shows the advantages of
importing capital for the rapid development of a country.
In his model the process of development tends to strain
the balance of payments by raising the requirements for
import of capital goods as a result of higher investment,
for industrial raw materials because of growing industrial
production, and for food if home production lags behind
demand. The function of aid is to relieve the shortage of
foreign exchange to meet these requirements.

Rosenstein-Rodan was also amongst the pioneer
economists who provided theoretical justification for
giving economic aid(3). He specified the purpose of aid to
developing countries as being to accelerate their economic
development to a point where a satisfactory - rate of

growth can be achieved on a self-sustaining basis. - But he

equally emphasised that the principal element 1in the

-

transition to self-sustaining growth must be the effort

that the citizens of the recipient countries themselves
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make to bring it about'(4), adding -that capital aid
should be offered wherever there is reasonable assurance
that it will Dbe effectively used’'(5). Thus, while
Rosenstein-Rodan provides an explanation for the role of
aid 1in the development process, and goes to considerable
lengths to specify the quantities of aid required on a
country-by-country basis, he is equally concerned to point
out that there are major constraints 1inhibiting the
successful injection of capital aid to accelerate the pace
of economic development. Indeed, if these 1inhibiting
factors ' predominate, his theoretical perspective would
lead to a rejection of the view that more aid will mean
more development. Finally, it should be noted that he also
rejects the provision of aid specifically to raise the
income levels in poor countries. Aid, he argues, "should
continue not until a certain level of income 1is reached in
underdeveloped countries but only until those countries
can mobilise a level of capital formation sufficient for
self-sustaining growth"(6).

In the early 1960s, Rostow provided an economic

explanation for the role of aid in accelerating the pace

Of development in the LDCs(7). It is interesting to note

that his lasting place in the creation of aid theory lies
not so much in the analytical rigour with which he spelt

out the relationship between foreign aid and economic
development, nor in the acclaim that his ideas received in

economic circles, but rather because the terminology and
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general concepts he used have become an integral and
influential part of the conventional view of LDCs'
development. Amongst the terms he coined the most commonly
used is the take-off'. It is in increasing the investment
rate to accelerate the process of economic growth and
achieve take-off that Rostow gives a critical role to
economic aid. Within the Harrod-Domar paradigm, the
investment rate of the developing countries is raised by
injections of foreign capital, so augmenting the domestic
saving rate without reducing the 1level of domestic
consumption. While aid 1is not absolutely necessary to
raise the level of investment, it speeds up the historical

process of reaching the stage of self-sustaining growth.

At this point, it 1is important to note that Rostow,
although one of the first to make explicit reference to
contemporary Keynesian growth theory and to 1incorporate
these ideas into the economic énalysis of providing aid,
did not consider the latter as simply to be directed at
achieving higher 1levels of economic growth. On the
contrary, in his paradigm aid is to be used, primarily

and essentially, to address social constraints which

inhibit structural transformation. 1In 1957 Rostow, with
Millikan, while summarising his view of the economic role
of aid in development wrote that the developing countries

need capital "to establish the preconditions of growth
and to make sure during the second stage that growth 1is

maintained until they reach a point where they can be
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reasonably sure of maintaining it out of their own
increasing output"(8).

One of the most common features of the pioneer
literature providing theoretical justification for aid is
the emphasis on a positive relationship between -'foreign
ald and the economic development of the recipient. But the
dual gap models which emerged 1in the early 1960s

formulated the philosophical justification and analytical

bases together in a computable dynamic framework.

section: 2-1-2
Dual' Gap Models

Insofar as the gap models broaden the analysis into a
general three-phased thesis of development, they
predominantly reflect the idea of development as an
evolutionary and repetitive process according to the
Rostovian Paradigm. Also, the general analytical framework
of these models is crucially based on the Harrod-Domar
structure of growth models with its emphasis on the
crucial role of the rate of accumulation. But, to the
extent  that gap theory combines the former philosophical
and analytical framework with explicit considerations of
the structural rigidities present in the LDCs economies,
it is essentially innovative.

The central idea of this theory 1s that a country
will typically pass through a skill-limited phase, where
its absorptive capacity is small. Over time, however, a

saving constraint is said to follow which, in turn, leads

62 _



I B b Jhie e L B

to a phase where inflexibility in the domestic production
process will result in a trade gap.

A substantial part of the work on the gap models
has been carried out by Chenery and associates(9). 1In its
concise, normative form the analysis asserts that: (a),

external resources can be used by underdeveloped countries

as a basis for a significant acceleration of investment
and gqrowth; (b), the maintenance of higher growth rates
requires substantial changes 1in the structure of
production and trade; (c), external capital can perform a
critical role in both resource mobilisation and
structural transformation; and (d), the need for

concessionary aid declines once these structural changes

are well underway(10).

Most two-gap models are "Keynesian" in spirit and
rely on fixed “technical' relationships and on stable

savings and import propensities. Chenery's major argument
on the existence of the two gaps is familiar. Emphasis is
given to a "structural' argument, i.e., in any given time
period a developing economy can neither increase 1its
exports nor decrease its imports without imposing

underutilisation of resources. Exports earnings for the

bulk of products are largely determined by foreign demand
conditions and "a rapid increase in exports typically

requires the development of new export products which is

limited by productive capacity as well as organisational

and institutional factors"(1ll). Thus, assumptions are made
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of a lack of substitutability between imports and domestic
resources, fixed factor proportions, and  rigid
relationships between imports and investment and 'between
imports and output. Analysis then is mostly concentrated
on a saving-investment gap and an import-export gap. A
target rate of growth is postulated and a capital-output
ratio 1is accepted as a datum. A specific saving rate {is
then derived as necessary to achieve the targeted rate of
growth. Similarly, a fixed relationship between imports
and growth of output is postulated from which one may
derive the level and rate of the required growth of
imports. A saving gap appears when the domestic saving
rate is below the level necessary to permit the investment
required to achieve the targeted rate of growth of output,
while imports are adequate. ‘Aid covers the saving gap, and
permits the achievement of the target. A trade gap
appears, however, 1if with adequate saving the flow of
imports is below the required level. Here aid breaks the
import bottleneck and permits targets to be reached. 1In
this latter case, the key assumption is that the country

1s unable to transform its potential saving into exports.

Growth is said to be investment-limited when the domestic
resource gap is dominant, and trade-limited when the
foreign exchange gap is bigger. The ex-post identity of
the two gaps is an accounting 1identity(12). Ex-ante,
however, they do not have to be equal(13).

Since the two gaps are not additive, foreign capital
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inflows will bridge the dominant gap and the other will be
automatically covered. When the domestic resource gap is
dominant, 1t can be narrowed through the increase in
saving as a result of an increase 1in national income by
more than the 1increase in investment. For this the
marginal propensity to save should exceed the average
propensity. However, the self-sustained growth which the
dual gap models postulate (that is the need for further
concessionary assistance is ceased), 1is achieved only if
the Incremental Capital Output Ratio [ICOR](14) is lower
than the marginal propensity to save. Then it (follows
quite clearly that the larger the saving-investment gap,
the less likely this condition can be satisfied, because
the more the marginal saving must exceed the average in
order to eventually close the gap.

Alternatively, when the foreign exchange gap is
dominant, it becomes less 1limiting ©provided either
that exports grow at a faster rate than national income
and/or that the import-investment coefficient falls
indicating that more capital goods are being produced
domestically, 4i.e., the marginal import ratio must 'be
below the initial average ratio.

Chenery and Strout even spoke of the inflow of
external resources as a separate factor of production, the
effective use of which makes possible a rapid and
sustained development(15). They held that foreign capital

has properties quite different from domestic resources,
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and the mixing of the two opens up new opportunities to
the receiving country that could not be provided by a
simple 1increase of national income. For a developing
country the 1inflow of foreign capital was said to be
significant in raising the productivity of a given amount

of labour as well as for allowing a larger labour force to

be employed. They held further that the function of
foreign capital was not only to help countries break theilr
vicious circles of poverty but also, once the growth
process has started, to sustain it by making the process
as fast and continuous as possible. Moreover, an increase
in 1income, saving and investment which the inflow of
foreign capital makes possible, was believed to shorten
the time the recipient country would otherwise take "to
achieve self-sustaining growth by stepping up the rate of
domestic capital formation to a level which could then be

maintained without the need for any  further foreign
capital.

Chenery, in a reply to Bruton(16), called the gap
analyses "a by-product of attempts to determine the actual
policy alternatives facing underdeveloped countries"(17).

But most of the gap models do not make any specific
assumptions as to what economic policy tools are at the

disposal of the governments of the capital receiving

countries. Those which do generally fail to specify

exactly how capital inflows affect the use of these tools.

It is implicitly assumed that some combination of policy
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measures can always ensure that the additional resources
obtained 1in this way are allocated entirely to investment
without any "leakage" into consumption. The government's
overriding policy goal is regarded almost as axiomatic.
Furthermore, another characteristic of these models 1is
their omission of domestic financial variables such as

money, credit, prices and interest rates.
Finally, due to the controversy over 1its many

features, the early growth-oriented literature was rated

by many critics as curiously naive. Yet it remained
essentially unchallenged for a long time. Indeed, the two
gap analysis gained wide currency when it first appeared,
and it was extensively employed over the 60s' in the
evaluation of the impact of aid programmes. Until the mid
60s' there seemed to be a great degree of consensus among
economists that a very important factor in determining the
causes of economic progress in developing countries is the
avallability of external resources to finance domestic
investment. Furthermore, they presented the former so
optimistically and as predictably beneficial that all less
developed countries were urged to solicit and accept aid

as rapidly as they could absorb it. But as time and
experience brought about changes in the perceptions of
economic development in the second half of the 1960s and

at the beginning of the 1970s, the validity of the
assumptions of these models was disputed by many critics.

Subsequently, the foundations of thinking on foreign aid
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and economic development were shaken. The 1literature
evolved as an antithesis seems to have the general
outlook of a combination of the structuralist paradigm and
of the modern theories of international dependency. The
critics generally varied from those who exposed the
theoretical weaknesses | of the theory of aid and
development to those who rejected the analyses on
theoretical as well as empirical grounds. The views of the
critics are discussed in the following two parts of this
chapter. It must, however, be remembered that though the
1960s proved in retrospect the decade when most work was
done by economists in the development of the theory of
foreign aid, it was the two-gap analyses which received
most attention, particularly from those concerned to test
its wvalidity in the real world. Therefore,k for the
empirical part of the critique of the theory of aid and

development, this study will focus on the relationships

between foreign aid, domestic saving and economic growth,

as postulated by the architects of gap models.

Part: 2-2

Foreign Economic Aid: Theoretical Critique

This part ranges from the narrowly-focused debate
about the existence of the two gaps to those criticisms of

foreign aid which are seen by some as more fundamental
issues. The analysis 1is divided into three distinct

sections. Section one describes the views of critics about
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the foreign exchange gap of the two-gap models while
section two summarises the critique of the radical writers
on the Left. Finally, section three presents the opinion

of the critics on the Right.

Section: 1-2-2
Foreign Exchange Gap

Fel and Ranis were the first to criticise the gap
models for "indefinitive behavioural assumptions"” and
unresolved identification problems(18). However, the first
challenge from a neo-classical perspective to the
Keynesian basis for aid intervention came from Bruton. He
examined the factors which determine the gaps and
questioned the effectiveness of aid 1in closing the
dominant gap. He maintained that the trade 1limit 1is
unlikely to occur in a well managed economy and that

basing aid policy on this hypothesis provides the wrong

incentives to developing countries(19).

Myint also strongly criticised the trade 1limit

of the two gap models. One of his criticisms 1is the
familiar one that countries such as Puerto Rico and Hong

Kong (the most recent examples of the sort are Taiwan,
South Korea and Thailand), have all been able to achieve

remarkable rates of export growth. In his opinion, these

examples show that small countries can escape the foreign

exchange scarcity trap. Myint also points out that,
historically, <the bulk of the total value of investment

consists of domestic goods for such things as
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construction, agricultural capital, roads, and so on. He
arques that these useful activities can be expanded, even

if foreign exchange 1is scarce(20).

Griffin based much of his later empirical analysis
on the proposition that ultimately there can only be one
constraint on investment, viz. saving'. Thus, he rejected
the two-gap proposition that foreign exchange can be an
independent constraint on development. He provided a
theoretical model which shows that for a less developed
country, it is quite rational to consume more than before
as it receives foreign capital. Assuming that neither
consumption nor saving is an "inferior" good, one would
expect the resources provided through foreign aid to be
allocated between consumption and investment in such a way
that the opportunity cost of current consumption is
exactly equal to the satisfaction obtained from consuming
one additional item. Thus, the net effect of foreign aid
would be to increase consumption on the pretext that there
ls a trade limit inhibiting growth(21l). Similar arguments
were developed by Joshi who emphasised the range of

objectives and policies open to most LDCs which have a

bearing on both foreign exchange and saving requirements.

Over time, he argued, the distinction between the two gaps

becomes irrelevant(22).

Little visualises four conditions that are necessary

for a foréign exchange gap to exist: first, it must be

impossible to increase export receipts because foreign
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demand has unit elasticity (or there is a kink in the
demand curve); second, the import bill cannot include any
payment for final consumption goods; third, the import
content of current domestic production cannot be reduced;
and fourth, investment cannot be made more labour-
intensive without reducing its social yield. He maintains
that given time to make adjustments, it 1is doubtful
whether any country has ever been in such a position as
the above. He arques that in the very short run all
countries experience such situations, since import saving
or export expansion always takes time. Little believes
that giving aid on the basis of projected foreign exchange
deficits is not a good' idea, because it inhibits policy
adjustments in favour of increasing exports and increasing
labour intensity(23).

Findlay was also of the opinion that the foreign
exchange gap theories, with their emphasis on the
inflexibility of the production and demand structures in
developing countries, had paid too little attention to the
role of domestic policies in generating inflexibility. He
showed that once the suitability of domestic and imported
capital goods was admitted, as well as the possibility of
expanding export earnings even though with worsening terms
of trade, the appropriate allocation of domestic output or

savings between exports and domestic investment followed

the well-known principle of optimum allocation of

resources(24).
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Bhagwati disputed the two-gap theory in its attempt
to provide a rationale of foreign aid in terms of its role
in filling the exchange gap. In his opinion, the theory
might have the unintended result of reducing the efforts
of poor countries to correct domestic distortions in
cost/price structures. 1In analysing this phenomenon, he
provided country studies where an over-valued currency

and a licensing policy provided imported capital goods to
domestic manufacturing industry at the official exchange
rate. In most cases, he shows, the policy overwhelmingly
encouraged the adoption of capital-intensive techniques
and projects. What was more disturbing, was that it led to
the underutilisation of capital stock. Hence, 1in the

process developing countries became increasingly dependent

on imported raw materials to feed their domestic
industries and import needs tended to increase(25).
We now shift our attention away from the debate on

the gap theory to those criticisms of foreign aid which
are seen by many as more fundamental issues. The latter
types of criticisms share a common framework, with varying
strength, which widens the issue of aid effectiveness

beyond technical macroeconomic and quantifiable
relationships associated with “growth theory' to a

consideration of unquantifiable relationships that attempt
to capture the patterns of poverty and distribution and,

relatedly, social and political aspects of the development

process.
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Section: 2-2-2
Critics From the Left

The radical critics from the Left maintain, that even
the obvious additions made by aid to national saving,
foreign exchange, and economic growth, hardly have any
worth unless aid does lead to recognisable benefits 1in
economic development. Particularly highlighted are the
effects on poverty alleviation and 1income and asset
distribution. These critics can be grouped into two
distinct, although related, categories: the institutional
pessimists, and the structural theorists(26). The former
focus their attention on recipient governments and, for a
variety of reasons, conclude that the interplay of power
and economic interests prevents them from utilising the
aid provided in a manner conducive to poverty alleviation
in these countries.

Mende, in a rigorous critique, pin-points the
deficiencies of the state in developing countries and the
fundamental requirement of mobilising mass support as the
key to meaningful development. He views foreign aid as a
diversion from the main task at hand(27). Lappe and her
colleagues agree with Mende's pessimistic conclusions

-~

about the state and extend this to a discussion of uneven

power relations within recipient countries(28).
However, the most influential among the institutional
pessimists are Seers and Myrdal. Their criticisms of aid

are based on two negative assessments of recipient states.
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They assert, first, that much aid is ' frittered away
through corruption and, secondly and more substantially,

that the aim of LDCs' rulers is not to relieve poverty,
rather the contrary, to make sure that the incomes of the
masses are kept low and social services are retarded(29).
The most complete account of the structural theorists
is found in the writings of Jalee(30), Hayter(31),
Wood(32), and Carty and Smith(33). They agree with the
institutional pessimists that state structures and
recipient governments are a major impediment to aid
effectiveness but their analysis is both wider, usually
international in scope, and historical. For them, aid 1is
part of a structural relationship between rich and poor
countries which has evolved over time to underdevelop the
latter. They believe that the objectives of the developed
countries are primarily and overwhelmingly to use the poor
countries to further their own economic interests. The
former are able to achieve these objectives by allying
themselves with the dominant economic groups 1in the
recipient countries. These groups strengthen their own
economic power by furthering the links already established

between themselves and the rich countries. Insofar as aid

is a part of this wider and dominant relationship between
the two groups of countries, it is incapable of addressing
and alleviating the poverty of the developing world in a

systematic and effective way.

Nonetheless, it is not the assertions of the Leftist
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critics that foreign aid has a negative impact on the poor
in recipient countries that concern us here. O0Of primary
interest is the theoretical perspective underlying their
assertions. It is important to recognise that, in general,
the Leftist critics have failed to elaborate in sufficient
detail the precise theory of development they are

utilising to derive their negative conclusions. It 1is

within this context that we now intend to view the

contribution of the critics on the Right in the following.

Section: 3-2-2
Critics From the Right

The Rightist perspective of foreign aid is rooted in
neo-classical economic theory. Rightists assert that
intervention through aid frustrates or, 1in its most
radical form, impedes the development process. At the
centre of their critique is optimism about the efficacy
of the market, and the overriding benefits of a non-
distorted price system and private enterprise achieving
sustained @and accelerated development on their own. The

debate has been largely developed by economists such as

Friedman, Bauer, and Krauss.

In Friedman's opinion, government-to-government aid

would normally be wasted and also it would discourage the
recipient government maintaining an environment
favourable to private enterprise(34). However, the most
fierce critic on the Right is Bauer. One of the main

arguments he advanced is that the inflow of aid may be
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linked to policies which serve to reduce = ©private
investment and even encourage the flight of capital(35).
Indeed, he rejected the idea of a saving gap in LDCs, as
he was confident that the low level of output per capita
in 1less developed countries is not caused by the lack of
domestic saving but by the existence of certain attitudes,
customs and institutions which are not favourable to
growth. Thus, even 1f foreign aid is provided, says Bauer,
it would not raise their rate of growth, and 1in fact
"would so adversely affect the basic ingredients of growth
as to retard economic growth in the 1less developed
nations'" (36).

Krauss highlights the distorting effects of
government intervention in recipient economies. He holds
that foreign aid which involves a transfer of 1income
between governments necessarily increases the role and
influence of the recipient governments in the domestic
economic sphere and, thus, accentuates the impediments to
economic progress by hindering dynamic and competitive

market expansion(37).

To the extent that aid is perceived as part of the
problem impeding the achievement of faster growth and

development, there 1is agreement between the Left and
the Right. Nonetheless, one fundamental difference between
the two schools may be noted: while the Leftist critics

attacked all capital imports including foreign private

investment, Rightist opinion was critical only of the
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ald-in-grant programme because it is this, they believe,
which keeps the recipient governments from 1liberalising
laws governing foreign private investment.

Finally, the theoretical critique of aid evolved
side-by-side with the waning enthusiasm for aid to less
developed countries resulting from empirical
observation. We now turn our attention to the critique of

foreign aid based on empirical findings.

Part: 3-2
Foreign Aid: Empirical Critique

Empirical work on foreign aid was largely motivated
by a hypothesis advanced by Haavelmo, who in the mid-1960s
first raised the question of the relationship between
domestic saving and capital inflow. His argument implied
the existence of a negative relationship between the two
variables. He argued that domestic saving could be

negative if the inflows of foreign capital are large and

that, 1f capital inflows do reduce the level of domestic
saving, 1little will be added to capital formation. The
effect on the rate of growth is then open to question(38).
Haavelmo's hypothesis was followed by a series of
empirical studies that were carried out to establish the
relationship between foreign aid, domestic saving and
economic growth. 1In this part an attempt 1is made to
describe the'empirical studies. Section one looks at the
early highly pessimistic findings and section two

describes the analyses that arrived at some reconciliatory
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conclusions.

Section: 1-3-2
Early Pessimistic Findings

Haavelmo's hypothesis was first tested by Rehman, who
investigated the relationship between the saving ratio
(S¢/Y¢) and the capital inflow ratio (H{/Yy) within a
linear regression model(39). Rehman arrived at the
following estimated equation(40):

S(t)/Y(t)= 0.1427 -(g:gg;g)ﬂ(t)/Y(t)
Where H(t)/Y(t) is the foreign capital taken as a
proportion of national income and the figure in
parentheses 1is a t-statistic.

While Chenery and Strout in their basic model assumed
the recipient country to'be " unwilling or wunable to
increase aid merely to increase consumption" and they
believed the recipient governments to have "no 1incentive
to increase aid by reducing saving" (41), Rehman's
statistically significant negative result 1led him to
conclude that foreign capital is quite likely to be used
not* only for augmenting investment but also as a
substitute for domestic saving. From this conclusion he
advanced the behaviouristic hypothesis that "the
governments in developing countries may voluntarily relax
domestic saving efforts when more foreign aid is available

than otherwise"(42). Aside from this, he arqued, the

possibility also exists that some proportion of the
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foreign capital inflow may be devoted to uses which have a
small impact on economic growth. For example, the partiof
aid which goes to finance expansion of the public
administration and the defence sectors adds more to

aggregate demand than to aggregate supply.

In order to support the thesis that aid inhibits
growth, Griffin and Enos conducted an empirical

analysis(43). By regressing the average growth rate of
twelve Latin American countries on the ratios of aid to
GNP for the period 1957-64, they found that the
coefficient of regression was negative. Their estimated
equation reads as follows(44):
Y= 42.97 - 6.78(A/Y); R%= .13

where, A/Y= ratio of foreign aid to GNP.

with data for 32 eountries for the three-year period
from 1962-64, they also obtained an inverse relationship

between foreign capital inflow and domestic saving. Their

results were more striking than those of Rehman. Thelir

estimated equation is(45):

S= 0.11 - 0.73(f); R2%= 0.54
(6.6)

where, £ is foreign capital and the figure in parentheses

is a t-statistic.

Griffin and Enos pointed out the routes whereby
foreign capital inflow ultimately leads to a reduction in

the rate of growth in GNP. First, direct investment may

tend to reduce the supply of local entrepreneurship and
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saving by pre-empting the most profitable opportunities
through special tax and import privileges. Second, this
inflow raises the ICOR because some foreign capital
inflow (mostly public loans) is channelled into activities
that either are not directly productive or have 1long
gestation periods. The strong linkage between public loans

and soclal overhead capital might result in a higher ICOR
and perhaps 1in a lower rate of increase in national
income(46).

Among the early aid empiricists, Thomas E. Weisskopf
and Kaj Areskoug are two other well-known names. The
former gave persuasive theoretical reasons and empirical
evidence to assert that an inflow of foreign capital
should have a negative impact on domestic intentions to
save(47). He took time-series data for seventeen countries
for a period of at least seven years to estimate the

overall ex-ante saving function. The results were as

follows(48):

S= a + 0.183Y - 0.227F + 0.176E
(65.9) (=5.3) (4.6)

where, F 1is foreign capital inflow and E {is export

earnings. The figures in parentheses are t-statistics.

According to his estimates, the impact of F on S was
highly significant and approximately 23% of net foreign
capital substituted for domestic saving. He, however,
concluded that the negative lmpact of foreign capital

inflow on domestic saving applies to ex-ante saving but

not necessarily to ex-post saving, and "only in situations
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characterised by a binding saving constraint and a slack
trade constraint is the relationship between foreign
capital and ex-post saving described by the ex-ante
saving function"(49). Nonetheless, his test, designed to
distinguish among alternative binding constraints,
suggested that the saving constraint has more often been

binding than the trade constraint(50).

The analysis made by Areskoug also targeted the
deficiency of the two gap models in that they‘ cannot
explain the use of foreign capital for consumption
purposes. He developed the hypothesis that broad policy
shifts occur with capital inflows. He then examined the
validity of the hypothesis through tests on annual data on
20 countries for the period 1948~-68. The analysis he
carried out helped to identify four main types of policy
responses; an upward exchange rate shift, trade
liberalisation, increase in government expenditure, and an
expansion of bank credit(51). Thus, he concluded that by
design or accident a large proportion of the capital

receipts 1in the developing countries are utilised for

consumption.

Following the work of Areskoug-on economic policy
responses to foreign aid, "Heller constructed a model
focusing on the several categories of public expenditure
and of domestic and foreign revenues. His findings

suggested that aid not only increased investment, but

simultaneously facilitated a reduction in the 1level of
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domestic taxes and borrowing. He found a much stronger
bias toward an 1increase in public consumption and,
indirectly through tax reductions, in private

consumption(52).

While the early pessimistic empiricist analysis was
still gaining momentum as well as widespread acceptance
among academics of both developed and underdeveloped
countries, some economists simultaneously started to
question 1its methodology and findings since they found

the latter suggestive rather than conclusive.

Section: 2-3-2
Later Reconciliatory Work

The empirical evidence of a negative relationship
between domestic saving and capital inflow based on cross-
section analysis was opened to serious questions by many
critics. They argued that the statistical relationship
as revealed by simple regression analysis does not tell us
the direction of causation. Another main criticism was
that cross-sectioon analysis deals with a large group of
countries which differ from each other with regard to
size, openness, factor endowments, institutional
background, and stage of development attained. These
differences, they believe, can hardly be treated as random

errors, and thus cross-section studies tend strongly to

mis-specification.

Not being convinced by Rehman's £findings, Gupta

decided to run a regression for data on 50 countries,
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including the 31 countries of Rehman's sample(53).
Gupta's results contradicted Rehman's findings as the
former found a positive, though statistically
insignificant, relationship between the saving rate and
capital imports(54). Gupta also carried out another test
based on the same set of data, classifying all 50
countries on the basis of per-capita income level and
forming three groups with per capita GNP of US$124,
US$125-249, and US$250-675, respectively. He then
separately estimated the same domestic saving function for

each group and found more revealing and consistent results
than those for all the countries together(55). He thus
concluded that the foreign capital inflows "instead of
leading toward slackening of domestic saving efforts may
actually intensify them" (56).

Kennedy and Thirlwall arqued that a reduction in
domestic saving would not necessarily result - from an

increase in foreign capital inflows, and even if it did,

it should not lead to a rejection of capital imports 1if

consumption is desirable or productive(57).
Stewart pointed out that even if foreign capital

inflows finance projects with relatively high ICORs, it

does not necessarily follow that the overall impact on the
development effort should be negative. This would require

the further assumption, she argued, that the non-aid

effort 1is adversely affected to offset the rise in income

due to capital imports. Otherwise, the impact of foreign
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aid on future levels of income would still be
positive(58).

Eshag supported Stewart's arqument by concentrating
on one of the implicit assumptions which is necessary for
Griffin's conclusions to hold, namely, that the
elasticities of supply of labour and of goods and services
in LDCs are zero. Then by retaining the two-gap models'
assumption of a dominant foreign exchange constraint and
relaxing the assumption of =zero supply elasticities
(because of the unutilised redundant labour in most of the
LDCs, and idle land and equipment), he argued that
domestic saving will be expected to increase as a result
of a foreign capital influx. This is because some idle
domestic resources will now be used with the foreign
resources for new investment projects(59).

Issawi advanced another counter-argument that it 1is
not morally, politically or economically wrong or harmful
for poor countries to raise their  consumption levels,
"even granting that it would have been better if they had
used more for investment and less for consumption"(60).

His most fundamental contention concerned, however, the

regression equations showing an Iinverse correlation
between aid and economic growth. He arqued that in view of
the complexity of the factors involved, such correlations
are simply meaningless for "correlation does not indicate

causation"(61).

Following Issawi's reasoning, Kellman maintained
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that the causality might run from growth to aid rather
than from aid to growth(62). In other words, aid might be
flowing to the countries where growth is faltering and the
domestic saving rate is insufficient to achieve the target
amount of investment. To reinforce his point Kellman
regressed growth in both national and per capita national
income of forty countries on effective multilateral
aid(63). His findings substantiated his suggestion that
the strong negative relationship between aid and growth
found by the early pessimists was partly due to an
accidental choice of sample. 1In Kellman's larger sample,
the coefficient, while still negative, was much lower than
that of the smaller sample used by the former authors.
Indeed, income per capita was slightly positively related
to effective aid levels(64).

Papanek was next to disagree with the conclusions and
methodology of the early pessimists(65). Indeed, the
analysis he carried out made him agree with the criterion
of "need" rather than "performance" in the actual
disbursement of aid. Further, he disputed the
"behavioural hypothesis' developed by Rehman and endorsed
by Griffin and Enos. He suggested that the negative

statistical relationship between saving and foreign

inflows found in the analyses of these authors can be 1in
part the result of an "accounting convention" and not the

result of a behavioural relationship(66). He was

dissatisfied with the specification of econometric models,
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and he distrusted the data used to generate the results,
His contention was that the early pessimists used the term
"aid' to cover all capital inflows, including a reduction
in foreign exchange reserves. Papanek doubted 1if the
regressions run by these authors can prove anything in a
causal sense about a negative relationship between foreign
inflows and domestic saving and growth rates. He held that
both low saving and growth are caused by a poor and
deteriorating economic and/or political situation rather
than by high 1inflows. He cites among the former
"exogenous' factors; political and military disturbances,
terms of trade, weather and other shocks, and historically
low or high saving propensities(67). To substantiate his
point he took data from a sample of 34 countries for the
1950s and 51 countries for the 1960s. His examination of
countries with high and low saving rates confirmed the
significance of his argument(68). He attributed the
negative correlation that he found between grant aid and
domestic saving, to' the causation explained in the
foreqgqoing. The correlation of foreign private investment
and other foreign inflows with saving was not significant
in his findings(69), which further confirmed his doubts
about the argument that domestic saving respond negatively
to the size of total foreign inflows. He then concluded
that, '"unless it is argued that the saving effort of less
developed countries is reduced only when foreign resources

come in the form of aid, not in other forms, our findings
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lend no support to the case that saving respond inversely
to foreign resource inflows"(70). Here he seems to share
the views of the Rightist theoretical critics of aid who
favoured all types of foreign resource inflows other than
aid in gqgrant(71). But insofar as his analysis found a
substantially positive correlation between grant aid and
growth, the two views cannot be treated as analogous(72).
It is 1interesting to note that Chenery, the
architect of two-gap models, himself described the
undesirable scenario of the negative correlation between
domestic and foreign saving and ineffectiveness of the
latter 1in raising the growth rate. Even before the early
pessimists he noted, while speaking of Latin America, that
"aid has been a substitute for saving, not an addition to
investment. The saving rate has decreased and there has
been no 1increase in the overall rate of growth of the
gross national product"(73). But he suggested in later
work, with Carter, that causality is the other way round.

In thelir empirical observations for the 1960s the number
of countries that had raised their saving rate as a result
of the aid supported growth process generally far exceeded

the cases in which diversion to consumption was

demonstrated. Contrary to the logic of early pessimists,

they concluded that "successful development has 1led to
increased supply of external capital, whereas unsuccessful

development has usually 1led to a reduction in the aid

supplied' (74).
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Gulati also disputed the view of the early pessimists
about saving behaviour. As mentioned earlier, the latter
reasoned that so long as the output-capital ratio 1is
greater than the interest rate on foreign borrowing, it
will be in the interest of a country to borrow as much as
possible and substitute foreign for domestic saving.
Gulati argued that the country's demand for foreign funds
is not elastic in the first place. Secondly, even given
the fact that foreign resources are available, the country
does not necessarily start increasing consumption. As for
the domestic saving effort, Gulati made a point of
highlighting untapped domestic resources in the LDCs which
either because of the laxity of the tax system or because
of the relatively low domestic interest rate, do not show
up 1in domestic saving since they '"get invested directly
by the small businessmen and farmers in land improvement,
irrigation channels, housing, and so on"(75). In that he
seems to draw on Bose's analysis where it is argued that
"investment opportunities strongly influence rural
household saving in economies in which financial
institutions are very underdeveloped. 1In such conditions,
saving and 1investment decisions are taken by the same
household" (76). Bose arqued that in view of the poor

compllation of statistical information in most of the LDCs

it could be taken for granted that these investments

scarcely appear in the investment stream of national

Income accounts.
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As for the empirical relationship between aid and
growth, Gulati obtained significantly positive correlation

between growth and capital imports of all kinds for a

sample of 38 LDCs for the 1960s. His estimated regression

equation 1s:

(2.95) (3.27)
R%= (.24

Y

where Y 1s the rate of growth of GDP, AKI is the ratio of

all capital inflows to GDP, and S is the ratio of domestic

savings to GDP.

Balogh, writing at the same time as Gulati,
presented an extreme, yet convincing view that as the data
considered by first phase and second phase authors came
from the 1960s or earlier, it was difficult to suggest
that the relationships analysed for that period still
hold good or whether, he suggested, "they have collapsed
under the stress of the world energy crisis"(78).

Mosley, taking into account the point raised by
Balogh, conducted his analysis using 1970s' data(79). He
found that the overall positive effect of aid on growth
which Papanek observed for the 1960s had in large part
vanished. What was -apparent, taking the sample as a whole,

was a weak and insignificant but negative correlation
between aid and growth(80). However, his results indicated
that for the thirty poorest countries out of his sample of
83, ald was positively correlated with growth and

significantly so if it is lagged five years(8l). In work
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with Hudson, Mosley reworked Papanek's 1960s' data. Their
results show that aid was not a significant influence on
growth either in the 1960s or 1in the 1970s. Their
conclusion is that "aid in the aggregate has no
demonstrable effect on economic growth of recipient
countries 1in either period"(82). Thus, they throw into
doubt Papanek's positive view of the aid-growth
relationship in the 1960s. Yet, the factor that moves
Moéley closer to the two-gap school is his observation
that "comparing the experience of the 1970s with that of
the 1960s, a number of countries which grew fast and
received " high concessional aid inflows during the earlier
decade continued to grow fast during the 1970s even
though their intake of concessional aid had by then become
negligible™ (83).

Finally, at the theoretical 1level, there are a
variety of scenarios one can outline from the works
described in this chapter. However, we cannot make a
priori judgement about the nature of the contribution that
aid might have made to domestic saving and economic growth
in Pakistan without assessing the relevant data. The

subsequent chapters of this study are devoted to this

task.
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CHAPTER: 3

FOREIGN AID, DOMESTIC SAVING AND ECONOMIC GROWTH ¢
STATISTICAL ANALYSIS (Pakistan: 1960 to 1988)

Introduction
The essential feature of all foreign aid is the
transfer of resources from the country granting the aid to

the country receiving it. However, the effect on the

recipient's economy of the utilisation of these additional
resources cannot be determined a priori. The major aim of
this chapter is to provide some quantitative evidence on
the relationship between foreign aid, domestic saving and
economic growth for Pakistan. We use time series data on

each of these three variables to measure the extent and

direction of relationships.

The chapter has been divided into three parts. Part
one contains the hypotheses, methodology and the
description of the data. Part two explores the correlation

between aid and several other explanatory variables with
Pakistan's saving rate, while part three attempts to

analyse and explain the regression findings in terms of

the effect of aid on economic growth.

102



Part: 1-3
The Framework of Analysis
This part 1s sub-divided into three sections. Section
one sets the hypotheses being tested. Section two
explains the methodology employed, and section three

describes the data used for the reqression models.

Section: 1-1-3
The Hypotheses

We 1intend to examine the impact of annual changes in
net economic assistance receipt on changes 1in two
indicators of economic development, domestic saving and
economic growth. However, we also intend to examine the
effect of some distinct types of foreign capital inflow
separately. This seems necessary because different forms
of capital inflow are very often of different nature and
are used in different ways. Although it 1s not
inappropriate to treat all capital inflow as a single
homogeneous element 1in a statistical analysis, yet one
cannot logically expect grants to affect domestic saving
and economic growth in the same manner as other types of
foreign capital inflow, such as foreign direct investment.

By dividing foreign capital inflow into three distinct
categories, foreign direct investment(l), grants(2) and

loans(3), the analysis is also carried out in terms of

theilr separate effects on the economy.

In this analysis, along with economic assistance, we

also examine the impact on our dependent variables, of
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annual changes 1in foreign exchange earnings via home
remittances. The latter is a very important exogenous
factor in any analysis carried out on data for Pakista<ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>