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Abstract 
The objective of the present study is to analyze the role of fiscal 
decentralization in generating employment opportunities in Pakistan. 
The analysis based on secondary source of data, considering the time 
series period from 1972 to 2009. Ordinary least square method (OLS) 
is applied for estimating employment models through examining the 
validity of OLS assumptions. The study concludes that expenditure 
decentralization has positive and significant impact on employment 
creating while decentralization in revenue is not suitable for 
employment generation. Poverty and inequality are reducing the 
employment in Pakistan. So, it is suggested that fiscal autonomy is 
necessary for creating more employment opportunities in Pakistan. 
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I.  Introduction 
 The Pakistan’s Economy is still passing through the phase of stabilization. It 
becomes very important and necessary to bring macroeconomic stability in order to 
provide the platform for employment creation, raising the growth and making better the 
quality of human life. The Pakistan being an underdeveloped economy is facing the 
problem of high inflation, energy crises, increasing expenditure on security issue, rising 
fiscal deficit and falling inflows. In addition, poverty has become a major issue because 
of floods, high rainfall, loss of infrastructure and destruction of livelihood sources. 
 
 Pakistan is the sixth largest populas country in the world having 177.10 million 
people and is growing at the rate of 2.05 percent per annum. The density of Population 
per person is 222. In the year 2009-10, total labor force is 54.92 million people. Almost 
1.20 million more people are added in the current labor force. The proportion of both 
female and male is risen by 0.67 and 0.53 million respectively. The unemployment rate 
has fractionally increased than the last years. It is 5.6 percent in the year 2009-10 as 
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compared 5.5 percent in the year 2008-09. The inflation rate is almost 14.1 percent in the 
year 2010. The fiscal deficit has increased about 6.3 percent in the year 2009-101. 
 
 The present study has focused on the employment issue which is the main 
challenge for the economy of Pakistan, based on the above facts and figures. We have 
considered Fiscal Decentralization as the major source of employment determination with 
poverty and inequality which become the cause and effect for employment. Fiscal 
decentralization is concerned with dispense of fiscal powers and responsibilities of the 
federal government to the sub-national and local governments (Neyapti Bilin, 2005). The 
fiscal decentralization has become a vital policy implication debate in the world for 
raising the economic efficiency. According to Rondinelli (1981), decentralization is a 
process of shifting the responsibilities as well as resources of national governments to sub 
national governments. 
 
The present research is arranged as follows. The second section of the paper provides the 
review of the literature, covering both theoretical and empirical aspects. Data sources and 
variables description is given in the III section. In the section IV, Methodological issues 
and model specification are discussed. The results and discussions are made in the section 
V. Last section provides the concluding remarks. 
 
II. Theoretical and Empirical Review 
 We have first provided the theory of decentralization considering Oates 
decentralization theorem. Empirical reviews of some prominent studies are also 
explained. 
 
Theoretical Review 
 According to Oates’ (1972) theorem of decentralization the deadweight losses that 
results from centralization are often considered the welfare gains from the 
decentralization. It is assumed that total population of a particular nation or state is split 
into two separate sub nations or localities. A local social good is provided in each sub 
nation. It is further assumed that there are no inter jurisdictional spillovers. The cost is 
equally to be shared by the both sub nations. 
 
The demand for the local public good of two representative individuals, one from each 
locality is explained in figure 1. DA is demand curve for individuals of sub national Govt. 
A and DB shows the demand of individual in B. Marginal cost curve is horizontal and is 
constant. Each individual has to pay price “P” i.e. MC = P. 
 
If the social good (G) is provided by the centralized government would be X  
(Compromise between the demands of individual in each locality). This quantity X  is 
less Xa but is more than Xb. Welfare losses are experienced by each of these two 
individuals. Triangle E1E2E3 shows welfare loss of nation A and E1E4E5 triangle indicates 
the welfare loss of nation B. Decentralization allows each sub national governments to 
provide itself with the quantity of good it prefers and avoids these deadweight losses. 
Oates has described the decentralization theorem as follows. 

                                                            
1 These information are taken from Economic Survey (2009 – 2010), Government of 
Pakistan. 
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Figure 1 

 
  
  

“For a Public good – the consumption of which is defined over geographic sub – sets of the 
total population and for which the costs of providing each level of output of the good in each 
jurisdiction are the same for central government or the respective local government – it will 
always be more efficient or at least as efficient for local government to provide the Pareto – 
efficient levels of output or their respective jurisdiction than for central government to provide 
any specified and uniform level of output across all jurisdictions”. (Oates 1972:35) 

 
 Oates (1999) discussed the vitality of decentralization theorem. He emphasized 
that decentralization was required if (i) local governments were closer to people and if (ii) 
there were constitutional constraints or political pressure that limit the capacity of central 
governments for providing higher levels of public services in some jurisdictions than 
others. Brennan and Buchanan (1980) argued that monolithic central governments would 
be inefficient. They argued that such government would grow excessively by maximizing 
tax revenues. Forbes and Zampelli (1989) also stated that population mobility was less 
likely to occur at local level. They found a direct relationship between number of 
competing country governments and public sector size.  
 
Empirical Review 
 There is a lot of research available on the role of Fiscal Decentralization in 
economic performance at the international level and few studies are found at the national 
level. A few most important studies are reviewed in the present research. Prude’homme 
(1995) highlighted some possible flaws in the theory of Fiscal Decentralization. He gave 
the idea that there was a flaw of economic capability in developing countries. Results 
proposed the differences between revenue and expenditures decentralization. Local 
governments were proposed as representative of the central governments. 
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 Zhang and Zou (1998) studied Decentralization in China by using panel data set 
for the years 1980 to 1992. The study evaluated Fiscal Decentralization as a contribution 
of Federal spending in central government spending. They employed least square 
regression model and hit upon a negative relationship between fiscal decentralization and 
economic growth. 
 
 Xie et al. (1999) assessed the particular influence of fiscal decentralization on 
economic growth in the USA. They used time series data from 1948-1994 and estimated 
an econometric model.  The study recognized three levels of government i.e. Federal, 
Provincial, and Local. They wrapped up the study showing that the current government 
spending shares were consistent with growth maximization; however the co efficient 
were insignificant. They argued that the advancement in decentralization would diverge 
economy from the growth maximizing path and might be damaging to economic growth 
in the U.S.A. 
 
 Treisman (2000) examined the effect of decentralization on average inflation rate. 
He used panel of 87 countries for four five years periods in the 1970s and 1980s. The 
author discovered inverse relationship between inflation and decentralization among 
developed and developing countries. Treisman through the pragmatic study proposed that 
decentralization helped to protect central bank autonomy in OECD countries, whereas in 
non-OECD countries it intensified pressure on the government to overspend and get the 
central bank to legalize the shortfall. 
 
 Thieben (2001) talked about the advantages and disadvantages of fiscal 
decentralization for OECD countries for the period of 1975 – 1995. By using analysis of 
cross sectional technique, he wrapped up the study on the decision that dependence of 
sub national governments on own revenue resources to meet their expenditure and 
economic performance of high income OECD countries were not correlated. 
 
 Akai and Sakata (2002) appraised the contribution of fiscal decentralization to 
economic growth. They used US state level data and estimated a linear regression model. 
The study revealed a positive relation between fiscal decentralization and economic 
growth at the state level on the U.S. 
 
 Ebel and Yilmaz (2004) quantified the role of fiscal decentralization on 
macroeconomic indicators. They followed the DeMello, Davoodi, Zou; 1998 and Oates; 
1972models and used the data of ten different OECD countries’. They found that the 
intergovernmental transfers “worsen fiscal position” of the sub-national governments.  
  

Martinez- Vazquez and McNab (2006) investigated the direct and indirect 
relationship between fiscal decentralization and economic growth and macroeconomic 
steadiness. They used panel data set for 52 developed and developing countries for the 
period of 1972-1997. They discovered that decentralization might positively affect price 
stability in developing countries. The authors found some proof purposing that 
decentralization might directly and negatively influence economic growth in higher- 
income countries but the influence was decreased through the indirect positive impact of 
decentralization on growth through macroeconomic steadiness. 
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 Oates (2006) highlighted dual purpose study which considered some aims which 
were not fixed from basic theory of fiscal decentralization and directed towards some 
new related information on fiscal area in the governments having many systems which 
made economic activities weaker in decentralized public sector. The author imposed 
three conditions that are externalities among jurisdictions, accurate nature of public goods 
and mobility of individuals in jurisdictions and the third one is the assumption in his own 
theorem that the federal government is responsible to give uniform level of amount of 
production to all jurisdictions. He suggested that the self sustaining system must be 
enough decentralized to encourage competition among jurisdictions and control the 
central intervention. 
 
 Malik S. et al. (2006) imparted theory about the relationship between fiscal 
decentralization and economic growth for Pakistan. They used time series data for the 
period 1972 – 2005 and employed the first order moving average process. The study 
sought out mixed results and the study concluded that fiscal decentralization shows the 
way to accelerate economic growth. 
 
 Martinez – Vazquez and Yao (2009) constructed a theoretical model in order to 
examine the relationship between decentralization and public sector employment. They 
used Panel data covering the time series period 1985 – 2005. The findings of the study 
concluded that general government employees were inversely related to population 
density in all countries which government employees and population density were 
positively related in Non – OECD countries. 
 
 Iqbal and Nawaz (2010) traced the effect of decentralization on macroeconomic 
stability. The study concluded that in Pakistan, the decentralization of revenue turned out 
to be more effective than expenditure decentralization. 
 
III.  Data Sources and Variable Description 
 The present study is based on the secondary source of data. The time series data is 
used to evaluate the impact of fiscal decentralization, poverty and inequality on 
employment covering the time period 1972 – 2009.The major sources of the data are 
Handbook of Statistics issued by Federal Bureau of Statistics (FBS), State Bank of 
Pakistan, Statistical Year Book and Economic Survey of Pakistan (Various Issues). 
 
 The core variables of the study are Fiscal decentralization which is measured in 
terms of expenditure and revenue, poverty and inequality. We have used four measures of 
fiscal decentralization i.e. (i) Ratio of Provincial Revenue (ii) Ratio of Provincial 
Expenditure (iii) Adjusted Provincial Revenue (iv) Adjusted Provincial Expenditure. The 
variables description, their measurement issues are reported in the table 1. 
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Table 1: Description of Selected Variables 
 
Variables Description of 

Variables 
Sources of Data and Measurement

Dependent Variable 
LEML Log of Employed 

Labor force 
Economic Survey of Pakistan (various Issues) and 
measured in million people. 

Independent Variables 
INR Inflation rate Handbook of Statistics, Economic Survey of Pakistan (Various 

Issues) 

100
Deflator GDP

Deflator GDPDeflator GDP

Year Base

Year Baset ×






 −
=tπ  

TOP Trade 
Openness 

Imports and Exports are taken in Million Rupees.  

100Im
×





 +

=
GDP

portsExportsTOP  

Economic Survey of Pakistan (various issues), Handbook of 
Statistics on Pakistan’s Economy. 

LTR Literacy rate Percentage rate of literate population 
Economic Survey of Pakistan (various issues), Handbook of 
Statistics on Pakistan’s Economy. 

RPR Ratio of 
Provincial 
Revenue 

It is measured as the ratio of sub national government revenue to 
government revenue 

RPE Ratio of 
Provincial 
Expenditure 

It is measured as the ratio of sub national government expenditure 
to Federal government expenditure 

APE Adjusted 
Provincial 
Expenditure 

It is computed by subtracting payments of interest on debt and 
defense expenditure from national expenditure. 

e.Expenditur DefenseDebt  on Interest  - eExpenditur Govt. National
eExpenditur Govt. National Sub

=APE

APR Adjusted 
Provincial 
Revenue RevenueNationalTotal

Aidin  Grants - Revenue Govt. National Sub
=APR  

HCR Aggregate 
Incidence of 
Poverty 
(Head Count 
Ratio) 

Malik (1988), Amjad and Kemal (1997), Jamal (2003) and Various 
issues of Pakistan Economic Survey since 2005. 

P0 =
n
q

 , where n is population of a country, q are the persons 

having income less than poverty threshold and headcount ratio is 
denoted by Po. 

 
IV.  Methodology and Model Specification 
 In the present, we have employed multivariate data analysis technique based on 
ordinary least square method. Multivariate function is given as follows; 

)..,,.........,( 21 ki XXXfY = ……………… (1) 
Yi is dependant variable, X1, X2, ……, Xn are explanatory variable. The econometric 
model is given as follows. 

ikki XXXY εββββ +++++= .............22110 ……………… (2) 
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 Where 0β  is intercept term, kβββ ,.......,, 21  are coefficients and iε  is stochastic 
disturbance term which satisfies all OLS assumptions. 
Considering the above mentioned technique or methods, our specified model is given in 
the following functional form.  

),,,,,( FDCGINIHCRLTRTOPINRfEML = ……………… (3) 
 
 We have specified the following two models, in order to investigate the influence 
of inequality, poverty and Fiscal decentralization (FDC) on employment. In addition, the 
present research follows the Log – Lin form of regression. As mentioned earlier, we have 
developed four measures of Fiscal decentralization. In order to get rid of 
Multicollinearity problem and to isolate the individual effect of fiscal autonomy and 
authority, we have formulated these models.  

iLTRTOPINRRPERPRGINIHCRLEML εαααααααα ++++++++= 76543210 ……
….. (4) 

iLTRTOPINRAPEAPRGINIHCRLEML εββββββββ ++++++++= 76543210 ……
….. (5) 
Where 0,,,0,,, 7645321 >< ααααααα  and .0,,,0,,, 7645321 >< βββββββ  
 
V.  Results and Discussion 
i. Statistical Analysis 
 Table 2 describes the descriptive statistics of the some selected variables used in 
the employment models. The mean values of the adjusted provincial expenditures and 
revenues are 0.46 and 0.29 with variability 0.13 and 0.09 respectively. Further, it is 
observed that APE is normally distributed with meso-kurtic distribution and APR has 
negatively skewed distribution. Similarly, the average values of the ratios of provincial 
expenditures and revenues are 0.26 and 0.33 respectively with very low values of 
standard deviation (i.e. 0.04 and 0.1). Ratios of provincial expenditures are also normally 
distributed with meso-kurtic and negatively skewed distribution. On the average, poverty 
(HCR) and inequality (GINI) are 26.2 and 0.37 with dispersion 5.08 and 0.07 
respectively. 
 
Table 2: Descriptive Statistics of Selected Variables 
Variables  Mean  Std. Dev.  Skewness  Kurtosis  Jarque-Bera Probability 
APE 0.46 0.13 0.59 3.019 2.22 0.33 
APR 0.29 0.09 -1.04 3.998 8.4 0.015 
INR 0.34 0.05 0.75 3.88 4.81 0.09 
TOP 0.26 0.04 0.56 2.957 1.98 0.371 
LTR 0.33 0.1 -1.54 5.072 21.8 0.00003 
HCR 26.2 5.08 0.54 2.406 2.4 0.3 
GINI 0.37 0.07 2.11 9.451 94.2 0 
RPE 9.6 5.76 1.91 7.164 50.5 0 
RPR 36.9 12.5 0.23 1.676 3.11 0.211 

 
 We have estimated the pair-wise zero order correlations in order to examine the 
degree of association among explanatory variables. The results are reported in table 3. As 
it is stated earlier, four measures of fiscal decentralization like APE, APR, REP and RPR 
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are used in the analysis. The coefficient of correlation between RPE and APE is 0.93 
which is very high. These variables are multi-collinear. Similarly, there is high 
coefficient of correlation (0.89) between RPR and APR and they are also multi-collinear. 
Except these all other variables have some degree of relationship, but they are not multi-
collinear. 
 
Table 3: Pair-wise Zero Order Correlation Matrix 

Variables APE APR INR TOP LIR HCR GINI RPE RPR 
APE 1.00         
APR 0.46 1.00        
INR 0.20 -0.17 1.00       
TOP -0.08 -0.28 0.41 1.00      
LIR -0.18 -0.13 -0.22 0.53 1.00     
HCR 0.26 0.11 0.27 -0.25 -0.23 1.00    
GINI -0.05 0.21 0.01 -0.36 -0.49 0.23 1.00   
RPE 0.93 0.52 0.34 -0.06 -0.26 0.14 -0.03 1.00  
RPR 0.45 0.89 -0.24 -0.41 -0.36 -0.07 0.27 0.52 1.00 

 
Diagnostic Statistics 
 Diagnostic statistics of the employment models are given in table 4. In order to 
examine the normality of residuals, we have applied Jarque – Bera test. The values of 
Jarque – Bera test in both models (0.67 and 0.27) indicates that residuals are normally 
distributed. Breusch – Godfrey Serial Correlation LM test is employed to check the 
autocorrelation problem. We accept the null hypothesis based on the values of F – 
statistic that there is no problem of autocorrelation and both models are free from the 
autocorrelation. As far concerned the variance of error term, we have used Glejser test to 
examine the problem of Heteroscedasticity. The result of the test shows that there is no 
issue of Heteroscedasticity in the employment models. 
 
Table 4: Diagnostic Statistics for employment models 

Tests Model - I Model - II 

Normality Test Jarque – Bera J. B. Statistics: 0.67 J. B. Statistics: 0.27 
Probability: 0.71 Probability: 0.87 

Serial Correlation Breusch – Godfrey Serial 
Correlation LM Test 

F – Statistics: 0.59 F – Statistics: 0.02 
Probability: 0.45 Probability: 0.87 

Heteroskedasticity GLEJSER Test F – Statistics: 0.59 F – Statistics: 0.70 
Probability: 0.75 Probability: 0.67 

 
Empirical Analysis 
 Table 5 reports the empirical results of the employment equations 4 and 5. The 
potency of estimation analysis is judged by measurement of variables, specifications of 
models, statistical and economic significance of the variables. The reliability of our 
estimates is based on the absence of the problem of OLS methods as mentioned earlier. 
The overall significance of the model is judged by the value of F – statistic which is 
significant at one percent. The explanatory power of the model (R2) is high. It is observed 
that in the most cases the macroeconomic variables are interdependent and move jointly 
over the period of time. Moreover, the autoregressive (AR) technique have been used to 
tackle the problem of autocorrelation during estimation process, because First order 
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autoregressive AR (1) is an efficient technique to remove autocorrelation as indicating its 
t – value in both the models. 
Table 5: Regression Estimates of Employment 

Variables Model - 1 Model - 2 
Coefficient t-stat Coefficient t-stat 

Constant 2.738* 23.37 2.673* 31.79 
HCR -0.022*** -1.88 -0.012*** -1.865 
GINI -0.088 -1.097 -0.037 -0.469 
RPR -0.283* -3.043 --- --- 
RPE 0.2514 1.158 --- --- 
APR --- --- -0.327* -4.328 
APE --- --- 0.145* 2.374 
INR -0.002*** 1.785 -0.003* -2.258 
TOP 0.402** 2.054 0.493* 2.52 
LTR 0.019* 17.514 0.020* 27.09 

AR(1) 0.511* 3.415 0.275 1.601 
Adjusted R2 0.99 0.99

D-W Stat 2.004 2.12
F- Statistic 350.43 415.51 

Prob. (F-Stat) 0.000 0.000
Source: Authors’ calculations based on software E-Views 7.0 
Note:  *, **, *** indicate that parameters are significant at 1 percent, 5 percent and 10 
percent level respectively. 

 
 The present study is based on two models because of Multicollinearity among 
decentralization variables. The analysis becomes more interesting by incorporating the 
variables like poverty and inequality as explanatory variables besides fiscal 
decentralization. We have found that poverty (HCR) has negative and significant impact 
on employment. Employment reduces due to an increase in poverty. Our findings stay 
line with Nurks’ theory of poverty cycle. Inequality also depresses the employment. The 
coefficient of GINI is negative and statistically insignificant. The findings show mixed 
effect of fiscal decentralization on employment. Fiscal decentralization regarding revenue 
generation has negative and statistically highly significant effect on employment. The 
coefficients of RPR and APR are -0.283 and -0.327 respectively. The results of the study 
supports Keynesian’s notion of employment determination. 
 
 In addition, we have observed that fiscal autonomy in expenditure raises 
employment. The coefficients of ratio of provincial expenditure (RPE) and adjusted 
provincial expenditure (APR) are positive and have almost significant influence on 
employment determination. The employment increases about 25 percent and 33 percent 
due to an increase of one unit in RPE and APE respectively. We have used some control 
variables like inflation, trade openness and literacy rate except core variables. The 
coefficient of inflation rate is negative and statistically significant. The employment falls 
about 0.2 or 0.3 percentage points due to one percent increase in inflation rate. Our 
findings are matched with theory of stagflation. 
 
 The study has pointed out that trade openness (TOP) has discernible effect on 
employment determination in Pakistan. The coefficient of (TOP) is positive and highly 
significant at one percent level of significance. The employment rises about 40 percent or 
50 percent due to one unit increase in trade openness. Our findings corroborates with 



366      Pakistan Journal of Social Sciences Vol. 32, No. 2 

classical notion of free trade. We have also found that education has direct influence on 
employment generation. The coefficient of literacy rate (LTR) is positive and highly 
significant. Almost 2 percent more workers are able to get employment as a result of 
increase in literacy rate. 
 
VI.  Conclusion 
 The main objective of the study is to explore the effect of fiscal decentralization, 
inequality and poverty for employment generation in Pakistan. The secondary data 
covering the period 1972 – 2009 are employed for analysis. The findings of the study 
indicate that poverty and inequality are big obstacles in the way of employment 
generation. As far concerned, the fiscal decentralization, the study concludes that if the 
national government transfers the power of taxation to provincial level governments or 
makes them more autonomous in revenue generation, the employment is badly affected. 
The reason may be that the provincial governments are less efficient in tax collection as 
compared to central government. 
 
 The investigation of the study regarding expenditure authority delegated by central 
government to provincial government shows that more employment opportunities are 
created by provincial governments. Expenditure decentralization raises economic 
efficiency which leads to more employment through economies of scale. In addition, it is 
concluded that inflation harshly reduces employment through increasing the cost of 
production. The analysis suggests that literacy rate and Free trade are blessing for 
generating more employment. Based on the study conclusions, the following policy 
recommendations are suggested. 
 

i. A big push is required to undo the vicious circle of poverty, more investment 
opportunities should be created, especially foreign investment. Labor intensive 
techniques are adopted.  

ii. Resources should be equally distributed. Inequalities and disparities should be 
reduced through providing health and education facilities at all levels. 

iii. Fiscal powers especially in expenditure should be transferred to the provincial 
government. 

iv. Central Bank and Federal Government should design the policies to reduce the 
Cost Push Inflation. 

v. Trade Liberalization policies should be opted and export promotion policies 
should be launched.  
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