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MODEL SOLUTIONS –  DISCLAIMER 
 
 
 
 

INTRODUCTION 
 

 

The Model Solutions are provided to students for clear understanding of relevant subject 

and it helps them to prepare for their examinations in organized way. 
 

 

These Model Solutions are prepared only for the guidance of students that how they 

should attempt the questions.   The solutions are not meant for assessment criteria in the 

same pattern mentioned in the Model Solution. The purpose of Model Solution is only to 

guide the students in their future studies for appearing in examination. 
 

 

The students should use these Model Solutions as a study aid. These have been prepared 

by the professionals on the basis of the International Standards and laws applicable at the 

relevant time. These solutions will not be updated with changes in laws or Standards, 

subsequently. The laws, standards and syllabus of the relevant time would be 

applicable. PIPFA is not supposed to respond to individual queries from students or any 

other person regarding the Model Solutions. 
 

 

DISCLAIMER  
 
 

The Model Solutions have been developed by the professionals, based on standards, laws, 

rules, regulations, theories and practices as applicable on the date of that particular 

examination. No subsequent change will be applicable on the past papers solutions. 
 

 

Further, PIPFA is not liable in any way for an answer being solved in some other way or 

otherwise of the Model Solution nor would it carry out any correspondence in this regard. 
 

 

PIPFA does not take responsibility for any deviation of views, opinion or solution 

suggested by any other person or faculty or stake holders. PIPFA assumes no 

responsibility for the errors or omissions in the suggested answers.   Errors or omissions, 

if noticed, should be brought to the notice of the Executive Director for information. 
 

 

If you are not the intended recipient, you are hereby notified that any dissemination, 

copying, distributing, commenting or printing of these solutions is strictly prohibited. 



  

 

 

Q.1. Public finance plays a fundamental role in shaping a country’s economic trajectory by ensuring 

efficient resource allocation, income redistribution, and economic stabilization. It encompasses 

government revenue collection (taxes, fees, and borrowing) and public expenditure, which directly 

impact economic growth and societal welfare. 

 

 Promoting Economic Growth: 

Public finance contributes to economic growth in multiple ways: 

 Investment in Infrastructure: Government spending on roads, bridges, energy, and 

communication networks creates an enabling environment for businesses to thrive, boosting 

productivity and employment opportunities. 

 Human Capital Development: Allocating resources to education, healthcare, and skill 

development improves labor productivity, fostering innovation and higher economic output. 

 Encouraging Private Investment: By offering subsidies, tax incentives, and public-private 

partnerships, public finance attracts domestic and foreign investment, spurring economic 

activities. 

 Research and Development (R&D): Government funding for technological advancement 

leads to innovation, efficiency, and competitive industries, strengthening economic growth. 

 

 Ensuring Economic Stability: 

 Public finance plays a key role in stabilizing economies by using fiscal policy to counter 

economic fluctuations: 

 Managing Inflation and Recession: During inflation, the government may reduce public 

spending or increase taxes to control excess demand. In times of recession, deficit financing 

and increased public expenditure stimulate demand, reducing unemployment and supporting 

businesses. 

 Reducing Income Inequality: Progressive taxation and social welfare programs redistribute 

wealth, preventing social unrest and ensuring a more equitable society. 

 Debt Management: Prudent borrowing and debt management prevent financial crises and 

maintain investor confidence, which is essential for economic stability. 

 

 Contribution to the Welfare of Society: 

 Public finance enhances societal welfare by: 

 Providing Public Goods and Services: Essential services such as healthcare, education, 

security, and sanitation improve the standard of living. 

 Social Protection Programs: Pensions, unemployment benefits, and social security systems 

support vulnerable populations, ensuring social stability. 

 Environmental Sustainability: Government funding for renewable energy and pollution 

control policies protects natural resources and ensures long-term sustainability. 

 

In conclusion, public finance is a powerful tool for fostering economic growth, maintaining stability, 

and improving social welfare. By ensuring efficient allocation of resources, economic stability, and 

equitable wealth distribution, it creates a sustainable and prosperous society. 
 

Q.2. 

 

Classifying public expenditures into developmental and non-developmental categories helps 

policymakers in efficient resource allocation, ensuring sustainable economic growth and financial 

stability. 

 

Developmental Expenditures: 

These expenditures contribute directly to economic growth and social welfare. They include 

investments in infrastructure, education, healthcare, industrial development, and research. By funding 

these areas, governments can enhance productivity, create job opportunities, and improve the standard 

of living. Developmental expenditures have long-term benefits, as they boost human capital and 

promote economic self-sufficiency. 

 

 

 

 

 



  

 

Non-Developmental Expenditures: 

These are necessary for governance and maintaining state functions but do not directly generate 

economic growth. Examples include defense, interest payments on national debt, pensions, subsidies, 

and administrative costs. While these expenditures are essential for national security and public 

administration, excessive spending in this category can divert resources away from growth-driven 

projects. 

 

Role in Policy Formulation: 

1. Efficient Budget Allocation: Governments can prioritize spending on sectors that drive 

economic progress while ensuring essential administrative and security functions are funded. 

This helps in balancing economic development and governance needs. 

2. Strategic Economic Planning: By distinguishing between developmental and non-

developmental expenditures, policymakers can direct funds to sectors with long-term benefits, 

such as education and infrastructure, which lay the foundation for sustained economic growth. 

3. Fiscal Discipline: Excessive non-developmental spending, especially on debt servicing and 

subsidies, can strain government finances. Proper classification helps maintain financial 

stability by controlling unnecessary expenditures. 

4. Social and Economic Balance: While developmental spending focuses on long-term growth, 

non-developmental expenditures address immediate governance and security needs. A well-

balanced policy ensures both aspects are adequately addressed. 

By classifying public expenditures, governments can formulate policies that promote economic 

progress while ensuring efficient governance and financial sustainability. 
 

Q.3. 

a 

Efficient allocation of resources means utilizing available resources—such as land, labour, and capital 

in a way that maximizes economic output and societal well-being while minimizing waste. It ensures 

that goods and services are produced at the lowest cost (productive efficiency) and align with 

consumer preferences and societal needs (allocative efficiency). 

 

In a free market, prices and competition guide resource distribution. However, market failures like 

monopolies, externalities, and public goods require government intervention through policies such as 

taxation, subsidies, and regulations to correct inefficiencies. By promoting innovation, fair 

competition, and sustainable development, efficient resource allocation supports long-term economic 

growth and stability. 
 

Q.3. 

b 

Limitations of Fiscal Policy in Developing Economies: 

1. Budgetary Constraints: Limited tax revenue and high public debt restrict government spending 

and economic stimulus. 

2. Inflationary Pressures: Excessive deficit financing can lead to inflation, reducing purchasing 

power. 

3. Weak Institutions: Corruption and bureaucratic inefficiencies hinder effective policy 

implementation. 

4. Crowding Out Private Investment: High taxation and public borrowing increase interest rates, 

discouraging private sector growth. 

5. Time Lags: Delays in policy execution reduce effectiveness in addressing immediate economic 

challenges. 

External Dependence:  Reliance on foreign aid and loans makes economies vulnerable to global 

economic fluctuations. 



  

 

   

Q.4. Role of Public Debt in Financing Government Projects: 

 

Public debt plays a crucial role in funding government projects, especially when tax revenues are 

insufficient. Governments borrow through internal and external debt to finance infrastructure, 

healthcare, education, and other development programs that promote economic growth. 

1. Infrastructure Development: Public debt funds roads, bridges, and energy projects that 

boost productivity and attract investment. 

2. Social Welfare Programs: Borrowing allows governments to maintain healthcare, 

education, and social security without immediate tax hikes. 

3. Economic Stability: During economic downturns, public debt helps sustain public spending 

and stimulate demand, preventing recessions. 

4. Defense and Emergency Spending: In times of war, natural disasters, or crises like 

pandemics, public debt provides immediate financial resources. 

 

Challenges for Future Generations: 

1. Debt Burden and Interest Payments: High public debt means future generations must 

repay loans and interest, reducing funds available for essential services. 

2. Inflation and Currency Depreciation: Excessive borrowing can lead to inflation and 

weaken the national currency, increasing the cost of imports. 

3. Crowding Out Private Investment: Heavy public borrowing can limit funds available for 

businesses, slowing economic growth. 

4. Sovereignty Risks: External debt obligations may lead to dependency on foreign creditors, 

limiting policy independence. 

5. Intergenerational Equity: Future taxpayers bear the burden of repaying debts for projects 

they may not directly benefit from. 

While public debt enables economic development, excessive and mismanaged borrowing can create 

long-term financial challenges. Sustainable debt management is crucial to balance growth and fiscal 

responsibility. 

 

Q.5. Role of the National Finance Commission (NFC) in Financial Distribution under the Grant-in-

Aid Order 2010: 

 

The National Finance Commission (NFC) plays a crucial role in the distribution of financial 

resources between the federal and provincial governments in Pakistan. Under the Grant-in-Aid 

Order 2010, the NFC ensures equitable financial transfers, particularly to less developed provinces, 

to promote balanced economic growth and reduce regional disparities. 

Key Functions of NFC under the Grant-in-Aid Order 2010: 

1. Equitable Resource Distribution: The NFC allocates federal revenues among provinces 

based on a revised formula that considers multiple factors beyond just population, including 

poverty, revenue generation, and underdevelopment. 

2. Special Grants to Provinces: Under the Grant-in-Aid Order 2010, NFC provides financial 

assistance to provinces facing economic hardships, particularly Balochistan, which receives 

special grants due to its low revenue generation capacity and vast underdeveloped areas. 

3. Revenue Sharing from Federal Divisible Pool: The 7th NFC Award (2010) increased the 

share of provinces in the divisible pool, ensuring a greater flow of resources to meet 

development needs. The federal share was reduced, enhancing provincial fiscal autonomy. 

 

 



  

 

4. Fiscal Equalization: The NFC grants aim to reduce financial disparities among provinces, 

helping lagging regions catch up in terms of infrastructure, education, and healthcare 

development. 

Encouraging Provincial Fiscal Responsibility: By providing grants based on need and 

performance, NFC incentivizes provinces to improve tax collection and efficiently utilize funds for 

development projects. 

 

Q.6. 

a 

Importance of Equity and Certainty as Canons of Taxation: 

The canons of taxation, as proposed by Adam Smith, emphasize the key principles that should guide 

a fair and efficient tax system. Among these, equity and certainty are fundamental in ensuring both 

fairness and efficiency in tax collection. 

 Equity: The principle of equity ensures that taxes are levied fairly, based on an individual's 

ability to pay. Those with higher incomes or wealth contribute more in taxes than those with 

lower incomes. This approach promotes social justice by reducing income inequality and ensuring 

that tax burdens are distributed in a way that reflects each taxpayer’s financial capacity. 

Progressive taxes, where higher earners pay a larger percentage of their income, are a direct 

application of this principle. Equity also supports the redistribution of wealth through government 

welfare programs, contributing to economic and social balance. 

Certainty: Certainty means that the tax system is clear and predictable, with taxpayers fully 

understanding their obligations. They should know exactly how much tax they owe, when to pay it, 

and how taxes are calculated. This transparency prevents confusion, encourages timely payment, 

and reduces the chances of tax evasion. Certainty also allows individuals and businesses to plan 

their financial decisions with confidence, knowing their tax liabilities in advance. A clear tax system 

helps avoid disputes between taxpayers and authorities, making the system more efficient and 

effective. 

 

Q.6. 

b 

Public expenditures play a key role in improving income distribution and reducing poverty. 

Income Distribution: 

1. Income Redistribution: Government spending, funded by progressive taxes, supports 

welfare programs that help lower-income groups, reducing income inequality. 

2. Economic Growth: Investments in infrastructure, education, and healthcare boost economic 

growth, creating job opportunities and improving living standards for the poor. 

3. Regional Disparities: Targeted spending in poorer areas helps reduce income differences 

between regions, promoting more balanced development. 

Poverty Alleviation: 

1. Poverty Programs: Expenditures on cash transfers, food aid, and social services directly 

assist low-income families, lifting them out of poverty. 

2. Social Safety Nets: Programs like unemployment insurance provide financial support during 

crises, preventing people from falling deeper into poverty. 

3. Education & Skills: Investment in education and training improves job opportunities, 

helping individuals escape poverty in the long run. 

4. Health Care: Public health spending reduces the burden of medical costs on low-income 

families, preventing health-related poverty. 

When effectively managed, public expenditures can reduce inequality and alleviate poverty by 

supporting economic growth and providing essential services. 

 



  

 

Q.7. 

a 

 

Zero-Based Budgeting (ZBB) is a budgeting approach where each government department or 

program starts from a "zero base" every fiscal period, and expenses must be justified before 

allocation. Unlike traditional incremental budgeting, ZBB requires a detailed evaluation of all 

expenditures, ensuring that funds are allocated based on necessity and effectiveness. 

Role of ZBB in enhancing public expenditure efficiency: 

1. Eliminates Wasteful Spending: Since every expense must be justified, redundant or low-

priority expenditures are identified and removed. 

2. Improves Resource Allocation: Funds are allocated based on need and impact rather than 

historical spending patterns, directing resources to high-priority sectors like health, 

education, and infrastructure. 

3. Enhances Accountability and Transparency: By requiring detailed budget reviews, 

ZBB reduces corruption and mismanagement in public finances. 

4. Encourages Performance-Based Budgeting: Departments must justify expenditures with 

measurable outcomes, ensuring that government spending is aligned with policy goals. 

5. Supports Cost Control – ZBB identifies cost-effective alternatives and encourages 

efficient use of public funds, reducing fiscal deficits. 

Promotes Flexibility in Fiscal Planning – Governments can adjust spending priorities based on 

changing economic conditions, ensuring efficient budget execution. 

 
Q.7. 

b 

 

i) Progressive Tax: 

A progressive tax is a tax system in which the tax rate increases as the taxpayer's income or wealth 

increases. In other words, individuals with higher incomes pay a larger percentage of their income 

in taxes compared to those with lower incomes. This type of tax aims to reduce income inequality 

by imposing a heavier tax burden on the wealthy. 

 

Examples: 

 Income Tax – In many countries, income tax rates increase with income brackets, where 

higher earners pay a higher percentage of their income in taxes. 

 Capital Gains Tax – Tax on the profits from the sale of assets, which may have higher rates 

for individuals with larger gains. 

 

ii) Indirect Tax: 

An indirect tax is a tax that is levied on goods and services rather than on income or profits. The 

tax is collected by an intermediary (such as a retailer or manufacturer) who then passes it on to the 

government. Unlike direct taxes, the burden of indirect taxes can be shifted from the producer to 

the consumer. 
 

Examples: 

 Value Added Tax (VAT) – A tax added to the price of goods and services at each stage of 

production or distribution, typically paid by the consumer. 

Sales Tax – A tax imposed on the sale of goods and services, which is collected by the retailer and passed 

on to the government. 

 

Q.8. 

(i) 

The Canon of Economy in taxation emphasizes that the cost of collecting and administering taxes should 

be kept as low as possible to ensure efficiency. A tax system should be designed in a way that minimizes 

government expenditure on tax collection while also reducing the compliance burden on taxpayers. 

To achieve this, governments should adopt simplified tax procedures, modern technology, and efficient 

administrative systems that reduce unnecessary paperwork and enforcement costs. High collection costs 

can reduce the net revenue available for public spending, making taxation less effective. Similarly, 

complex tax systems can increase compliance costs for taxpayers, leading to tax evasion or inefficiencies in 

the economy. 



  

 
 

Q.8. 

(ii) 

Internal and External Debt refer to the sources from which a government borrows funds to meet its 

financial needs. 

Internal Debt: 

Internal debt refers to borrowings from domestic sources, such as individuals, banks, financial institutions, 

and the central bank. The government raises internal debt through instruments like treasury bills, bonds, 

and loans from commercial banks. 

 

Characteristics of Internal Debt: 

 Borrowed from within the country. 

 Repayment is made in the local currency. 

 No direct impact on foreign exchange reserves. 

 Interest payments circulate within the national economy. 

 May lead to inflation if excessive borrowing is financed by money creation. 

 

External Debt: 

External debt refers to borrowings from foreign sources, such as international financial institutions (IMF, 

World Bank), foreign governments, or global capital markets. It is usually in foreign currency and used to 

finance trade deficits, development projects, or budget shortfalls. 

Characteristics of External Debt: 

 Borrowed from foreign lenders. 

 Repayment is in foreign currency, impacting foreign exchange reserves. 

 Affects national credit ratings and exchange rates. 

Can bring in foreign investment but may lead to a debt burden if mismanaged. 
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