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The objective of this paper is to develop a macroeconomic framework for Pakistan upto the year
2000-03, the last year of the NinethPlan period. Thisframework attemptsto raise the growth rate of
the economy while recognising the limits to growth placed by the leve of investment and savings and
the ability to finance externd transactions.

Section |1 reviews the growth performance of the economy and highlights the role of different factors
inbringing down thegrowthrate. Section 111 focuseson the prospectsfor 1999-2000. Section |V and
V contain projections of the balance of payments and public finances respectively upto 2002-03.
Section VI gives the implied projectionsfor savingsand investment. Section VI derivesthe projected
growth path for Pakistan's economy. Section VI brings together dl the key policy implications and

the conclusons emerging from the analyss.

[ MACROECONOMIC TRENDS

During the decade of the 80s, Pakistan’ s economy averaged a growth rate of 6 per cent. Thisfdl to
5 per cent inthefirgt haf of the decade of the 90sand declined further to an annud average growth rate
of 4 per cent after 1994-95. During thelast year, 1998-99, the growth rate was 3 per cent. Therefore,
thereis clear and perceptible evidence that the growth performance of Pakistan’s economy has been

?This paper is based on the work done by the Macroeconomic Framework Sub-Group
of the Economic Advisory Board of which the author was the Convenor. Projections made by
the Sub-Group have been revised in light of recent numbers and in response to comments
received from members of EAB in the meeting on December 2, 1999. Inputsin particular, from
the State Bank of Pakistan, Planning Commission and the Economic Advisers Wing, Ministry of
Finance, are acknowledged. Any defects which remain are the sole responsibility of the
author.
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deteriorating over time. Perhaps the principa task confronting planners and policy makersis that of
restoring the growth momentum once again.

Table 1 highlights the trendsin key macroeconomic indicators. Theleve of fixed invesment averaged
16 per cent of the GDP in the 80s, which actually increased in the first haf of the decade of the 90sto
amost 18 per cent of GDP. But the growth rate declined to an average of 5 per cent from 6 per cent.
Thisis probably largely due to aloss of momentum in the manufacturing and service sectors. In the
second hdf of the current decade the rate of investment has sharply declined to 15 per cent of GDP,
culminaing inasteep fal in 1998-99 to about 13 per cent of the GDP following the nuclear blasts and
imposition of sanctions. Muchof the declinein therate of investment from 1994-95 to 1997-98 isdue
to lower public investment while the fal in 1998-99 is dso partly dueto afdl in private investment.
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The second haf decade of the 90s has also witnessed asharp fdl in therate of nationd savings, which
isdready low. By 1998-99 it has declined to about 12 per cent of the GDP compared to an average
of 15 per cent in the firgt hdf of the decade. Bulk of the declineisin public savings.

The second hdlf of the decade has, however, witnessed somewhat greater macroeconomic stabilisation

perhaps at the cost of higher growth, as indicated by the fdl in public invesment. Throughout the

TABLE 1

KEY MACROECONOMIC INDICATORS FOR PAKISTAN'SECONOMY

First Half of

Second Half of

Indicators Unit Decade of 80s* 1998-99
905 90s°
1 GDP Growth Rate % 6.1 51 4.0 31
2. Sectoral Growth Rates:
Agriculture % 41 4.2 4.0 04
Manufacturing % 8.2 5.7 47 47
Services % 6.6 51 40 41
3. Level of Fixed Investment % of GDP 15.8 17.8 154 134
Public Investment % of GDP 8.6 8.5 6.2 5.0
Private Investment % of GDP 7.2 9.3 9.1 84
4, Leve of Nationa Savings % of GDP 13.8 14.8 12.2 12.2
Public Savings % of GDP 11 23 15 1.0
Private Savings % of GDP 12.7 125 10.7 11.2
5. Current Account Deficit % of GDP 39 4.5 4.6 2.7
6. Growth of Exports % 85 9.9 -0.4 -10.2
7. Budget Deficit % of GDP 7.0 7.1 5.7 457
8. Rate of Inflation % 7.3 115 9.0 57

daverage for 1980-81 to 1989-90
baverage for 1990-91 to 1994-95
caverage for 1994-95 to 1998-99

Source:  Pakistan Economic Survey
SBP Annual Reports

?excluding once-and-for-all revenue receipts

decade of the 90s the current account deficit has averaged at about 4Y2 per cent of the GDP, with a
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steep fall in 1998-99 to below 3 per cent of GDP due primarily to containment of imports and sharp
declinein oil prices. The budget deficit has dso declined steadily from about 7 per cent of the GDP
inthefirst half of the decadeto 4.5 per cent of the GDPin 1998-99. Thisaongwith the debt retirement
has been amajor factor contributing to containment of inflationary pressures, and the rate of inflation
has fallen to below 6 per cent by 1998-99.

[11 PROSPECT S FOR 1999-2000
What are the short-run prospects for 1999-2000? On the basis of information available for the first
sx months of the year it appears that there will be some improvement in the growth performance with
the growth rate risng to over 4 per cent (see Table 2). However, this isnot attributable to any magor
increaseintheleve of investment but due primarily to better crop outputs, especidly of cotton andrice.
The leve of production of the former is estimated to have increased from 8.8 million balesin 1998-99
to amost 10.7 million baes this year. If at dl, the overdl leve of fixed investment may even fal
somewhat from the aready depressed level of 1998-99. Private investor confidence remains low in
the aftermath of the sanctions and

TABLE 2 various messures teken by the
MACROECONOMIC PROSPECTS FOR 1999-2000

government in 1998 including the
1998-99  1999-2000

(Actual)  (Projected) [8 freezing of foreign currency accounts,
1. GDP Growth Rate % 31 40-50

Indicators Unit

impaogition of capita controls and

2. Sectoral Growth Rates: i . .
|mports margin requwements The

Agriculture % 04 38-48
Manufacturing % 4.7 42-52 trangtion to a military government
Services % 41 4.0-50
3. Levd of Fixed Investment % of GDP 134 13.0 and the IaunChmg of an
Public Investment % of GDP 5.0 5.0 accountability, debt and tax recovery
Private Investment % of GDP 8.4 8.0 . ) )
_ _ drive have heightened the uncertainty
4. Leve of National Savings % of GDP 12.2 10.6
Public Savings %of GDP 10 11 and made investors perhaps more
Private Savings % of GDP 11.2 95 . ..
¢ shy. The recent reduction in interest
5. Current Account Deficit % of GDP 2.7 4.0
6. Budget Deficit % of GDP 45 35-40 rates may not provide a significant
7. Rateof Inflation % 7 5.0-6.0 gimulus in the absence of restoration

of investor confidence. Foreign
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private investment has been low in the absence of resolution of the | PP s problem and uncertainty about
future policies. Two indicators, viz., the leve of private sector credit demand in the banking sector
(down by 59 per cent) and theleved of import of capita goods (down 6 per cent in thefirst Ssx months)
point to asignificant declinein domegtic investment in thefirst sx months. It will not be surprising if the
already low level of fixed privateinvestment of 8v2 per cent of the GDPin 1998-99 fdlsto below 8 per
cent in 1999-2000.

The short-run outlook for public investment is aso not promising. In an effort to achieve the budget
deficit target imposed by the IMF the government may be compelled to reduce the size of the Public
Sector Development Program in the face of revenue shortfals. Thereisaready some speculation that
the PSDP for 1999-2000 is being reduced by about 0.5 per cent of the GDP, from Rs 116 hillion to
Rs 100 hillion. If the overdl leve of public investment can be sustained at 5 per cent of the GDP then
this would represent an achievement given theresource condraints. Altogether, even though thegrowth
rate may improve this year due primarily to higher agriculturd productivity, and improved export
performance, prospects of growth in subsequent years are dampened by thefdling levd of invesment
in the economy.

The large-scdle manufacturing sector has exhibited rlative dynamism in the first few months of 1999-
2000 with the monthly growth rate hovering around 6 per cent. This is supported by higher level of
imports of industrid raw materias (up by about 6 per cent in the first Six months) and faster growth of
manufactured exports, especidly textiles (increase of 16 per cent in the first Sx months). Thisimplies
that rates of capacity utilisation have probably improved in sectors like stedl, chemicas, cement and
textiles. However, the performance for the year as awhole will hinge on sugtaining the growth in the
domestic market in the face of depressed demand conditions and in maintaining the improved export
performance in the face of relatively low internationa prices and an increasingly overvaued exchange
rate. Of particular importance in this context is the performance of the sugar industry in 1999-2000
which is dready showing Sgns of production bottlenecks.
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Onthefisca side, tax revenues of CBR have started once again, registering a growth rate of over 20
per cent in the firg months. However, much of the buoyancy is concentrated in the general sdestax,
(growthof 78 per cent) dueto enhancement in the standard rate (from 12.5to 15 per cent) and amajor
attempt at broad-basing. Growth in customs duties reflects the higher level of imports despite thefdl
intariffs. Thegovernment has set an ambitioustarget of growth in CBR revenuesin 1999-2000 of over
23 per cent. Unlessthe economy grows even faster in the second hdf of the year it isunlikdly that the
target will be achieved. Non-tax revenues aso gppear uncertain given the prospect of lower SBP
profits due to faling interest rates, the threat posed to revenues from the petroleum devel opment
surcharge due to the underlying increase in internationd prices and the inability of WAPDA and other

public enterprises to honor their debt servicing obligations with the federal government.

On the expenditure Side, the government hastried to economise on costs of debt servicing a themargin
by reducing sharply the rates of return on government savings schemes. Inadditionacut of Rs7 billion
has been announced in defence expenditure, but this is expected to finance the poverty dleviation
program launched by the Chief Executive. As mentioned earlier, some cuts are expected dso in the
sze of the PSDP. Overdl, it appears that the government will have difficulty in achieving the budget
deficit target agreed with the IMF of 3.5 per cent of GDP. Instead, amore redlistic estimateis closer

to 4 per cent.

Therate of inflation continuesto fal sharply. In thefirgt three months of the year the inflation rate on
an annualised basis was close to 3 per cent, the lowest rate for a very long time. While this can be
interpreted as a positive feature of the economic performance it hasbeen argued that thisisareflection
of deep on-going recession in the economy with dacknessin aggregate demand. Last year the growth
in money supply was only 6 per cent, due primarily to less borrowing from the banking systemby the
government as aconsequence of debt retirement following therelief on externa debt repayments. This
is exerting, with alag, a downward pressure on therate of inflation. In addition, the exchange rate has
remained virtudly sable in nomind terms during the last Sx months. However, administered prices
have been raised sgnificantly recently in the case of wheet, gasand petroleum products. Thiswill begin
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to impact on the generd priceleve in coming months. Assuch, theyear islikdy to close with inflation
at about 5 to 6 per cent.

Perhaps the most adverse development in 1999-2000 is likely to be the mgjor deterioration in the

current account deficit. Thishad been reduced substantidly in 1998-99 by forcing a degree of import

compressionand by theimprovement in terms of trade (of amost 6 per cent) due to the unprecedented

fdl inail prices During the first Sx months of the current year exports have begun to grow (by about

7 per cent) after along period of stagnation, but thisimprovement has been overshadowed by the steep

rise in imports (of over 11 per cent) following the withdrawal of import restrictions and as a
consequence of the precipitousincreasein ail prices. Consequently, the trade deficit hasincreased by

39 per cent in the first Sx months over the levd atained last year. Coupled with a continuing decline

inhome remittances (of 11 per cent) and reduced inflowsinto FCAsit isestimated now that the current

account deficit could gpproach the leve of 4 per cent of the GDP, equivdent to over $ 2.5 hillion.

The sharpincreasein current account deficit from $ 1.8 billionin 1998-99to $ 2.5 billion in 1999-2000
is expected to be financed by a depletion of reserves of about $ 300 million and the remainder from
exceptiond financing in the form of debt relief and roll over of swap funds, etc. In fact, the quantum
of exceptiond financing in 1999-2000 is large a over $ 5 hillion, with the mgor part of it being used
to finance a deficit of $ 2.8 hillion in the capitd account, arising from the conversion of non-resident

FCAs, etc.

Similarly, in 1998-99 the baance of payments was sustained by exceptiond financing of over $ 4
hillion, which not only financed both the current and capita account deficits but enabled areserve build
up of $ 1.2 billion. Theworsening of the current account deficit position in 1999-2000, dueto factors
which may persst for sometime like limited growth in exports, larger imports dueto higher oil prices,
lower remittances and inflows into FCAs because of lossof confidence, and thefact that the period of
debt relief expires in December 2000, beyond which there is currently no prospect of exceptiona
financing, raises the fundamentd issue of future

sugtainability of Pekistan's externd payments.
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The current account deficit has represented the quantum of foreign savings flowing into the economy
to finance investment. During the 90s it has financed almost 25 per cent of the investment in the
economy. Beyond 2000 - 2001, when the present round of debt relief negotiated with the Clubs of
Paris and London comes to an end Pekistan will have very serious difficulty in cdlosing the gap in its
balance of payments. If the capitd account surplus is smal, due to difficulties in accessng to
internationa capital markets because of low credit ratings and continued shyness of foreign investors,
then the current account deficit will have to be contained through strong import compression in the
absence of rgpid growth in exports. Thiswill severdy limit the inflow of foreign savings and congtrain
the overdl levd of invesment in the economy, unless domestic savingsrise dramaticaly. The lack of
invesment funds will eventudly impact on the growth rate of the economy. Clearly, in coming years
the gtate of Pakistan’ s balance of paymentswill have avita bearing on the growth performance of the
economy. We focus on projections of the baance of payments upto the year 2002-03 in the next
section.

Y PROJECTIONS OF BALANCE OF PAYMENTS

A summary of the balance of payments projections for the period 1999-2000 to 2002-03 is given in
Table 3. These projections can be classfied as optimistic because they assume relatively high growth
rates in exports, home remittances, foreign direct investment, etc., and only modest growth inimports.
In the case of merchandise exports, growth is assumed at 10 per cent (as compared to 7 per cent
achieved inthefirg Sx months) in 1999-2000, followed by 7 per cent annually theregfter. Achievement
of such growth rates will replicate the high level of buoyancy in exports during the decade of the 80s
and in the first haf of the current decade. It will require an gppropriate exchange rate policy which
seeks at the minimum to avoid any decline in the red effective exchange rate and strong inditutiona
measures to both widen and deepen the export base. It will aso require aworld trade environment
characterised by improvementsin internationa pricesfor traditiona Pakistani exports of rise, cotton and
textiles, ec.
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TABLE 3
PROJECTIONSOF THE BALANCE OF PAYMENTSUPT O 2002-03

($Million)

1998-1999  1999-2000 2000-2001  2001-2002  2002-2003

Trade Balance -1774 -2000 -1700 -1500 -1100
Exports (f.0.b) 7571 8300 8900 9500 10200
Imports (f.o.b) 9345 10300 10600 11000 11300

Invisible Balance -2 -550 -400 -300 -100

Current Account Deficit (-) -1776 -2550 -2100 -1800 -1200

Capital Account Surplus (+) / Deficit (-) -1067 -2822 -401 900 1100

Exceptiona Financing 4097 5072 701 0 0

Overall Balance of Payments 1254 -300 -1800 -900 -100

Additional Financing Required to keep ) ) 1800 900 100

reserves constant”

Leve of Foreign Exchange Reserves 1740 1440 1440 1440 1440

? At thelevel prevailing at end of 1999-2000

??Recent estimates by the Statistical Supplement of the Pakistan Economic Survey indicate that the current account
deficit in 1998-99 was lower at $ 1340 million

Source: SBP projections, modified in light of recent estimates.

Imports are expected to grow by 10 per cent (as compared to 11 per cent in the firg Sx months) in
1999-2000 due primarily to the upsurge in prices of oil imports. Subsequently, growth is assumed at
about 3 per cent annudly. This path becomes morefeasibleif oil prices start falling from the pesk level
attained in 1999-2000. However, for import growth to be congtrained on a sustained basis, at the
minimum a degree of targeted import compression will have to be achieved in athree year framework
in Pakistan’ smgor imports of wheat, fertilizer, edible oil and petroleum products. For vigorousimport
subgtitution in these areas appropriate pricing and protection policies will have to be designed to

encourage domestic production (e.g. gas to substitute for furnace oil in power generation).

Asfar asthe baance of invishlesin the current account is concerned, there was virtudly no deficit in
1998-99. This was achieved by at least temporarily trandferring payments for travel, hedth and
education to the kerb market during the year and by holding back the repatriation of some profitsand
dividends. These practices have essentiadly been discontinued this year with a consequential negetive

impact on the balance in this account. But the conversion of foreign currency depositsinto rupees has
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permanently reduced the dollar liability of interest payments on such deposits. In addition, home
remittances are expected to show some buoyancy once again as the level of confidence is restored,
wage levels gart risng in the Middle East due to the higher il prices and an exchange rate policy is
followed which minimises the differential between the officid and kerb rate (asis the case currently).
Inview of these developmentsit isexpected that the deficit on the invisble account will sart faling after
1999-2000.

The overdl consequence of the above developmentsin the trade and invisible accounts on the current
account deficit is adeterioration of dmost $ 800 million in 1999-2000 due primarily to aworsening in
the terms of trade. Thereafter significant improvements are expected upto 2002-03, with the current
account deficit faling from about $ 2.5 billion in 1999-2000 to $ 2.1 hillion in 2000-01, $ 1.8 hillion
in 2001-02 and $ 1.2 hillion in 2002-03.

Onthe capital account Sde, alarge deficit has been converted into asizeable surplus, dueto the access
to various forms of exceptiona financing, including extra program financing, debt relief, roll-over of
swap funds and eurobonds, in 1998-99 and 1999-2000. In theformer year, the resulting surpluswas
large enough (at over $ 3 billion) not only to finance the current account deficit (of dmost $ 1.8 billion)
but also to permit a significant reserve build up (of over $ 1.2 billion). But in 1999-2000 the capita
account surplus of about $ 2.2 billion will be consumed entirely by the current account deficit of over
$ 2.5 hillion, implying that reserves may be depleted by about $ 300 million during the year.

Beyond 1999-2000, the large capita account deficits will gradualy be converted into a surpluses
primarily because the process of withdrawal of non-resident foreign currency accountswill cometo an
end. In addition, foreign direct investment is expected to recover sharply over the next three years,
virtudly quadrupling by 2002-03 over theleve projected for 1999-2000. But the period of debt relief
comes to an end in December 2000 and in the absence of an further concessions by internationa
creditors, the quantum of exceptiond financing fals sharply to about $ 700 million in 2000-01 and is
eliminated thereafter. Consequently, the overdl capital account surplus is expected to be only about
$ 300 million in 2000-01, which could riseto $ 900 millionin 2001-02 and to $ 1.1 billion in 2002-03.
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Thisraisesthe basic question asto how the current account deficit will be financed beyond 1999-2000.
For example, even with relaively optimitic projections, the current account deficit will approach $2.1
billionin 2000-01. The available capital account surplus is likely to be about $ 300 million only, as
indicated above. Thisimplies anet financing gap of $ 1.8 billion. Withreservesat about $ 1.4 billion
at the gart of the yesr, it is clear that the balance of payments could become unsustainable and there
isadanger that Pakistan may experience once again aforeign exchange crisis after December 2000.
Such a crigs could occur even earlier if the optimistic projections made on the trade account do not

materidise

The net financing gap perssts beyond 2000-01, abeit of alower magnitude, at about $ 900 millionin
2001-02 and about $ 100 million in 2000-03. What are the different options available to Pakistan to
avert a foreign exchange crisis (which is less than one year awvay) and a default on international
payments? These options are listed below:

(i) atemptsare madeto achievefurther compressoninimportssarting from 2000-01. Thiswill
involve, on the one hand, tight aggregate demand management, including attempts at
minimising the fisca deficit, and, on the other hand, direct measures for restricting imports,
induding the imposition of substantia import margin requirements and cut backs in public
sector and defence related imports. However, reduction of the import bill in 2002-03 by
amost 17 per cent (equivaent to $ 1.8 billion) is not considered politicaly or economicaly
feedble. From adrategy currently of economic reviva it will require the switch to a policy
of virtudly engineering an recesson to redtrict import demand.  Such a fundamentd policy
reversa could place the government in a embarrassing position.

(i) udng the instrument of the exchange rate to reduce the trade deficit drasticaly. This will
imply a steep real devaluation of the currency. Here again, there are doubts about the
feaghility of adoption of such astrategy. On the one hand, alarge proportion of economists
in Pakistan have technical reservations about the success of such a strategy on the grounds
that deva uations have sedom improved the trade bal ance of the country. On the other hand,
the politica feasbility of making the required adjustmentsin food, petrol and energy prices
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falowing alarger currency devauation in order to prevent adeteriorationin thefiscal baance
isconsdered low.

(i) renegotiation with the IMF and other internationd agencies which includes alarger amount
of program financing in view of the bigger BOP gap over the next three years than was
origindly anticipated in August 1999 and / or a second round of debt restructuring which
builds in some more exceptional financing beyond 1999-2000. The track record of
implementation of IMF conditiondities during 1999 is not good. If Pakistan goes now for
additiona support from international agencies not only will strong prior policy actions be
demanded to restore credibility of commitment to the program but aso other concessions of
amore politica character may beasked for. 1n addition, Pakistan will probably also to have
to agree to a strong macroeconomic stabilisation program which requires a steep path of
reductioninfiscal and current account deficits. Thiswill reduce the space available to pursue
a program of economic revival and poverty aleviation of the type proposed by the Chief

Executivein his Economic Reviva Plan.

Altogether, Pakistan can find itself * between the devil and the deep blue seal towards the end of this
year. No easy options are available to create sustainability in the balance of payments beyond
December 2000, when the period of debt relief comesto anend. Thefina choice among the different
options listed abovewill haveto be made by the government during the current year. Already, tentative
indicationsfrom the Chief Executive' s speech of December 15 1999 isthat Pakistan will seek asecond

round of debt restructuring from international agencies.

For purposes of devel oping macroeconomic projections upto 2002-03 we work with two scenarios
for the balance of payments. Scenario | isessentialy amore optimitic projection which assumesthat
current account deficits of the magnitude given abovewill be financed somehow without having to bring
about further compressonof imports. Scenario |1 isbased on the assumption that the current account
deficits projected in Table 3 will have to be reduced by about 50 per cent each year through mix of
aggregate demand management and the ingtrument of the exchange rate aongwith further targeted
compression of imports.
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The current account deficit projectionsfor the next few yearsrepresent thelikely leve of foreign savings
that will become availableto finance investment in the domestic economy. Weturn now to the strategy
for mobilisng public savings, one component of nationd savings, followed by a discussion on likey
levels of private savings.

\% PROJECTIONS OF PUBLIC FINANCES

Public savings condst of savings (the revenue TABLE 4
aurplus or deficit) of government (both federd TREND INPUBLIC SAVINGS
and incid d of publi Skl
provincid governments) an public vINGSBY |
enterprises and  autonomous  bodies  (like| Years other Pubfic .l Public
Government Entities Savings
WAPDA and PTCL). The trend in public
1993-94 -0.2 2.7 25
svings is given in Table 4. The table indicates| 1994.95 0.3 15 19
that in recent years there has been dissaving by 1995-96 09 23 L5
1996-97 0.0 19 20
federal and provincia governmentscombineddue| 1997-98 -0.2 16 1.0
| 1998-99 -05 15 1.0
to the presence of an overdl revenue deficit witl
Source: SBP Annua Reports

total revenues unable to fully cover the current
expenditure obligations. Public enterprises and autonomous bodies have been generating an aggregeate
operating surplus of about 1.5 per cent of GDP, with the biggest contribution coming from PTCL.

One of the key dements of the macroeconomic strategy for the next three years must be to target for
amaor jump in public savings. Such an aggressive resource mobilisation strategy should include the
following:

(i) Asafirg priority, dissaving by the government must be diminated. Thiswill require balancing
of the current budget of the federal and provincid governments combined. Theregfter, the
target must be to raise savings by government to about 1.5 per cent of the GDP.

(i) Thisincreasein government savingsisto be achieved primarily by raising the revenue to GDP
ratio, with primary emphasis on augmenting the tax revenues (CBR taxes plus surcharges) to
GDRP ratio. Scope for reduction in current expenditure to GDP is limited. Any potential
savingsin cods of civil adminigration, subsidies and defencewill need to be diverted towards

A MEDIUM-TERM MACROECONOMIC FRAMEWORK FOR PAKISTAN Research Report No.31



14

(i)

enhanced expenditure on operations and maintenance of economic and socia services and
newly established poverty aleviation programs. Thisis essentid if the process of economic
growthand human development isto be sustained. Interest payments as a percentage of GDP
are expected to stabilise with declining interest rates and smaller budget deficits.

The drategy and targetsimply that the overdl tax-to-GDP ratio will have to be enhanced by
2 per cent of GDP in three years, while keeping the non-tax-to-GDP ratio, more or less,
congtant. This is an ambitious target and will require a focus on broad-basng and more
effective collection of the generd sdes tax and income tax at the federd levd and the
agricultura income tax, irrigation charges and the urban immoveable property tax a the
provincid level. Given the unexploited revenue potentid in different areas it is expected that
the federa and provincid tax to GDP ratios will rise respectively by 1.5 per cent and 0.5 per
cent by the GDP.

(iv) With government revenuesrising by 2 per cent of the GDP and current expenditure effectively

congtant, government savings will rise by about 2 per cent of the GDP. Half of thisincrease
(that is, 1 per cent of GDP) should be used to increase the size of the public sector
development program and the remaining haf to bring down the budget deficit (by 1 per cent
of the GDP). This digtribution is justified on the grounds that it preserves a proper balance
between the objectives of growth and macroeconomic stabilisation.

TABLES
PROJECTED KEY PUBLIC FINANCE MAGNITUDES
(of federal and provincial gover nments combined)

(% of GDP)
FEDERAL inci Developme
Years aPr:gv(l)rLﬂSrl Total E?(u;rr]gir;tj SRuervelTJL;e/ nt Budget
Tax Non-Tax R Revenues P D fp i Expenditure Deficit
Revenues® Revenues evenues re eticl ©
1999-2000 12.3 3.0 0.8 16.1 16.6 -0.5 3.2 -3.7
2000-01 12.8 3.0 1.0 16.8 16.6 0.2 3.6 -3.4
2001-02 13.3 3.0 12 17.5 16.6 0.9 3.9 -3.0
2002-03 13.8 3.0 1.3 18.1 16.6 15 4.2 -2.7

2|nclusive of surcharges

b Corresponding to government savings

¢ Corresponding to the public sector development programme

Sources:  Projections made by the Economic Advisers Wing, Ministry of Finance, revised in light of recent estimates.
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The resulting estimates of key public finance magnitudes upto 2002-03 are given in Table 5.

Asfar as savings by public enterprises/ autonomous bodies are concerned, these currently aggregate
to 1.5 per cent of the GDP, as shown in Table 4. There exigts significant scope for enhancing these
savings aso, given the high levels of operating inefficiency as reflected by billing and technica osses,
over-employment, etc. Accordingly, it should be possible to raise this savingsratio by 0.5 per cent of
the GDP to 2 per cent of the GDP. The overal projections of public savings are given in Table 6.
According to these projections, if the resource mobilisation strategy is successfully implemented the
overdl leve of public savings could risefrom 1 per cent of GDPto 3.5 per cent of the GDP by 2002-
03.

TABLE 6
PROJECTIONSOF PUBLIC SAVINGS
(% of GDP)
SAVINGSBY

Years Total

Gover nment Other Public Entities
1999-2000 -05 16 11
2000-2001 02 18 20
2001-2002 09 19 28
2002-2003 15 20 35

VI PROJECTIONS OF SAVINGSAND INVESTMENT

Prior to arriving a an estimate of the future level of nationd savings we need dso to project private
savings, which are estimated at about 11 per cent in 1998-99 and asindicated in Section |1 could fal
to 10 per cent of the GDPin 1999-2000 due primarily to rising oil prices (which exacerbatethe current
account deficit and reduce the contribution of nationa savings). Clearly, private savings will have to
recover tolevesattained earlier during the decade of 90s (maximum of 13 per cent of GDPin 1993-94
and 1997-98). For thisto be achieved red rates of return on various savings insruments will have to
be pitched a relaivey high leves. Given lagsin changesin inflationary expectations (to afaling rate
of inflation) it is possible that the policy of reducing interest rates on government savings schemes (by
about 2 per cent points recently) may run counter to thisobjective. Itisaso clear that the overdl leve
of private savingswill hinge crucialy on therate of growth of the economy which will influencetherate
of increase in digposable household incomes. In ardatively high / low growth path the margind rate
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TABLE7 of private savings can dso be

PROJECTIONSOF PRIVATE SAVINGS : .
expected to be reaively high / low.

(% of GDP)
Seenario] ol It also needs to be recognised that
1999-2000 95 95 the macroeconomic strategy

envisages a subgtantid increase in
public savings primarily through an

increaseinthetax-to-GDPratio. To

the extent that the additiond tax
revenues cut into private savingsit will be difficult to achieve smultaneoudy fast increasesin savingsby
households. Two scenarios have accordingly been developed for the rate of private savings in the
economy, asshowninTable7. In Scenario | private savingsreach the average rate during the last four
years by 2002-03 while in Scenario 1l they gpproach the higher rate attained in thefirst haf of the 90s.

Given the projections of public savings and private savingsin Tables 6 and 7 respectively we are now
in apogtion to project the overdl level of nationd savingsin Table 8.

TABLE 8
PROJECTIONS OF NATIONAL SAVINGS
(% of GDP)
PRIVATE SAVINGS NATIONAL SAVINGS
Years PUBLIC SAVINGS
Scenariol Scenarioll Scenario | Scenarioll
1999-2000 11 95 95 10.6 10.6
2000-2001 20 10.0 105 120 125
2001-2002 2.8 105 115 133 14.3
2002-2003 35 11.0 125 145 16.0

Therefore, it gppears that nationa savings could rise from the current level of lessthan 11 per cent of
the GDP to dmost 14 per cent of the GDP in Scenario | and to 15 per cent of the GDP in Scenario
.
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We move next to estimates of tota investment, based on the accounting identity that thisisequd to the
sum of foreign savings (corresponding to the current account deficit) and nationd savings. Theresulting

projections in the two scenarios are given in Table 9. In Scenario |, the need to reduce the current

TABLE 9
PROJECTIONSOF LEVEL OF INVESTMENT
(% of GDP)
FOREIGN SAVINGS? NATIONAL SAVINGS INVESTMENT
vears Scenario Scenarioll Scenario | Scenarioll Scenariol Scenarioll
1999-2000 40 4.0 106 106 146 146
2000-2001 16 31 120 125 136 156
2001-2002 13 25 133 143 146 16.8
2002-2003 038 15 145 16.0 153 176

account deficit sharply from 2000-01 onwardsin view of financing difficultiesimpliesthat theinvesment
level could fdl initidly beforerising to the 1999-2000 level by 2002-03. With less pressure on baance
of payments in Scenario |l the leve of foreign savings is higher implying faster growth, as a result of
which nationa savings are higher. Consequently, the overdl levd of investment could rise by dmost
3 percentage points of GDP over the leve likely to be attained in 1999-2000.

VII PROJECTIONS OF GROWTH RATE

Within the context of the macroeconomic framework developed in the previous sections, the stage has
findly been reached when projections can be made of the likely growth rate of the economy in coming
years. Given the projections of the level of investment we use the incrementa capital-output ratio of
the economy to derive the resulting growth rate.  Although this ratio fluctuates year-to-year, its long
term magnitude (from 1980-81 onwards) is estimated at three with respect to the level of fixed
investment. Assuch theinvestment projectionsin thetwo scenariosare converted firgt into projections
of theleve of fixed investment, whicharethen divided by threeto arrive a theimplied growth ratesfor
the GDP. Reaultsare givenin Table 10.
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TABLE 10
PROJECTIONSOF THE GDP GROWTH RATE
SCENARIO | SCENARIO 11
Years Level of Level of Fixed GDP Growth Level of Level of Fixed GDP Growth
Investment (% Investment (% Rate Investment (% Investment (% Rate (%)
of GDP) of GDP) of GDP) of GDP) °
1999-2000 14.6 13.0 43 14.6 13.0 43
2000-2001 13.6 12.0 40 15.6 14.0 47
2001-2002 14.6 13.0 43 16.8 15.2 51
2002-2003 153 13.7 46 175 15.9 53

In Scenario | with congtraints on the degree of accessto foreign savings and with somewhat expressed

leve of private savings, the growth rate of the economy islikely to range between 4 t0 4.6 per cent over
the next few years. Asopposed to this, in scenario | with more financing available to sustain alarger
current account deficit and with higher margind rate of private savings the growth rate of the economy
islikely to rise from 4.3 per cent in 1999-2000 and approach 5.3 per cent by 2002-03.

A number of key conclusions emerge from the macroeconomic framework. Firg, giventhelow levels
of nationa savingsin Pakistan and given the need to redtrict the current account deficit, following the
end of the period of debt relief in December 2000, it isunlikely that the economy can atain ardetively
high growth rate once again of 6 per cent or morein theforeseeablefuture. Second, policy makerswill
have to focus on different policy instruments depending upon which gap appearslarger ex ante. If the
investment-savings gap appears to be larger than the trade gap in goods and services (corresponding
to the current account deficit) then interest rates will have to be focused on and a policy of raising
interest rates followed. Alternatively, if thetrade gap in larger then adepreciation in the exchangerate
may need to be consdered dongwith tighter aggregate demand managemen.

There is need to recognise aso that theincremental capita output ratio (ICOR) can be reduced below

itslong run level and the growth rate enhanced somewhat in the short to medium run.  Ingredients of
a strategy which attempts to reduce the ICOR include the following:
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() identifying sub-sectors of the economy wherethere gppearsto be amargin of excess capacity
and micro targeting policy instruments towards these sub-sectors so asto achieve increasesin
production without ssgnificant new investment. Such a policy would focus on indudtries like
textiles, cement and engineering goods where cond derable underutilised capacity existstoday.
In agriculture, the focus would be on crops like cotton where current yields are below peak
levels attained in the past.

(i) orienting the public sector development program and bank credit alocationstowards projects
and sectors which are less capitd intensve. For example, this would imply a shift in public
sector development priorities away from sectors like highways to agriculturd infrastructure.
Also, the digtribution of funds in the PSDP would need to be tilted towards low gestation
period projects and projects whichare nearing completion o asto maximise the devel opment
impact. This eement of the strategy would also argue for focusing bank credit increasingly

towards micro credit for smal-scae activities which are traditionally more labour intengve.

Consequences of following the above strategy could be that growth rate of the economy ispushed up
to above 5 per cent over the next three years. Also, such a strategy would also be broadly consstent
with the objective of poverty dleviaion in the process of growth.

VIII POLICY IMPLICATIONS

A medium-term macroeconomic framework for Pakistan has been developed in this paper for the
period upto 2002-03 which recognises, first, the, more or less, secular long-term decline in the
economy’ sgrowth rate over the last two decades and, second, the binding congtraintsto future growth
asthe ahility to finance current account deficits in the balance of payments (which determines access
to foreign savings) and the leve of nationd savings. As such the methodology used for deriving future
GDP raes is based on determination of availability of resources, foreign and nationd, for financing
investment in the economy and thereafter gpplying theincrementa capital-output retio to determinethe
economy’ s growth rate given the projected leve of investment.

The paper isrich in terms of palicy implications, which include the following:
() For faster export growth in coming years, to contain the current account deficit to afinancable
leve, an gppropriate exchange rate policy will need to befollowed which seeks a the minimum
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(i)

(ii)

)

)

to avoid any declinein thered effective exchange rate and strong ingtitutiona measuresto both
widen and deepen the export base.

Targeted import compression will haveto be achieved in athree year framework in Pakistan's
magor imports of whest, fertilizer, edible oil, petroleum products and wherever e se possble.
For vigorous import subgtitution in these areas gppropriate pricing and protection policies will
have to be designed to encourage domestic production (e.g. higher extraction of recently
discovered gas revenues to substitute for furnace oil in power generation)

A drong focus on measures to restore investment confidence like evidence of sgnificant
support from internationa agencies (e.g. reviva of the IMF program), resolution of the IPP's
problem (especialy with HUBCO), development of a proper and regulatory framework for
privatisation and an exchange rate policy which minimises the spread between the officia and
kerb rates. The recent buoyancy in the stock market is the first indication that investor
confidence is being restored athough it may largdy represent portfolio shifts in the short run
resulting from the dedline in rate of inflation and interest rates and changed perceptions of risk
about different types of investments. More steps of the type described are required urgently
to restore investor confidence. Thisisessentid if internationd private inflows (including home
remittances and foreign private investment) are to increase rapidly in the next few years.
Even under optimistic assumptions, thereis likely to be alarge financing gep (of dmost $ 1.8
billion) in 2000-01 as the period of debt relief comesto anend. Thefinancing gap will persst
beyond 2000-01, abeit at alower leve. It will be critical to pursue gppropriate policieson a
timely bassto avoid an internationd default. Policy options with varying degreesof feasbility
and effectivenessindude measuresliketighter aggregate demand management, including lower
fiscd deficit, impaosition of import margin requirements aongwith cut backsin public sector and
defence related imports, ared devauation of the currency, renegotiation with IMF and other
internationd agencies for a program over the next three years which includes a larger amount
of program financing in view of the bigger projected BOP gap than was origindly anticipated
in August 1999 and / or asecond round of debt restructuring which buildsin more exceptiona
financing beyond 1999-2000.

Eliminate in the short run dissaving by government (federa and provincid governments

combined) with asharp rise theresfter in public savingsto about 3.5 per cent of the GDP. This
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should be achieved primarily by raising the overdl tax-to-GDP ratio by about 2 per cent of the
GDP, while holding current expenditure ratio to GDP congtant.

(vi) Thetarget for increasing the tax-to-GDP ratio by 2 per cent can be achieved by focusing on
broad-basing and more effective collection of the generd sdlestax and incometax at thefederd
level and the agricultura income tax, urbanimmoveable property tax and irrigation charges at
the provincid leve.

(vii) Whileadsgnificant reductionin the overdl current expenditure ratio to GDP is not envisaged,
changes in expenditure compogition are desirable. Any potentid savings in costs of civil
adminigration, subsidies and defence should be diverted towards enhanced expenditure on
operations and maintenance expenditure on economic and socia servicesand newly established
poverty dleviation programs.

(viii) Haf the projected increase in government savings should be used to increase the size of the
public sector development program and haf to bring down the budget deficit. Thisdigtribution
preserves aproper baance between the objectives of growth and macroeconomic stabilisation.
It implies thet the budget deficit will fall from 3.5to 4 per cent of the GDP to 2.5 per cent to
3 per cent of the GDP by 2002-03. Thiswill represent a primary budget surplus annualy of
2 per cent to 3 per cent of the GDP and lead to a decline in the public debt to GDP ratio of
over 10 percentage pointsin four yearsin relaion to the level in 1998-99.

(iX) Private savings are likely to fal in 1999-2000. They will need to be restored to at least the
level prevailingin 1997-98. For thisred rates of return on various savingsingrumentswill have
to be pitched a rdatively high levels. In addition contractua savings schemes like penson
founds will need to be encouraged.

() Significant potentia existsfor raising savings by public enterprisesand autonomousbodies. The
emphagis will have to be on improvements in operating efficiency induding reduction in billing
and technicd losses, rationdisation of tariff structure to phase out subsidiesto particular types
of consumers and gradua dimination of over-employment.

(xi) Thegrowth rate can be enhanced in the next few years by focusing attention on sub-sectorslike
textilesand cement in industry and cotton in agriculture where significant excess capacity exists
and production can be enhanced without additiond investment. In addition the public sector
development program and bank credit alocations will need to be diverted towards projects

and sectors which are less capitd intensve. Thiswill require mgor changesin inter-sectord
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development priorities and a bias towards low gestation projects and projects nearing
completion. Bankswill need to increasingly focus on agriculturd and micro credit.

A summary of the macroeconomic projections upto 2002-03 in the two Scenarios are givenin Table

11.
TABLE 11
MACROECONOMIC PROJECTIONSIN THE TWO SCENARIOS
1999-2000 TO 2002-03
Indicator Unit 1999-2000 2000-01 2001-02 2002-03

GDP Growth Rate

Scenario | % 43 40 43 46

Scenario |l % 43 47 51 53
Level of Investment

Scenario | % of GDP 14.6 136 14.6 15.3

Scenario ll % of GDP 14.6 156 16.8 175
Level of National Savings®

Scenario | % of GDP 106 120 133 145

Scenarioll % of GDP 106 125 14.3 16.0
Current Account Deficit

Scenario | % of GDP 40 16 13 0.8

Scenario ll % of GDP 40 31 25 15
Fiscal Deficit®? % of GDP 37 34 30 27
Federal Tax Revenues?? % of GDP 12.3 12.8 13.3 138
? The implied marginal rate of saving from 1998-99 to 2002-03 is 21.6% in Scenario | and 27.2% in Scenario 1l
?? Same in both scenarios

IX CONCLUSIONS

In conclusion, Pakistan has only recently emerged from amgor financid crigsfollowing theimpostion
of sanctions. This has been facilitated by debt relief from international donors. If Pakistan can
successtully trangit to, more or less, norma externa transactions after December 2000 whilemaintaining
a growth rate of 4 to 5 per cent over the next few years then this will represent a sgnificant
achievement. The prospect for the economy getting back to a high growth path (with growth rate of
6 per cent or more) in medium run remains low, but if the Strategy described above is followed then
Pakistan’ seconomy can eventudly emerge as stronger and more saf-reliant (with the share of financing
of investment by foreign savings faling from 25 per cent to about 10 per cent).
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SUMMARY

The paper devel ops a macroeconomic framework for Pakistan upto
2002-03. This framework attempts to raise the growth rate of the
economy while recognises the limits to growth placed by the level of
investment and savings and the ability to finance external
transactions. The paper asserts that if Pakistan can successfully
transit to, more or less, normal external transactions after December
2000 (when the period of debt relief comes to an end) while
maintaining a growth rate of 4 to 5 per cent then thiswill represent
a significant achievement. The prospect for the economy getting
back to a high growth path (with a growth rate of 6 per cent or
more) in the medium run remains low, but if the strategy described
in the paper is followed then Pakistan’s economy can eventually

emerge as stronger and more self-reliant.
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