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FOREWORD

fises are part of a nation’s hisiory. Peiods of cisis provide
leadership an opportunity to rebuild a sound social and economic ondaer
which can slgar the nation towards a process of recovery and revival;
otharwise the country risks deifing even deapar into a quagmire. It is comimaonty
parcehvad that Pakistan's economic criss is mone gerious than at any other fima
in ther past. Somo argua thal it is & direct consequence of the Ruckear blEsts and
the resulting sanctions in May 1588, Others are of the view that thene i a deep
and fasiening economic malake ciused by problems of govemance which had
to eventually culrminate in a criss, Whatover the contriting causas, Pakistan
taday nat only has severs macroeconcmic imbatances but, at the mico level,
widespread evidence of instiutionsl decay, burgesning liw and order problams.
and ethnic or sectaran strle. As a resull, theve s sedous amsion of the
country's mamentum for fulurs progress.
Pakistan has chosen the path of going back to a IMF/\Waorld Bark program
and has obisined debl rescheduling from the Pars Club, However, this i only

and decide on a stralegy to miigate tha impact ol the crisis and mprove e
quality of e lor the paople.

Social Developmen! in Pakisfan, Anmual Review 1559 deals with the subject
of Sockal Developwnant in Economie Crisiz. Chagler | traces the long-lem and
short-tenm causes of the criss. Chapler 2 analyzes the vanous strategic oplions
availabéa to the country, incheding a path of salf-reliance. 1o achiove sustained
development. Chapler 3 traces the impact of Bach oplion on somd of tha kay
social dimonsions including poverty, unemployment and the SIaIUS of wWornsn
and children,

Glven the prospect of rising poverty, the review examines the adeqiacy ol
different social salely nets in Pakistan. Chapler 4 looks at the Social Action
Pregram and concludes that the program i in jsopardy due 85 growing fscal
consfrainés and needs fo be revitalized through madical natitutionsl retarms,
Chaptar 5 ovakuates & number ol other social safety nels, both of the
govermment and NGOs, Tho analysis indicates that in most cases bath
coverage and targeting efficency ane low, primarily because of lack of financeal
and institutional suppon. The miw conchuaes that at a Bma when poverty and
unemploymant are rising, our instilulenal framewsk & inadequate 1o handls
fha problemn. Both government and chal sociaty at lange will need to lunch 8
concertiad program agamsi poverty i we are to ensure (hat the majgonty of the
pecple do not sadfer inorinately during the structural adjustment process. thiat
e v embarkod Lpon,

This review has boen proparcd as SPDC's humble cortribution to promating
an undevstanding of the links betwesn changes in the macro econemy and the
process of social davelopment. Our Rope s thal this repon will be of intarest to
govermmenl  officials, government organizations, mullitatoral and bilateral
donars and rseanhars, as wall a5 mambers of non-governmant orgamrations,
privale secior and civil society al large — indead to all thosa wiho sharo a
concem about Pakistan's prospects for social development at this difficutt time.

Mowan Qureshi Hafiz A. Posha
Chairman Marageyg Deecios
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stabieshied in 1985, the Social Policy and Development Centre

(SPDC) is & private sector reseanch organization thal serves as a

tocal point for policy-relevant research on social sector develop-
ment. Using a multidisciplinary approach, the centre assisls both public
and privale seclor institutions and non-govemmental organizations to
plan, design, finance, execute and manage social seclor programs in a
cost-elfactnve manner. The resulls of its research are made available o
policy makers, interested groups and the general public o promote
informed discussion and action on vital social secior Issues

SPDC ks independent and non-partisan and cooperales with a wide
range ol organizafions working in relaled ansas, within Pakistan and
infermationally, It delesmines its own pace-setling research agenda within
thé parameters of its mandale and objectves, and mainfains aufonomy,
flexibility and batance betwden msponsive and proactive social secior
research.  Key actnvities include research and policy analysis. social
sector governmen! database suppor: pilol projest moniloring and
evaluation; training of govermment, private sector and non-govemmantal
organizations; and |nformation dissemination through publications,
conlprancas, saminars and workshaops.

The SPDC ovohied from a lour-year process of research and {raining
unded by the Canadian Imemalicnal Developmant Agency (CIDA). The
Canadian Advisory Agency (CAA) prowsdes adviscry senvices and suppaon
to sirengihen the SPOC and help it achieve its mandate. Led by Cowater
Intermational, the CAA i5 a consorium that includes the institute on
Governance and the Univarsity of Westem Cnlario

The SPDC Board of Directors consists of eminent personalilies
selecied lor their commitment to social sector developmant and thelr
beliel that the use of analytical tools in developing pubilic policy s
necessany (0 ansure sustainable socal sector development, It incledes
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Views of a Leading

Social Sector Personality

“Governments pay lip
service lo a welfare state
but without supporting the |°
system and administration |:
needed to support a |
welfare state.” | :

— Dr. Akhtar Hameed Khan
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Views ol a Leading Social Seclor Parsonality

Sucial DEvelapmant in PEsIRIER, 1FRD

r. Akhtar Hamead Khan is a word autharily on self-refance for

social development. A keen sfudent of history, & schofar of

Persian, Arabic and Pali, and a poat in the post-Indian Muting
tradition of Hall and Azad, Dr. Khan began his career with the Indian Cial
Service, After resigning from the Service abou! 50 years ago, he
eslablished the Rural Development Academy ar Cormiia. There he
initiated the Comilla Project which has been a model of rural
development in many counlries. He was a Visiting Professor at Michigan
State University in 1973 where he was awarded an honorary LLD. In
1960 Dr. Khan became fhe director of the Orangl Pliot Praject (OPP]
whose goal was to improve the lof of the migrant Biharis who had settlied
in Orangl. Dr. Khan has been the recipient of marny awards in recogmition
of his work, the awards of the Sitara-e-Pakistan and ihe Hilal-e-Pakisian
in this counlry, and the prestigious Magsaysay Award in the Phillppines.

The low level of social development in Pakistan, Dr. Khan says, & tha
fesult of three major factors. The first is the lack of recognition wilhin
Pakistani society of the interconnections among the social seclors, and
the lack of sympathy among the rulers for the poorer segments of socity,

The total living environment is critical io social develapmant. Or. Khan
says that his work with poor people tells him thal the most important
elements of social development are housing, sanitation, haalth, hyglena,
population wellare, educalion and skill development, Unfortunataly, he
says, this view is noithar understood nor practised by some of the leading
social development poley makers in Pakistan,

The second major factor that hinders social development, Dr Khan
belleves. is that learming is not connected to the development of skils
needed for jobs. This situation is exacerbaled by the lack of new
employment opporiunities coupled with the ever-sxpanding labour force
resulting from the high population growih rate. Or. Khan points out that
this has created a disenchanted segment in the population which has
furnied o cnme.

The third facior contributing to low social development is the
detericrating guality ol governments in Pakistan. EHective and
accountable lecal government units have been replaced by a weak
central govemment, Governmenis pay lip senice 1o a wellare state but
without supporting the system and administration needed 1o suppart a
wellare stale. Moreover, governments have institutionalized cormuplion,



through the MNAMPA programs, and created a culture of tax évasion
Hhrough waak tax administration, a laissez laire affitude towards the
growth of the informal economy and excessive raliance on farsign aid.
Pakistan is faced with & "double defaull® situation, a government that
can't deliver, and a civil society in anarchy. Dr. Khan wams thal “even a
revolution. such as that by Mao and Khamaini, | laar, will not ba able to
raclify this situation, We will confinue fo see a state in anarchy,”

Histary gives us insight inio the reasons for the rse and fall of greal
empirgs and nations, Suvccessiul nations recognize the Imparance of
good governance, which implies transparency and accounability in tha
process ol development and active paricipation by the people. Dr. Khan
says that the Orangl Pilot Project and the Comilla Projoct have banefited
from those lessons from history, as have some NGOs. Mulli- and bi-
lateral donors have also lesamed from these experiments and ane trying
lo replicate the models in their own jurisdictions. Dr. Khan regrls that
successive governmends in Pakistan hava nol leamed from these
expariments in their backyard,

The OPP from tho outset advocaled the philosophy of sell-reliance
raiher than dependence on the hollow promises of politicians and
bursaucrats, Dr. Khan says. This approach was backed by research mig
developing atternative tochnodogies which communities could afford, For
example, OFP's sanitalion program offered a pit latrine a1 & substanial
SHings to housaholds. It also reduced the incidence of such diseases as
typhoid which would cost a family as rmuch as a month's salary with each
incidance. The OPP also showed that using small bore sewers 1o remaove
slagnant waler would both increase propery values and reduce
expenditure on curative health care. The OPP 1ok six monihs 1o build
the first lane sewaer, and in about four years the process of sell-reliance
becama sustainable: today there are enough OPP-traingd artisans and
ekilled workers to install the lane sewers themsolves, without OPP's
involvement.

Alter five yoars' elor, the OPPs credit program achieved simiar
success in inculcating the values of honesty and hard wark. Or Khan
says ihat the OPP Inialty faced considerable opposition because
govemments would promise “Tree lunches™ white the OPP Insisted on
baneliciary contribution. The OPP has, however, been able 1o avercame
this bamer. In fs firs! fve years, there was a loan delault ratio of about

Eerinl Dayeropmenn 18 Faiigien 1080
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_has been done in Bangladesh, by oficials of the Sindh Kalchi Abadis
Authority and by some NGOs in Pakistan. What is needed is the
‘commitment of a small group of officials backed by political will, Planning
olficials should visit the grass root levels to understand and respond to
the hopes and needs of the people, They should adopt afordable
technologies thal work in real lile. They should move away from
dependency and lake on the manile of sell relance.

Views of a Leading Socinl Sector Personality

Bacial Davelspmant in Pabisian, 1580







THE ECONOMY
IN CRISIS l

“The nation is facing a
multifaceted dilemma
Jollowing the nuclear blasts in
May 1998 and subsequent
imposition of sanctions.”




CHAPTER 1

Social Bavalapmeni in Pasisian, 1RED

Poditical instability i one
af tiwe fundamental cunses
af poor governance dnd
wvk poditicel comtserizi
i e oty

THE ECONOMY IN CRISIS

B BACKGROUND B |

crisa-s ara a common and integral component of progression in a
nation's histary. It is how that nation deals with its crises that is the
issue, s leaders can seize the chance to modify and rebuild a sound
spcial and economic order which steers the nation onlo a morg lasting
path of progress. Or they can fritter away the oppontunity and allow the
countiy 1o sink into & quagmire.

Mationalists and optimists label the current siluation in Pakistan nol a
crizis but an indicator of resilience and a demensiration of the abiity o
surmount difficulties. Pakistan's currency did not collapse, nor were them
fiots in the sireats after the imposition of sanctions in May 1998. These are
seen as sufficient prool of the country’s reslience. It is argued that the
leadars nead to exploit this resiiance for the benefit of the populace at lange.

Al the olher extreme, the conssrvatives highlight the currant sifuation
as the worst erisis since the dismemberment of the country in 1871. Thera
is agreamant that it Is. indeed. of economic nature, bul there is less
agreament on whether it is a short-1arm problem of balance of payments
liquidity o a longar-term problem of structure. Some see its roats in the
poor govemance, peliticization of the econamy and institulional decay
since the 1870s.

Political instability is one of the fundamental causes of poor
govenance and weak poliical consensus in the counlry. Mascent
democracy, dependent on coalition govemments and attendant political
manoeuvening, has encouraged rent-seeking and has bred inefficiencies
i the system. The shor-term perspective is manifest in the loss of
soversignty in economic decision making since 1986

However, recent official announcements imply that the crisis was
precipitated by the infemational sanctions in May 1898, Thesa have
disappeared now with the révival of the Enhanced Struciural Adjustment
Facllity/Extended Fund Facility (ESAF/EFF) by the IMF and the
rescheduling of debis by the Pars Club. Given the return 1o nomal
external transactions, it is argued that the economy can resume the path
to recovery and growth which was interruplad lampararity by the sanclions.

In this intreductory chapier, we outling the major structural problems
which aMect the social and economic fabric of the country. Our objective
is nol 1o ideniily scapegoats but to present an impariial perspactive of the
multidimensional nature of the ddemma thal confronts Pakistan on the ave
of tha 2131 cenlury

Politics and Governance

The quality, nature and implementation of policy decisions (economic,
social and political) in any country are an outcome of the political system




lorw and ceder problams, sirfoes ane aken aa part of ke,

ﬂm. Slrm its inception and specifically aftar 1971, Pakistan has
i paﬁoﬁu of both democratically electod governments and

zation of the economy: 1971-1977

sconomic aganda batween 1971 and 1977 was guided by the politico-
ideology of the Pakistan Peoples” Party of Mr. Z. A Bhutio,
g inequalties in distribution of income and wealth was the
t theme. This led to large-scale nationalization of private assets in
trade and finance, planting the seeds for fulure economic crises.
of confidance resulting from this policy, as well as expansion of the
ﬂhp&hmln aconomic activity, drastically alfected private
imant. Political ‘lending’ and/or political ‘appoiniments’ in
alized banking, in large cement, ferilizer, sugar and steel
lacturing establishments and In export trading corporations led to
s of profitability and efficiency in these sectors.

Law and order and constitutional crises: 1977-1888

The macroeconomic palicies during tho peried of military rule from 1877
hma werg primarily aimed afl reversing the policy af nationalization and
reducing public sector involvement in the economy. The Afghan crisis
o be a mixed blessing. In the short to medium term, 1 ensured
support — political, military and financial — for the miltary
WIWWWIEMMHNWE{ in the long run,
institutionalized connivance with feakages in the cross-border arms
supply route 1o the Mujahideen pemmanently sowed the seads of a
breakdown in law and order within the country,

CHAPTER 1

Social Develapment in Pasistan, 198



Betigl Desslapment in Pakipian, 1998

CHAPTER 1

The recinrren? erafdion af
cowtsfAuitorel erlses in
thve Iy ix paartly
arteifuntabfe to M
comrstituton]
arberadmnents intnodced
by tise oeifitary regione of
General Lierd-diag

In an alort a1 acquinng legtimacy, the miltary regime promoted a
veritable consumption boom. This was faciitated by the rapid growih of
resmittances from the Middie East and sofi fiscal and monetary polcies.
Mumarous tax breaks were given to buy the loyalty of dilferent groups. On
top of this, the regime increased defence spending to such an extent that
fiseal deficits topped 10% of the GOP. Public det ballooned, rising from
less than 40% of the GDP to over 80% duning the 1980s, The debt trap
that the country finds itself in today owes its erigin to that decade.

The recurrent erupfion of constifutional crises in the 19905 is partly
atlributable to the constitutional amendments introduced by the military
regime of General Zia-ul-Hag. Specifically the infamous Eighth
Amendment in the revived pariamentary system under the 1973
Constitution gave the President greater powers, including the power 1o
remove the Prime Minster and dissolve the National Assembly.

The decade of musical chairs: 1988 onwards
Military rule ended in 1988. The electons were won by the PPP, led by
Ms. Benazir Bhutto. Since 1988, Pakistan's decade of democracy has
been marked by four popularly elected governments (two each of PPP
and PML{M)) and three inlerim govemments. How has the decade of
demacracy contribuled to the present crisis? Did the ‘class” background of
glected ropresentatives mmpede the relorm agenda ol each elected
government? Or, on a more positive nole, has democracy helpad o
strengthan the institutions of the judiciary and a free prass?

Many consider that the shortened survival of sach of the popularly
glacied governmenis has cenlributed to the current crisis in Pakistan. In




decade, each remained in office on average between lwo and &
3 and a hall years, far short of thelr constitutionally allotied
yilrs, Thesa abbreviated periods of office affecied political
ment to long-term (institulional, social and economic) reform.
was an fl-defined and faltering agenda throughout those

A key Indicator of this is the process of institutional decay in
ian (see box 1A). Capacity for good governance has booen further
d by bouls of breakdown in law and ordaer, ethnic clashes and

ic management and institutions

siability of popularly elected governments and state caplured by
interest groups are, howevor, not tha only factors respansinle for
g5 of confidence in each successive govermment. The current
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CATORS OF INSTITUTIONAL DECAY IN PAKISTAN
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pradicament is also a reflection of the quality of economic managemant
that has provailed in the couniry in the last decade. In the medium un,
any economic analysis of factors leading fo the present situation cannal
b divarced from the design, implemantation and impact of vadous Warkd
BankAntermational Monetary Fund (WEB/AKMF) struclural and siabilization
programs emered into by tha government since 1988

A section of the inlelligentsia would argue thal aftar signing the first
ESAF in 1288, we efectivaly gave away to donors and multiatersl
agencies whalever liile sovereignty we had in economic decision
making. Therafore, tha question of quality of sconomic decision making
is ol htte relevance, while that of implementing the WEB/AMF ug&nch
becomes paramount. As our subseguent analysis indicates, the
government policy makers thrice aftempled to steer the economy away
from the dikiat of the muliilaleral agencies, The fact is that the las
decade's economic performance and management are the result both of
soversign economic decision making and tha implemantation of the
WEIMF agenda.

In assessing |he economic performance of the last decade, a
convenient staring poin? is 1988, the year of the first formal Structuml
Adjustment Lending (SAL} from the World Bank and the IMF. During this
time, most WB/IMF structural lending programs 1o vanous couniries,
including Pakistan, had two sels of economic targets. Stabilization, o
demand management largels, was ihe goal for shor fo medium feam.
Structural adjustiments wera the largets for the medium to long run.
Tables 1.1 and 1.2 ilustrate the decadadong pedormance of indicators
post- and pre-19885,

In Pakistan, the primary focus of the IMF-sponsored stabilization
pragrams has been to lower the budget and current account dehcits. In
contrast, in Latin American countries the goal of these programs in the

TABLE 1.1

PERFORMANCE OF STABILIZATION INDICATORS

Fate of Infazkan T 10.7
Budigal Dalicil (% of GDF) A 6.7
Curmart Account Deficd (% of GDP) 45 55
Tolad Revenue as % of GOP 168 174
Pubiic Expandiliss as %% of GOP M5 I 244
Export of Goods as % of GOP 1687 182
Impon ol Goods as % of GOP 1T 178
Girowth Aate in Export of Goods {USS) 15 78
Growi Rate in Impont ol Goods [LESS) ah a7
Depreciation of Romenal Exchange Rl (1] @
Oeorth Aate in Maney Supply (M2) 136 158
Hormninal Intenes! Aate on Deposits a0 6.2

* TBAR-AE T TG
Sources: Economer Sunvayi. Findesos Devmson, Oovintemasnt o Pakistas




PERFORMANCE OF STRUCTURAL INDICATORS

GOP Growth Rate 64 45
 wAgricutiur a0 16
o Masulachuning Ba 50
» Other Sectors 7.3 48
Gegath in Inchos of Agicudtsiral Protucticn 4.5 20
Gzt in Total Cropped Arsa 1.2 05
GROWTH RATE OF YIELDS PER HECTARE
® Wheat 23 20
 Fice 0.3 a0
= Sugarcans 1.5 20
» Coton 8.1 0.3
Domastc Snang (. of GOP| B.2 134
Proanta bvostmsnt (% of GOP) 7a a1
Cisernth i Fovesgn Direct Irvestment (LSS mallion) 18.1 125
Gt in Total Dokt Servicing 218 10,4
Tetal Dt Senicing ot % of GDP 4.1 7.1
Corcmimtion Raso of Expons 0 Group A Counires A 433
Concameaton At of Exponta to Group B Cournes BE 140
‘Bhare of Cotion + Cotton-based Producss In Total Exports 403 56.9
_Ghatw of Oher Expidts® in Total Expons 0.3 T8
* TS b 1SAS-EE
* Eathading Colon + Cotion based peoducts, Fice. Fist Carpats ard Leathar.
GROUP Az LISA, Jspan, U, Genmary, Italy and Frenca
GROUP B: Matrysis, b= thay P Theland, & Keroa, Singapon and Hong Kong,
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1970s and 1980s was to flight hyperinflation {see box 1B). The twin
daficits in Pakistan were to be lowered by the removal of price distortions
and by making struclural changes in almost il the sectors of e
economy, For example, the budget deficit was to be reduced by reducing
and swilching publc expanditures and broadening the tax base, Table 1.1
comparas the post-1368 decade average parormance with the pra-1984
decade. Alter 1988, Pakistan's economy podormed poordy in all the
stabilization indicators except for a nominal reduction of the budge! deficit
and a slight increase in total revenues and share of axpoarts in the GDP
In contrast, many other indicators showed delanoration. A\raraga inflation
Im the 1990s stood al close to 11% against 8% in the 1980s. Tha current
account deficit, on average, rose by a full percantage paint in the current
decade from the 1080s.

Table 1.2 compares the economy's structural performance during the
posi- and pre-1988 decades, One observes significant improvement in
the share of domestic savings in the GDP, a nominal rise in the share of
private investment in the GDP and slower growih of total debt servicing.
In agriculture, the growth rates of rice and sugarcane yields per hectare
are higher in the post-1988 decade. The rest of the indicalors show either
a nominal or significant decline. On average, GDP growth fell by
approdimately two percenlage poinls, due primarily 1o a fall in
manufacturing growth from 9% in the 19808 10 5% in tha 19905, From an
poonamic perspeclive, the explanation of the present crisis Bes in the



ce of these indicators during the 1990s. Critics argua that
ériormance of each Individual indicator (see fables 1.1 and 1.2}
~an explicit verdict on the economic management and faulty
of the WEB/IMF programs, Proponents of sound economic
e and meaningful implemeantation would argue that in the
ca of & counterfaciual scenarnio (i.e., how the indicalors would have
d in the absence of structural adjustment) the causality remains

1B
AL EXPERIENCE: LESSONS FOR PAKISTAN
medsage el deloyed implemontation 8 consieten — aned

igh ol WRIMF strictunl susiairable. in bghl of
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Implementing SAL/ESAF/EFF programs: an objective assessment

Considerable literature tells us why the WBIAMF programs of the oulgoing
decade fell short of their tangets. These shortfalls can be broadly classified
iAo “Six SE":

L]

Lack of politcal consensus’ strong govemnmen! with a political
commitment 1o relorm is a basic precondition for successhul policy
reform. N must have the credibiity and ability to withstand opposition
baoth from government functionanes and vested interest groups. This
precondition generally did not exist in Pakistan, except for the present
PML government which has a sweeping mandate. Apparently in this
country, a strong govemmeant is a necessany condition but not a sufficient
one o ensura meaninglul reforms. This s demonstrated by the
reluctance ol the presont govemnment o undertake widae-ranging and
deep struclural reforms in it first two years of existence. It has not
axtended the tax net (especially the general sales fax and the
agricultural income tax) and has not downsized govemment.
fncomplete and sefechive implementation: Plecemeal and slow
imptementation of reform can infict heavy costs on the economy. For
example, in early 1997, fax rates were cul jo promole 3 supply-side
response but the lax base was nol broadened nor was the tax
adminisiration strengihened. This has led lo a haemorhaging of revenues.
Backshiging of reforms process: Relorm in the last decade in Fakistan
has moved one step forward and two steps back. Slippages abound in
the promised economic measures and nstitlutional reforms ovar ihe Last
decade, This sends confusing signals to domestic and forekgn imaesions
and IFls, serously undermining the credibility of the process.

Delective design and sequencing of reforms; Can the IMFWE be
absotved Irom huring Paksian imo 1he present crisis? The critics point
1o weak design and faulty sequencing of thelr programs, which are
mastly insensitive to the social and political realities of a country and th
capacity for implementing reforms. For example, neary 40% of the
economy is undocumantad due to corupltion and poor governance, and
the financial sector is saddied with excessive bad bans and poor lendng
practices. Sowhere is the wisdom in opaning up lonakgn capital accounis
before the budget deficls are reduced. trade is Bberakeed and healthy
foresgn exchanga reserves are achieved? This uniorunate sequencing
took a heavy toll on govemment's credibility in May 1898 when FCAs
weng frozen and capital controls had to be re<dmposed. Similarty, the
baliponing of debt servicing is partly a consequence of switchéng o
market-based interest rates and financial sector reforms in the absence
of prior fiscal deficit reduction.

Emphasis an numencal fargels verses insifulional reforms. IMFWE's
precccupation with quantitative fargets for macroeconomic stabilization
at the cost of real policy and organizational reforms is often criticized. it
ancourages govermnments to indulge in creative accounting and dvins
its attention from lackling real instiutonal reform.

Faliticized fending: In spite of a favourable assessment by tha IMF
mission in April 1998, lending under the ESAF agreamont was
discontinued following the nuclear blasis. This vindicales the cnlics’
longtime claim that loans by the mulilaterals sarve thea geopolitical
aims of the G-7 countres which can overnde the economic agenda.
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1 INTHE MAKING

Tlm.gn its economic managers, gavernment has failed to make tough
decisions either on ils own of in credible implementation of the
varous WB/MF/SAL programs over the last decade. The cosis o the
ecanomy in terms of worsening indicators have been highlighted in
iahies 1.1 and 1.2. The basic quastion is, why is Pakistan's economy so

£rss prone’?

Debt Trap or ‘Death’ Trap

In the last 20 years, Pakistan has been quietly bullding up its debl
[miernal and extemnal) liabiities to a point that now they are essentially
unsarviceabls and unsustainable. Such a rapid buildup has seriously
undermined the effectveness of monetary, fiscal and axchange rale
policy (see box 1C). Debt servicing has pre-empted a large part of slow-
gowing revenues. thoraby amesting the increase of development

WHY HAS THE PUBLIC DEBT-TO-GDP RATIO
INCREASED IN PAKISTAN?

i
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expendilure needed for long-lerm growth. In the last (hree years,
constrained by budgel deficil targets of SAL programs on one hand and
rising debt servicing expendilure on the other, policy makars had e
fiscal space even 10 increase development axpendilurés COmMEansurate
with inflatian.

Market-based inferest rates under the financial seclor reforms did not
deter the government from linancing its debl servicing obligations: throuwgh
bank and ron-bank borrowing, thus accumulating debt stock and fueling
high inferest rates. Servicing of loreign debt continues 1o &al a greatat
portion of export eamings and reduce the nel inflow of foreign assistancs.
The managed floating exchange rale policy and capital account
liberalization finally fell victim to ever-rising foreign debt servicing in May
1998 when capital controls had to be reintroduced and 8 duzal exchangs
rale regime was pul in place.

Table 1.3 presenis various dimansicns of the debl profile during pre-
1868, post-1988 periods and ihe last lour years, Growth rate in domastic
debt and its servicing obligations slowed down after 1988 compared o the
pravious decade. In confrast, the growth in exienal debl {public long-term
debl) and commercial debd in rupees (short-tesm debt borrowed in the
intermational capial markels on commercial ferms) accelerated in the
18908 compared to the pre-1888 level. As a ratio io GDP, the two external
indicators show a visible worsening while the domestic debl shows a
dramatic deterioration. In spite of slower growth during the SAL period,
tha poor ratios are more a reflection of smaller growih in GDP duning the
poet-1988 period

To achieve kong-run sustainabiity, a basic rule of thumb is that the
growth in debl senicing must be equal fo. or lower than, the growth in
GDP. In the case of Pakistan, wide divergence betwean the two rates in
the last twe decades has eventually thrown the economy into a debi irap
Dur capacity to sorvice foreign debts is swifily eroding. We are having o
rely on shor-term bomowing to close the current account gap and senvice

TABLE 1.3

PROFILE OF DEBT INDICATORS (%)

Garwihi Alabe in Domestic Debt 210 148 128
Growih Rlate in Extemal Dbt (US§) 62 63 4.8
Growih Rabe in Exiernal Debt (R} 145 185 162
Girowih At n Comemencial Debt 213 283 ma
Girowth Fate in Domestic Debd Senicng 303 242 208
Growth Aate in Foreign Debt Seracng (LSS ar BT [ ¥
Domesiic Debl as % of GOP 301 44.0 428
Forsign Dabi as % ol GOP 04 434 448
Commercinl Debt ss % of GOP 23 a = frigd
Fonsgn Debil Senvicing as " of Exports - - AT 582

Soisices: Arnuanl Hopons: S Bank of Paamtan
IEHE-aT

[l ol ichucks sensceg Of exlermal §50- e kbans
1anE-0 o 1EH-GT
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our long-term obligations. All these factors indicate that the crisis s nod
just a short-lerm liquidity crsis but one of a more strectural nature arising
from an unsustainably large current account deficit due primarily 1o a lack
ol growth in exporis. Foreign bormowing, capital confrols and rescheduling
an only provide femporary respife. For permanent enhancement in
external debl repayment capacity. oxporl growlh is of fundamental
impaance.

Side-Stepping Globalization: Limping Manufacturing
Sector Export Growth

Globalization will continue 1o present a serous challenge to the privale as
well as the public sector in Pakistan, Unforunately both entities are ill-
prepared to mesat that challenge. In dollar terms, growth in exports of
goods fell 1o T in the 1830s against 10% in the 1980s. Simiary, the
growth in manufacturing tumbled from an average of nearly &% 1o 5%.
This perdormance is in spite of a nominal increase of two percentage
paoints in the average share of overall private investment in GOP in the las!
decade. Why are the policies and magic of liberalization not working 1o
revive the economy?

Many studies, including 1he ones on Pakistan, lorewamed as early as
1843 that manulacturing, specifically large-scale activity, nunured behind
high taritts will suffor with liberalization and reduction in tants. The
siowdown of the last four years (with the exception of 1597-38) showld,
therefore, mol come as @ surprise. The private sector particularly
manufactunng, is still not prepared to adjust 1o the new markel-Dased
input and ocutput price structure. The agraran (catlon, sugar, lobacco,
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ferilizer), impor-substituting (consumer goods). and inward-looking
structure (cement, electrical equipment) of the manufacturing sector
magnifies the adverse elfects of globakzation,

Is the public sector also equally responsible for the curment slowdown
in the real economy? With globalization did it provide a pro-active base or
act as catalys! 1o facilitate the transition of the manufacturing sector from
domestic 1o intemational supphiers? Fiscal policy once again failed. On the
ona hand, it did not synchronize with the ‘spint’ of intended reforms 1o
provide cost advaniages 10 our industry early in the reform process, On
the other hand, it id not sustain a level of demand for domestically
manufactured investmenl goods through larger allocations 1o
devalopment programs.

Table 1.2 shows thal our altempls al commodity diversification o
exports did not succeed. although geographic diversification of expors
metl with partial success, Growth in expons is mired in a fluctuating
external macro envirenment, non-larilf barriers (i.e., child labour,
envirenment and salety standards by the developed word and growing
hegemany of WTO), Added to this are our own supply consiraints and
apathy 1o genuine quality control systems, Is the management of the
axchange rate pelicy o be blamed also for slow growth in expors and
consgquently the shor-run BOP liqusdity crisis? On the one hand,
exporters and believers in the efficacy of price mechanism regard the
exchange rate adjusiment in the las1 decade as untimely and inadequate.
On the other hand, instituticnalists would argue that exchange rale
adjustment was oo frequent, unwarranied and dictated by mullilateral
agencies. Our supply of exports is basically inelastic (o the exchange rale
movements. The impact was to raise the cost of inputs and thus rander
our exporis even less compelitive.

Empirically, the evidence during the post-1988 era is in favour of the
institutionalist hypothesis, The average growih rate in exports was 7% in
comparison to an average depreciation of 9% In the exchange rate (seo
table 1.1), However, rupese depreciation in fine with the average inflation
rate of 11% strengthens the obsaervation that the exchange rate policy of
‘crawling,’ per se, mainfained a fairly stable real exchange rate through
the greater parl ol this decads, allhough with lags. Since 1987,
expeciations of impending devaluations and the inability 1o service
accumulated short-term external labilities bocame a challenge for
ordarly exchange rale managemeni. This led o the springing of the dabt
frap in May 1598,

Leaking Banking Sector: Is it the Cause or the Effect of
the Crisis in the Making?

Can ong implicate the financial sector, like the industrial seclor and
exports, in this crisis? Since the release of the figure of Rs.90 billion as
the lpan default of the private seclor by the interim govemment of Mr.
Moeen Qureshi in 1893, many regard it as one of the elemeants in
moving the country toward cnsis. Naticnalized banks since the 1870s
were used lo promole ‘crony capitalism' by each successive
government in power, resulling in near insolvency of the banking sector
by the 19805, This raised the intermediation costs of 1he banking sactor
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by impesing high interest rates on advances and negative real inlerast
rales on deposits.

However, the causality is not that straightforward. In spite of financtal
secior reforms and the infroduction of prudential reguiations, the rse of
defaulted loans (As, 1 milion and above) 1o As. 146 billion by June 1998
may be the result of genuine borrowers falling victim to the market-based
intaras! rate policy, foreign currency loans ballooning because of
dapracialion and overall depressed demand conditions. Thus tha poor
parfarmance of the banking sector is parfly & fallout rather than a cause
of this crisis.

The Costs of Poor Social Development

Consensus is emerging between development thinkers and practilsoners
fhat social progress is a necessary precondition for sustamad aconamic
growth. Social development leads to higher levels of literacy, better
health standards and overall improvement in e society's living
conditions, In tact, there is a two-way relationship batween Sconomic
growih and social development (see box 1D). Econcmic growth
franslales into higher revenues for govermnment and higher per capita
income for households, motivating both to spend more on socialhuman
development. Improvemenis in social indicators feed into aver higher
economic growth through the enhanced productivity of labour and
capital. In other words, well-developed human capital makes a significant
contribution to economic growth which, in tum, offers impreved welfare
and betler living conditions.

Given this, it there is a breakdown in the chain, and economic
development i3 not transiated mlo social development, then the pace of
economic development Is eveniually bound 10 be adversely allected
Pakistan is a clear example of a couniry where the chain indeed has been
broken. Currently, the female literacy rale i 33%, being somewhat higher
for males at 56%; primary school enroliment for females is 557, lor mabes
8%, infant mortality rate is 105 oul of 1000; and only 48% of the
papulation has access to sanitation. In the most recent rankeng of countries
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BOX

PAKISTAN'S RANKING IN SOCIAL DEVELOPMENT:
HAVE WE ALWAYS BEEN BACKWARD?

I ong-toem evolution backward, and its cusron tha group of 25 countries

of social devalopmant low rmnkineg & |arpely & i ghvin bebow:
frewm 19680 1o 1958 hins raflection ol pooner iniial
bean siuded by applying CONGIBONS. e y=r1a-ng
tha technigun of principal Accordng 10 the above- : —— = ’;n
COMPOnBNtS Snalyss on marlionod criteria far rons -
irlemnbenal cross- countny seheslion, than 1580 -
sactional dala on a arg 25 couniries o iha o =i
numbaer al indcadors for a sampia, five irom South e I
sample of develpng ASID, Saven From i
countrias (with par capita jparts ol Assa, four from Fatustan wiks relatngly
irsorme bakew LESS 500 Latin Armsersca mnd hina backwnrd 1 1500 willi o
and population abova 10 Irom Africa, Dovelopmant ranking ol 16. This mnking
mmilicn i 1860). rankings have beon chterniornbed further &0 18 in

In e conta af generaied jos 1960, 1870, 1970 and 1o 23 " 1980,
Pakistan, tha basic 1880, 1990 and 1965, Since han thenm has baon
qLesSen is whethar ils The indcatars nduded in SOM ImOnnamerd, wilh
poar pericmance in the i aralysis are as the ranking rising io 21 In
HOI (with the most recend toflows: imdant monality 1090 and 10 18 in 1995, It
eolniry rimkineg fals, Kl axpectancy, appaass that the Pakistani
o LANDP of 132} is Waoracy rale, prmarny e k5 one of poonss indial
BEcausE Gver lime schaol annliment raba, condibons (in 1960) whch
Pakistan has shpoed sacondany school has bean exacerbaied by a
bathind ofher pourdries or anroliment mée and GHP rodairaedy low rade ol
becauss Pakistan o stan per capita (in US S). improvement in the
off wias relatnnedy Ranking of Fakistan in RCAITE SN .

in terms of HODI, Pakistan came a dismal 132nd. Box 1E provides tha
imemational context. Pakistan not onty started with poorer nitial conditions
ol social development, but condiions have bean exacerbated due 1o a
relatively low rate of improvemant since than.

Tha poor state of social development partially axplaing why aven the
moderate growlh ol the econamy has begun to lose momeantum in the
18805, The under invastmenl in social sectors is now beginning 1o exert
sevara limits 1o growth, For example, exports have been constrained by
the poor human capital endowment of the labour lorce (average years of
schoaling pear worker of anly 2.3 years)

Il FACING UP TO SANCTIONS

he above analysis highlights the varous political and economic

elements which have historically contributed to the present
vulnerable slate of the economy, The susceptibility to crisis of the
economy was, however, unique in ong specific dimension, The rest of the
economy largely remained insulated from the recurring BOP crisis facing
the nation since the early 1990s. With the iImposition of sanctions in May
1998, the dormant, wedaspread, struciural weaknessas crystallized inlo a
tull-blown overall economic emergency epliomized by a balance of
payments Ngukdity crisis. Forelgn exchange reserves just prior to the
nuclear biasis were adequate to linance only six weeks of imporis



Alter the revival of the IMFWE program, controversy exists as to
whether the aconomy is still in a state of crisis as in the sanctions period
of has it slipped once again into an incubation slate with the prospect of

mecurrence of a crisis down the road. One view is that before the
ganchions, Pakistan was well on the path to recovery after the downium
ol earkier years. The brewing crisis prior te the sanctions is tacilly
ignored. According io this view, the recent shon-term BOR liquidity crisis
in the: country was engineered by the sanctions, Now that this licguidity
problem has been resolved by additional program assistance by IMF
and other multilateral agencies and the debl reschedulad by the
Pans/London clubs, Pakistan will get back to the path of recovary and
growth onece again. Note that after the revival of the IFIs program. this
view sidedines the dormant nature of the crisis and resultant vulnerability
of the economy to any future shocks,

This view is reinforced by the observed response of the ecanomy o
the short-lived sanctions. Unlike the olher Asian countrios, Pakisian's
currency did not tumble and the inflation rate remained single-digit. The
economy did not witness a phenomenal upsurge in  prices,
umemployment and povenly, as obsarved, lor example, in Indonesia. The
question is, what contributed to Pakistan's rasilience lowards
sanctions? Sanctions were of limited duration, Beginning at the and of
May 1998, they remained in affact 6l the end of Novembar 1998, Timely
policy actions, a lavourable external environmen! and dynamics of the
infermal economy appear to have been the major faclors responsible far
ihe resilience.

Crisis Management at Work

Although capital controls and freezing of FCAs shattered the long-term
confidence of resident and non-resident Pakisianis, they prevented a
hasmaorrhaging of the foreign exchange reserves, Moreaver, the short-
term and commerncial debt servicing obligations were prirmarily due to
public sector borrowing In contrast to the private sector cum banking
soctor default scenario i the East Asian crisis. This allewed the
fovamment to stagger exiernal payments and build up armears of dabs
1o official (government) credilors with minimal impact on the exchange
market,

The credit for resiience al the time of sanctions and the ability 1o
avoid speculative attacks on the curency are also shared by the
prudent maonetary policy in force for the last two years although al a cost
of higher interest rates. Banking sector reforms in lerms of prudential
reguiations were more or less in place at the time of sanchions which
praventad unnecassany expansion in domestic credit to luel capital flight
(a key element in the exchange erisis of Latin American countries),
Increased taxation (i.e, a 25% hike in petrel prices) and a large cut in
Public Sector Development Program (PSDP) prevented unchecked
growth In government borrowing. The fiscal measures reinforced the
tight monetary policy. The dual exchange rale regime cushioned the
impact of significant nominal devaluation on everyday prices of edibles,
POL products and pharmaceuticals, as the imponts of these items were
allowed on the lower official exchange rate.
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Favourable External Environment

Thae above @scussion relates bo tha contribution of thi manetarny, fiscal and
axchange rale policy 1o the apparent short-run reslience of Pakistan's
econamy. Faal factes in lerms of food avallabity huther added 1o the
resdienca. By historical standards, the yoar 1997-98 ended with & retatvely
gaod parfarmance in the agriculture secior with suMficient carmy-owver stocks
of wheat and sugar, Thies, shon-torm foreign exchange shorapes wera nol
maries! in food shonages mmedialaly alar the Sanchons.

Undersiandings with neighbouring ol producing countries helpad 1o
sustain pelroleum IMpons. although the resene Slocks of patrolsum
products were gepleted 1o less than a week of consumption in the kalo
penod of the sanclions. General daflation in import prces due 1o Eas!
Asian contagion prevenied any inflationary lendencies m the economy
and limited the size of the irede daficit,

Resilience of the Informal Sector

The temporany new-lound resilience has also opansd o debale whether in
tirmes of shocks, the informal or ‘invisible’ economy and its intemnal dynamics
ol employment and income genaration can be a biassing in dsguise? Wiy
was thara no visible plutge in employment and incomeas? Partly the answar
lies i the composition of extamal indebiednoss. Tha privale secior in
Pakistan is still not droctly loveraged by exiemal loens as in the case of
Thiiland and South Kodea. Within the pavate seclon the amployment-
intensive sectors, Le., consiruction and transport. ane avan less infecdinked
with foraign capital markets than kemal lunge-scale manudactuing. Labour-
intenasss, amall-scale manufaciumng and the nfermal sector &5 a whokp
fheies remalmed lan'mfylmﬂhdﬂuﬂtﬂfdlnﬂ Lamiha 1hsr oot dynamics ol
production, consumpbon and incoma genaration.

Can the above policy moasunes and eotemal environmant belone
sanctions be mestakenty inmerpreted &s strengths of the informal sector,
and itz role in the economy be elevaled 1o thal of engine of growth? This
ratses the guestions of inlertemporsl inkages and interdepandancies
botween the lormal and infermal economy in Pakistan. Il in spile of a
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hmping large-scale manufaciuring secior in the 1990s, tha informal
economy camed the common man through the shock of sanclions, is
Ihere some inharent strength in the informal economy? Can this
momentum be consolidated for reviving growth in fhe formal economy?
Empirical avidance supports a contrary view. Growth in the formal
ecanomy has always been an engine of growth for the informal economy
and this role is imeversible (See box 1F on the Indian experience).

GROWTH OF THE INFORMAL ECONOMY: THE INDIAN

EXPERIENCE
slrnation ol the sies Inems in hoemial aconomy s
and growth of the differanl inloimal actintios, relatively stagrart (as in
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Conseguently, the observed momentum ol the informal economy =
Pakistan is a lagged or a carry-lorward effect of momaentum of the formal
econamy in the 1980s. During the last lew years, this carry-forwand eftect
may be converging 10 the kow growih rates of the formal economy This s
indicaled, for example, by the large dochne i growlh rates ol the
construction and retall and wholesale frade Sectors in recent years

Theralore, concrede polcy steps aimed al sustained revival of tha
formal aconamy ane needed il momeantum in the informal econemy s alse
to be sustained. Supporing thés argument s the reasoning that ihe
informal economy will shrink in the years lo come as increated
documentation and eMective regulalony framewark ane instiluted durng
thi prooess of structural fiseal adjustment. However, the counier view thal
hati-heared and incomplete implementation as in the past will push the
farmal into informal mode also should be considansd.

Aa a consequence of crisis management, specifically on the balance ol
payments front, the impact of the sanctions on private capital inflows
was fransmitiad immediately. The second-round impacts of the sanctions
on other macro varkabies (e.g., growth, inflation and unempioymant), ware
peginning 1o be fell. Il the sanctions had continued longer what would
have been the loss in growdh momantum? Would the prices have
eventually skyrockated? How serious would be the unemployment in the
country? Would Pakistan have gone beyond a fechnical to an actual
default on its extemal obligations?

Dveiopmen! capendfum hi bt sCalid 10 8 minimas maing e Roges for willage ke




~ FEATURES OF THE SPDC ISPM MODEL
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. We usa the Infegrated Social Pobcy and Macroeconomic (ISPM) model
- developed by the Social Palicy and Developmeni Centre 1o seek answers
o some of thesa important empirical questions (see box 1G for a
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descnption of 1nhe tealures of tha modef). The model is capable of tracing
and guantiftying the impact of vanous intermal and external shocks on
economic and social indicators. as well as linking the changes in these
indicators to the short- and long-run growth polential ef the sconamy. We
compare the costs of sanclions on the economy in relation to a
countartaciual siwation or scenario of no sanclions, Le., perdormance ol
the economy i Pakistan had not underaken nuclear tests and the
gconomy had continued on the pre-blasts/sanctions path of recovery (see
box 1H).

The numbers in table 1.4 highlight the percentage differances
between the performance of macro indicators in the pre-blasts and post-
blasisisanclions sduaton in the first year.

It is apparent from he performance ol these indicalors that the
acquisition of nuclear capability and the resulling sanctions infliciod
substantial cosls on the econcmy n the shor run. All the indicators,
excepd inflation and budget deficit in the post-blasts'sanctions era, are
lower or worse than in the counterfaciual pre-blasts posstion. Tight fiscal
paolicy. specifically expenditure curailment, ardificially closed the
budgetary gap. Predictions of lower inflation n the post-blasis/sanctions
scenario reflect the onslaught of deep recessionary conditions in the
economy. The growth in real GDP and manulacturing is lower by 3% and
7% In ihe posi-blasis’sanctions scenario respectively. Manufaciunng
suMers notably due 1o a drop in capacity utilization as a consequenco of

MACROECONOMIC PROJECTIONS IN THE PRE-BLASTS

SCENARIO
R TIT,  BE irlElon, il 7%, debriasa COONOMY i non:
Aniniail PR, Bricd W " budgel deficit ta GOP davmiopment spening is
the blasts and the ralic 1o aboul 4% and Bl As such, the

imposition of infemational  some stabdization n e target af reducing the
sanciions, projcied iy CLmnn accoun calict o budgat doficit o 4% is

IMOCTOOCONONTG about X 5%, unroalistc in ta pan:
paramssecs for 1906-03 as Snoo then, two key Dlagls sCoraig
lolicrers: GOP grosdh rate,  dovolopenants hivve (en SPDC s peojectons of
% inflation rate, 8%, place, Inbpmational prices N0 MASroscononTy
bucgol dehoi, 4. 5%, wnd Fuivg fumbied, mducng ircaiparaie the mpact of
current Rocount Salice, i o on | I fonal

1.5% IMF also made prices snd mproving the duvelopmants which wire
sama projections bath for curront accourd dolict bt not foreEnen in Moy -
TESE-29 and up o 2002 impacting acheasoly on s Juno xSt yoad. Howa,
03 a5 part of tha onginad reanued. Thenslon, ihe addtional e
ESAFIEFF prog For pricpectans of o assstance due io the
1958-90, it projecied an reviriues bave nof rdvarl of i IMF packagae
tlahicn fals and cusfrent materialised and ax and reschoduing waine nol
Botount debicil & Irvee coflection perlcemanco factorod wio tha pro-bixsts
parconiagae pomts hghar Faas Dapnm Dalow simuiations.  They sne
Fhan the gowemmani's sapacinbon n 100660 similar |G ihe IMF
puoimcions, that is, 9.5% O he sxpendiies sicde, projections, excegl wo
and 4.5% roapactiveby IMare exists ittke mangn Toracast i Shoiy fowe
The freg-yoar ousiook Tow Bursner curinilman] rnte of inlalion, Al §.5%,
emasagod A slightly g [dovelcpment sxpandiue sl @ highar budget detci
BCONMTRC Gicrath rEle, Al i Al tha bt minimm of a1 % ol the GOP inthe
6.5%, moderason of ¥ of GDP, the stope dor peo-blasts sconana,




1.4

AENCES" BETWEEN POST-BLASTS/SANCTIONS AND
BLASTS SCENARIOS
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import compression and recessionary condifions. The cument account
delict is highar by 2% of GDP. This gap mainly reflects the lower level of
remitances and tho absonce of FCAS as a financing source of cufrant
Becound deficits. In the medium run this detenoralion in extemal accounts
s clearty unsusiainable.

Alihough tha shon-term resilience of the economy surprised even the
pundits of doom, the sustainabdity of the newly found resllience in the
case ol profonged sanctions 5 serously challenged by the above
counterfactual evidence. The analysis clearly puls into guestion the
existence of bullt-in long-lerm resilience, It indicates an underiying
malaise that is nod short lived and one thal requires sirong governance
-and a single-minded reform agenda. The conservatives maintain that in a
‘do nothing” scenario, e country would have eventually delaulted on its
paymenis, and the economy would have collapsed within & year of
sanchons, It was clearly laced with the option of declanng a unilateral
moraforium on s extemal payments or entening into & negoliated
sefflernerd with its inlemnational crediors in an altempt (0 rescue the
bruesed economy as quickly as possibla. In the next chapter we look at the
fconomic consequences of choosing the second oplion.
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“If the country had
chosen the path of self-
reliance, instead of the
conventional strategy,

what would the key
elements be?”
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TOWARDS A SUSTAINABLE PATH
OF DEVELOPMENT

STRATEGIC ECONOMIC OPTIONS
BEFORE THE NATION

e previous chapier highlighted the economic costs of the blasts and the

sanctions in the short run. The economic oullook for 1998-59 (see box
2A) further approximales the numercal first-year predictions of the
Integrated Social Policy and Macroeconomic (ISPM] modal for Pakistan
developed by SPDC. The naticn is facing a number of dilemmas Tollowing
the nuclear blasts in May 1998, and the subsequent impasition of sanchions
The posi-blasis/sanctions scenario  demonstraled thal  political
considerations weigh heavily in lending decisions, not only of individual
donor coundries bul also of multilaleral lending agences, Even now, the
priofity attached by the IMF to reaciivating the Enhanced Struchural
Adjustiment Facllity (ESAF) and ensuring debt rescheduling s a reflection of
Pakistan's willingness to proceed on the political road map {signing of the
Comprahensive Test Ban Treaty (CTBT), etc.) agreed with the United States.

Pakistan rsks loss of soveraignty it it relies solely on inlarnational
financial institutions (IFls) and Westem donors o close tha foragn
exchange gap. Such a risk suggesis that the naton chooso tha path 1o
self-refiance by reducing Hs dependence on external assistance as
guickly as possible. Advocates of this choice are optimistic for the longer
term, ciling the economy’s recent successiul short-term demanstrabon of
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PAKISTAN'S ECONOMIC OUTLOOK FOR 1998-99
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Feced with rising prices, woeen Iry 10 804 1o the lamily incoma by lsaming 16 cut shd sew,

resillance white tacing sanctions. From this experience, thay contand that
ECONDMIC Managers can and mus! creale a viable and enferceabla
BConomic program that leads to economic and palitical sovereignty,

However, given the high short-run polifical and economic costs of the
unilateral moralorum on its extamal dabt payments, and the consequent
fough policy actions, the Govermnmaen! ol Pakistan has opled inslead lor a
conventional strategy 1o restore the wviability of its external transactions
and revive the economy. It concluded & debt rescheduling agreement in
Janwary 1889 with the Paris Club and has agreed 1o the revival of the
October 1997 ESAF/EFF program of the IMF and the World Bark,

If the country had chosen the path of self-reliance instead of tho
cofmeentional strategy, whal would the key economic elements be? Whal
are 1he shor- and long-lerm costs of a sell-reliance path in comparison to
e conventional demand-management program designed by tha IF1s for
Fakistan? Ta answer these questions, we first look al the implications of
reviving the ESAF/EFF program and debl rescheduling. We then discuss
the structuralist approach to sell-reliance.

WFI tha conventional strategy as propared by the IFls put Pakigtan on
8 frack of sustainable growth? Chart 2.1 fllustrates the working of
the package ncluding debl reschoduling. The success ol tha stralegy
depends on Ihree anchors: a8 market-determined exchange rate with trada
liveralization (through import tarll reductions), substantial fiseal
adjustment and a two-year debt reliel.

Markel-determined exchange rate: al the macro bevel, a bght liscal and
prudent monetary policy complementad by an appropriate exchange rate
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il ks called for in the Policy Framework Paper (PFP). The FFE
“sxchange rate policy will need fo play an important rale in
g extemal competitiveness and supporting the achievement of
[ 2 targels.” This palicy will be reinforced by lowering tariff

5 | tmmﬁ'mmnt:{ﬁ% to reduce anti-export bias.

f: the main thrust of fiscal policy measures (soe box 2B)
EFF package is no different from the earlier ones that failed.
8s lor fiscal adjusiment — broadening the tax base (including
Al sales tax and agricultural income lax), improving tax

on, rationalizing public expenditures (lor example, by ekmination
dhus) and relomming the civil service — are very similar to the ones

ded repeatedly since 1988. In addition, there is an effort al

2B
CONDITIONALITIES IN THE ESAF/EFF PROGRAM
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reducing the ‘guasi-fiscal defic’ by brnging down the deficits of public
enlerprizes, especially that of the Water and Power Development Authority
(WAPDA), largedy through enhancements in tarilfs. Howewver, in view of the
cumenl recession and political difficulties, many of tha tough policy
measures ana baing pushed back to 1990-2000 1o alow time fof the
GCONGTY 10 recover from tha post-blasts shock of tho sanclions.

Debt relief: the reschaduling of dett liabilties 1o the official credions and
rultilateral agencies lor 1998-99, 1999-2000 and the first hall of 2000-01
Is predicated on meaninglul adherenca o the first two anchors. The reliel
amounts to LSS 3.3 bilkon from the Pans Club. It Is a component of the
overall extemnal financing package of US$18 billlon put together by the IMF
as part of the ESAF/EFF program for 1988-89 1o 2000-01 (see box 2C).

The theory is: sustainable growth will be achieved by this sirategy
bacausa il s axpectad that a realistic exchange rate policy combinad with
trade liberalization will improve expons and reduce préssure on the
balance of paymenis. The inllationary costs of tha exchange rate
adjustment can be cashed im as an increase in nominal revenues.
Increased revenues and lower expendilures combined with improved
pafdormance of public enferprizes will increase publc savings and thus
ease pressure on nterest rates and the curment aceount of the balance ol
payments, The two-year debi relief will permit the retirement of domeslic

EXTERNAL FINANCING IN THE ESAF/EFF PROGRAM
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debt and further dampen interest rales. Tha latter will boos! private
investment and lead 1o increased production, incomes and govermment
fevenues. In the medium term, aleng with the debt retirement, it will
mprove the debl repayment capacity of the economy by lowering the
overall public debt-10-GDP ratio,

_ In practice, it is tar more complex. Some of the impacts in the case of
Fakistan cannol be quantified, some may be weak, some ambiguous. Far
exampie, the threat of uniéateral default and speculative attacks on cumancy
& posiponed:; with the revival of struciural adjustment lending, confidence in
ihe economy is restored, domestic and foresgn direct investment is
encouraged; unification and adjesiment of the exchange rale can gradually
increase remitances and portliolio invesiments back 1o pre-blasts levels:
and in the medium run, a compeditive exchange rate policy can stabilize and
e lower the curment account deticit

Coupled with & policy of rapidly lowering the fiscal deficil {see box 20),
felie! on external debt servicing will enable domestic dabt retirement, Nel
retirement of domestic debt will have imponan! secondary effects on
imerest rates at three lovels, Reduced demand for bank borrowing wil
lower freasury bill yields in the primary bond market. Lowsr yialds and
thereby commercial banks” profitabidlity can depress the rates offered to
depositors as lending rales will have to be lowered. This will widen the gap
batwean the commercial banks” deposit rales and those offered by the
govermment Mational Saving Schemes [NSS). To prevent widespread
disinlermedsation, government may opt 10 lower NSS rates.

Ilinflation remains subdued, supply of savings in response 1o lawer
naminal inferast rates will continue to be wnaffected while a prior demand
lor savings (invesiment) will fise. in essence, debl raschaduling will dilute
fhe interes! costs of a lighl monefary policy in favour of the private soctor,
and will bring down the debl-lo-GDP ratios, The swccess of debt
rescheduling to improve the debt repayment capacity of the economy in
the future will depend on increases in production capacity via private
sector investment. The latter, of course, is mildly sonsitive 1o interast

MACROECONOMIC OBJECTIVES IN THE ESAF/EFF PROGRAM
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rales, bul the role of non-economic lactors is by Nno means ll'lﬂ'-lﬂl'lﬂh'.‘iﬂﬂl.
especially when investor confidencs is so low.

In thiz long mun, the intial pricing shock will lead o more efficiant
allocation of resourcas and distribution of consumplion axpandiurg and
investmant. However, increasing reliance on loreign capital could worsen
the external debl-to-GOP ratio, especialty in view of the deferment of debt
repayrneni, Il could creale prolonged inflationary pressures through
devaluations and expectations and render the economy vulnerable 1o
frequent political and economic pressures of donors, As highlsghted in box
2C, the exdermal financing package up to 2000-01 is fragile. The econamy
could find itsell confronted with a foreign exchange crisis even while the
debt rescheduling is taking place

We used the ISPM model to simulate the consequances of the
ESAF/EFF program. The objeciive was 1o document the direction and
magniiude of s Impact on selectied key macro indicators. Table 2.1 gives
the differential impact (in percentages) between the pre-blasts scenano
and the scenario following implementation of the ESAFIEFF program
package (including debt reschedubng). Belore the decision fo explode the
nuclear device, the economy’s perdormance was monitored under the
ESAF/EFF agreement of Ociober 1997, The program was soft in tarms of
condiions and speed required for policy reforms. The revived program
has tougher policy actions (see box 20) and Pakistan is being walched
closely by infernational agencies o ensure their timely implementation

Whal are the shorl- and long-term cosls and benefils to the econamy
ol the revived package? How will thesa impacts on the aconomy
compare with thase of the original ESAF/EFF program? In essence, the
differance babwean iha wo soBnanos represents the permanent coslts o
the economy of acquiring nuclear capability and facing up to the
sanctions These cosis can be traded off against the parcaived non-
guantifiable gains in the nation's security through davalapmant of
military detarrenca.



DIFFERENCES® BETWEEN THE
IMF + DEBT RESCHEDULING SCENARIO AND THE
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The economy suffers an immediate loss of growth momanium
equivalent 10 2% ol GOP. Over five years (or on a permanant basis) an
average of 1% annually ol GOP growth is lost, As a resull of the toughar
niw program, the manufaciuring sector sheds 5.5 poareentage points
initially but recovers to an average annual loss of 2 percentage points
over iha five-year horizon. Growlh n the agriculture sector in tha shorl-
fun remains insensitive lo price stimulus from sieeper devaluation in
the currenl package. Privale invesimant lails 10 recover fully with the
new package, as the average difference between the two scenarios
remains 1% of the GOP cver the long run. Increase in unemploymant
of half @ percentage point in the first year of the program is a spillover
frem the considerable drop in the performance of the manulacturing
seclor.

Tha impact ol the new package on the |nflation rate, external rade
and indebtedness largely hinges on the conduct of the exchange rate
policy. To compensate for the loss of inflows Into foreign currency
accounts and lower direct foreign invesiment in the shor run, the
revived program underscores the need lor substantial realignment of the
axchange rale in real terms. The model indicates an additional 9
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nominal davaluation in the first year o steer the economy oul of the
BOF crisis. In the modal, the larger impact on [nflation is primarily
transmilled through the substantial reatignment of the exchange rate. In
practice, nominal devaluation of 12% (Rs.50 from As.44 aganst the US
daollar) since the Imposition of sanctions has not visibly helped axpors,
primarily because of the depressed extarnal environment. Similary, the
currently observed pass-throsgh effects of nominal devalualion on
iriation are smakl in comparison 1o the predictions of our model. The
dual exchange rate, deflationary Irends in inlernational prices,
lavourable domestic food stocks. a stringant monelary policy and the
SCONOMIc fecession appear 10 have suppressed the inflation costs of
neminal devaluation

The inflationary cutiook for 1999-2000 may be closer 1o the predictions
of our analysis for the following reasons. First, after the impasition of the
sanctions and introducticn of the dual exchange rate in May 1998, wheat
and POL products are still imported at tha lower official exchange rate of
Rs.46, Unification of the exchange rate in med- 1938 in ling with the currant
composite rale wil raise the impored cost of these producis, The
increasa in POL prices will ripple through the economy 1o axert upward
pressure on the general price lave

Second, in view of the anticipated shortfall in this year's wheat
produchon, its import requirements are projected in the range of two 1o
thress millkon tons for the coming year, The pressure on the fragile foreign
exchangs mserves and open markel exchange rate will further fuel
inflationary expectations. Howwar, the govemment's decision fo absorh
the increase in price of imported wheal (due to unification) through a
higher subsidy may hold inflation under check. But it will be at the cost of
a higher figcal deficit and backskiding on the commitment 1o IMF 1o redises
subsidies Cosrespondingly, if the increase in the landed cost of POL
imports 5 absorbed through reduction in surcharges, NOR-1AX EVEnUes.
curmanily a substaniial contributor lo ovarall revenues, will decling.




- In the long run, the afects of initial adjustmeant in the axchange rate
away, although the average annual adjusiment over the five-year
rod is marginally higher (an extra hall percent per annum} for the
ad package. The iniial upswrge in inflation rale subsides and almost
ppears batween the two situations in the long run. Initial benefits to
arnal frade do not expand but are merely sustained. In the long run
ungmployment rale in the aconomy remains on an average ong
tage posni higher ‘with Ihe revived program, Excoptl for daeii
alors, projected five-year averages show that the losses and gains in
differences converge between the two approaches as the economy
- adjusts gradually to the instial shock.
A parmanent improvement in domestic indebledness is substifuted
-h'mﬂm exiernal indebledness, This arises from a reduction in the
bodget deficit by 2% to 3% of the GDP. Contrary fo claims by the
y t that the IMF package will lead 1o greater sel-reliance in the
I'.wrun, our analysis suggosts a higher level of extamal indebtednass.
The average difference over the five-year pericd in the axtemal debt-to-
GOP rafio between the ofd and revived IMF package widens to almost
10 percentage points. Clearly, Pakistan will emerge from the grace
peried of exlernal debt repayment more vulnerable to foreign exchange
crises unless expons, in particular, improve dramatically in the

 inlervening period,

iven the nsks associated with the ESAF/EFF program, we offer an

altemative stralegy of sell-reliance and explore its imgplications, Solf-
ralignce simply connates fiving within one's means, without bommowing,
The underhying concapt is the same 1or & person or a country, Mitleman
(1980) states, “The guiding prnciple of seff-relance 15 that thind world
countnes seeking 1o stamp oul underdevelopmen! must redress the
imbalance between production and consumplion. The objective 5 o
produce what is consumed and to consume whal is produced, subject to
the possibilities and limitations of a country.”

However, sell-reliance does not maan isolation or complate autarky.
Matleman argues, Il requires neither complete rejection of nor total
acquiescence in the world system.” Until the 15705 in Pakistan, the
principle of setf-rellance was applied 1o wheat production. In response 1o
growing foreign exchange expenditures on the impor of edible of, the
concepl of sell-sufficiency was extended to the production of edible oils in
© Ihe 1980s.

The sanctions following the nuciear blasis in May 19398 have clearly
xposed the nabion's excessive dependence on foreign assistance and
private fows. On pure economic grounds, the justificalion for sell-
reliance rests on many empinical studies assessing the impact of foreign
aid. Thesa studies hava found no evidence ol foreign assistance helping
13 clase the invasimant-savings of trade gap in Pakistan. In contrast, it
appears thal afloris to mobilize domestic resources slacken off In
penods of easy flow of foreign aid, and there is an anificially high inflow
of imports.
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A Shift in Economic Paradigm

Embarking on A self-reliance stiralegy means a basic paradigm shiff in our
economic policies. It means an allemate macroeconomac framework for
sustaining economic growth in the medium to long run, However, its
implermantation entails strong political will and commitment, akang with
sacrifice from all sections of the scciety. The crucial alamants of the sell-
reliance stralegy as they relate o aconomic polices ara as folkows:

e minimal dependence on foraign savings; in other words no foraign
borrowing for balance of payments support, commaodity aid or project
aid for developman purposes. However, foraign direct investment.
grants and aid for humanitarian nieds (social sectors) are allowed 1o
fiowr ko the couriry;

#» unilateral moratorum (ie. one fo five years) on external debi
senvicing, and repayment of principal 1o creditors including commercial
credifors. However, budgetary provisions continue to be made lor debi
servicing and repayment of principal on external debt accumutated in
the ]

- ndmmrmiw and legal controls on free outhow of capital; and

» under current account transachons, oxpon of goods and services to ba
complataly olsel by impon of goods and services.

The first three elements above suggest minimal activity in the capital
account of balance of payments.

A relevant question is that 1o achieve self-reliance, should one refy
on neg-classical price mechanisms (ie., exchange and Interesi rale
adjusiments) or sfrugturalis! ‘quantify’ adjusiments? The latier, though
administratively more difficult and time consuming, may inflict lass
severe costs to the economy in the short run in terms of nflation,
unemployment and poverty, Structuralist adjusiments may also prove
superior to neo-classical machanisms in the long run i inflation is held
in check.

Chart 2.2 oullings the fransmession mechanism of the structuralist
strategy. In Pakistan, the quantity adjusiments would restict non-
assential impons (both consumer goods and raw materials for non-
essential consumer goods). And they would promole higher exports
throwgh institutional improvements and expor subsidies. This approach
would close the current account gap in the short run. Initially, there is
some nominal devaluation which pushes the economy o & new
equilibrium, but subsequently the exchange rate ‘crawls’ fo maintain a
constant or even a somewhat over-valued rate. In°the real economy,
capacity uliization in manulacturing is the main casualty of impor
comprassion.

EHorts to recover delauted loans improva tha viability of the banking
sactor and bring down disintermediation costs. The results arae
favourabla borrowing rates which, in turn, altract private investmean!.
Elimination of exemplions and concessions, and improved tax
administration generate more revenues. Increased public savings
backed by prudent govermment spending (including the abandonmeni of
all mega projects) reinforce private savings 1o increase the supply of
irvastmant funds in the aconomy.
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Simulating the Structuralist Route

We compare fhe economic gains and costs o the economy of the two
approaches, the quaniily route and the stabilization package or pricing
route. Table 2.2 gives the first-year impact in perceniage ditferences
betwaeen tha strutluralist strategy and the revived IMF package. The rate
of inflation, depreciation of the axchange rate and external debt-to-GDP
ratio are significantly lower in the structuralist scenano. Howaver, there is
a major sacrfice in terms of the growth of the economy, which i5 lower by
1 10 2 percentage points. Except for the debt indicators, the respective
gains of the IMF package are sustained bul with diminishing margins
over the five-year horizon. The structuralist approach consolidates its
adge over the IMF program scenaric with an average reduction of 21
percentage pomnts in oxtermal debt-lo-GDP ratie. However, these gains
are lemperad with an increase of 30.5 percentage poinls in domestic
dabt-to-GDP ratio.

A somawnal lower leval equilibrivm path for the economy may be one
of 1he costs that the nation should be prepared to pay for its political and
BConomic Sovensignty.

The sell-reliance stralegy requiras strang political will to eliminate tax

DIFFERENCES® BETWEEN THE STRUCTURALIST
AND THE IMF + DEBT RESCHEDULING SCENARIO
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g dewn, development activity has atalisg

exemplions/concessions, check tax avasion, cut public expenditure,
Introduce import quolas, enforce bank dobt recovery and improve
efliciency ol public enterprizes. Cleary, the political costs of such a
slrateqy are high in the short run and explain why the government has
apted instead for increased dependence on donor agencies and a path of
slaggered refoms.

The parmanent economic costs and benefils of announcing nuclear
capability and facing uplo the sanctions are clear These frade-olls
emarge as a consequence of abandoning the Octaber 1997 package and
negotiating the revived package. In spite of rescheduling, the growih rales
dre lower, and investment rales remain depressed. External indetiledness
increases in relation to the pro-blasts scenans. in tha long fun, the
effectivenass of tha IMF program will hinge on its credible implementation
and consaquential response of investors. In contrast, the strucluralst sall-
reliance route implies a trade-ofl with respect to the grawth rate of the
economy in relation fo the roule adopled under the IMF progeam, I is
definitely & better strategy, however, f the primary cbjeciive is ta achiove
independance from foreign aid,
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