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MACROECONOMIC FRAMEWORK
FOR DEBT MANAGEMENT?

Pakistan finds itself in a severe debt trap.  Already, the inability to service external debt obligations has

led to the rescheduling of debt payments by the Clubs of Paris and London.  This relief comes to an end

in December 2000.  Given the inability to improve significantly the balance of payments position and

the level of foreign exchange reserves in the interim period, Pakistan will be compelled to seek a second

round of exceptional financing from the IMF and other donors.  This is clearly an unsustainable situation

in the long run and highest priority must be placed on development and implementation of a strategy

which brings about a significant reduction in the debt burden in the foreseeable future.  The objective

of this paper is to present such a strategy.

The paper is organised as follows: Section 2 identifies the macro determinants of the rate of debt

accumulation in an economy.  Based on this identification, Section 3 highlights the reasons for the

relatively rapid increase in the debt to GDP ratio in the decade of 80s and the moderation in the rate

of increase in the 90s.  Section 4 sets up criteria for determining the sustainable levels of debt and

accordingly sets up a range of targets for 2007-2008, the last year of the Tenth Plan period.  Section

5 lays out the key elements of the strategy for achieving the targeted reduction in debt burden.  Section

6 highlights the differences between two scenarios which achieve varying levels of reduction in the debt

burden.  Section 7 gives the projected levels of key macroeconomic and public finance magnitudes in

the two scenarios and the resulting levels of debt.  Finally, in Section 8 are given the principal

conclusions.

2 MACRO DETERMINANTS OF DEBT ACCUMULATION

The basic equation for debt accumulation in an economy, derived in Van Wijnbergen [1989] and Pasha

and Ghaus [1996], is as follows:

_________________________

?This paper is based on the work done by the Macroeconomic Sub-Group of the Debt Reduction and
Management Committee of which one of the authors is a member.  Inputs from the State Bank of Pakistan and
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2, 3Real interest rate is the nominal interest cost less rate of inflation
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the Economic Advisers Wing, Ministry of Finance are acknowledged along with the research assistance of Mr.
Kalim Hyder.  Any defects that remain are the responsibility of the authors.
where d represents the magnitude of change.  The variables represent the following: D = total debt, y

= nominal GDP, PB = primary budget1 deficit / surplus, Dd = domestic debt, i = real interest rate2 on

domestic debt, g = real GDP growth rate, De = external debt (in dollars) , e = exchange rate (rupees

per dollar), r = real interest rate on external debt3, er = real effective exchange rate.4

Therefore, according to (1) the change in the debt to GDP ratio is caused by the following factors:

(i) whether the primary budget is in deficit or surplus.  If there is a deficit this will tend to

raise the debt to GDP ratio whereas if it is in surplus then this will lead to a fall in the

ratio.  The rate of increase / decrease will depend upon the size of the primary budget

deficit / surplus

(ii) the extent to which the domestic real interest rate on domestic debt exceeds the

economy’s growth rate.  If r is small and g is relatively large such that (r - g) is negative

then this will exert a downward pressure on the debt to GDP ratio.  Alternatively, if r

is large and g is relatively small such that (r - g) is positive then the ratio will tend to rise

(iii) the extent to which the external real interest rate exceeds the real GDP growth rate.

If (i - g) is negative / positive then the debt to GDP ratio will fall / rise

(iv) the extent of capital loss on external debt due to real exchange rate depreciation.  If the

rate of nominal exchange rate depreciation exceeds the difference between domestic

and world rates of inflation then the debt to GDP ratio will tend to rise.  Alternatively,

if there is a real appreciation in the value of the rupee then the debt to GDP ratio will

tend to fall.
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TABLE 1
DEBT TO GDP RATIO OF PAKISTAN

(% of GDP)

Years
External

Debt
Domestic

Debt
Total
Debt

1979-1980 41.0 25.5 66.5

1984-1985 39.1 31.8 70.9

1989-1990 48.7 43.7 92.4

1990-1991 44.1 43.0 87.1

1991-1992 46.2 42.9 89.1

1992-1993 47.9 44.8 92.7

1993-1994 53.1 44.2 97.3

1994-1995 47.3 42.0 89.3

1995-1996 44.1 42.2 86.3

1996-1997 47.2 42.2 89.4

1997-1998 49.5 43.1 92.6

1998-1999 53.5 47.8 101.3

1999-2000 (E) 53.3 46.0 99.3

E = Estimated.
Source: Ministry of Finance, Government of Pakistan.

Therefore, the change in the debt to GDP ratio during a particular period depends on the average

annual values of PB/y, i, g, r, der/er from the first to the last year of the period.

If the objective is to focus on another indicator of debt burden like the debt to revenues ratio, rather

than the debt to GDP ratio, then

where d (D/y) is given by (1) and R = total revenues.  Therefore, in addition to the factors listed above

the debt to revenues ratio also depends upon the ratio of revenues to the nominal GDP.  If R/y rises,

then, even if PB remains unchanged, the debt to revenues ratio falls.

3 T H E  H I S T O R I C A L

EXPERIENCE

Table 1 shows that over the last two

decades Pakistan’s total debt to GDP

ratio has risen from 66 per cent to close

to 100 per cent.  Much of the increase

has occurred during the decade of the

80s (especially in the second half).  By

1989-90, the debt to GDP ratio had

reached the level of 92 per cent.

The question that arises is what explains

the rapid accumulation of debt during the

decade of the 80s?  Why has the growth

moderated in the 90s?  Magnitudes of the

macro determinants of the debt burden
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TABLE 2
MACROECONOMIC FACTORS DETERMINING

EVOLUTION OF DEBT TO GDP RATIO

Factor
Decade of

80s
Decade of

90s

Primary Budget Deficit (-) / Surplus
(+) as % of GDP

-3.2 -0.5

Nominal Interest Rate on Domestic
Debt (%)

9.5 11.7

Nominal Interest Rate on External
Debt (%)

2.8 3.9

Rate of Nominal Exchange Rate
Depreciation (%)

8.2 9.4

Rate of Domestic Inflation (%) 7.3 9.8

Real Interest Rate on Domestic Debt
(%)

2.2 1.9

GDP Growth Rate (%) 6.1 4.6

Source: State Bank of Pakistan, Annual Reports.
Ministry of Finance, Pakistan Economic Survey.

are presented in Table 2. It appears

that the major reason for the rapid

increase in the 80s was the relatively

large size of the primary budget deficit

at over 3 per cent of the GDP annually

as compared to the average of 0.5 per

cent of the GDP during the 90s.

It is also significant to note that the real

interest rate on domestic debt was

higher during the 80s.  Despite the fact

that nominal interest cost was lower,

the lower rate of inflation implied a

higher real interest rate.  However, this

negative factor was neutralised by the

significantly higher GDP growth rate in the 80s as compared to the 90s.

Throughout the last two decades a major factor contributing to depressing the debt to GDP ratio has

been the extremely low real interest rate on external debt.  Much of Pakistan’s international borrowings

has been on highly concessional terms.  If the terms had been more commercial then Pakistan’s debt

to GDP ratio would have been significantly higher today.

Finally, the extent of real exchange rate depreciation appears to be have been significantly higher in 80s,

thereby contributing to larger capital losses on external debt.  This conclusion can be reached by making

a comparison of the nominal rate of exchange rate depreciation with the rate of inflation.  The latter was

larger than the former in the 80s while the opposite is the case in the 90s.
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4 SUSTAINABLE DEBT

Most of the literature on sustainability of debt is concerned with quantification of the level of primary

budget surplus or deficit which keeps unchanged over time the debt to GDP ratio at its present level

[Hopkin and Reddaway (1994) and Horne (1991)].  In this sense, it does not question whether the

present level of debt is too high or not.  Clearly, this is not a useful approach as the current level of debt,

especially external debt, has been found to be unsustainable and Pakistan has had to seek debt

rescheduling.

Therefore, the objective must be to bring down the debt to GDP (or debt to revenues) ratio

substantially down from its present level over the next decade.  In 1998-99 the debt to GDP ratio was

slightly in excess of 100 per cent (see Table 1).  A long run sustainable debt to GDP ratio is probably

between 65 to 75 per cent.  This would mean bringing down the ratio close to the level prevailing at

the end of the decade of the 70s, prior to the big build up of debt in the 80s.  Initially, if Pakistan is able

to get a second round of debt rescheduling, much of the decline is likely to come in the domestic debt

to GDP ratio.  During the period when the debt rescheduling is operative the external debt to GDP ratio

may remain largely unchanged or even rise.  Beyond the period of debt rescheduling it should start

falling rapidly.

In terms of the targeted change in the total debt to revenues ratio the level in 1998-99 was 642 per

cent, which is extraordinarily high.  As the debt to GDP ratio comes down from over 100 per cent to

between 65 per cent and 75 per cent, while the revenue to GDP ratio demonstrates some buoyancy,

it should be possible to bring the debt to revenues ratio down to between 350 per cent and 450 per

cent by 2007-08.

5 STRATEGY FOR REDUCTION OF DEBT BURDEN

The previous sections have highlighted the role of different factors in changing the level of debt in

Pakistan during the last two decades.  Based on these factors, a strategy can be developed for bringing

about the reduction in the particular measure of debt burden, say the debt to GDP or revenues ratio,

to the targeted levels given in the previous section in the specified time period.
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The principal elements of such a strategy would include the following:

(1) Achieve primary budgetary surpluses: In 1998-99 , the federal and provincial governments

combined have managed to convert primary budget deficits into a significant surplus for the first time.

Achieving faster reduction of the debt burden will require that the primary budgetary surplus be

increased as rapidly as possible from 1999-2000 to 2007-2008.

For this to be accomplished the revenues (tax + non-tax) to GDP ratio will have to be raised faster than

the non-interest expenditure (total expenditure minus interest payments) to GDP ratio.  Of course, the

outcome would be even more favourable if while the revenues to GDP ratio is rising the non-interest

expenditure to GDP ratio is actually falling.  In such a situation the debt to revenues ratio would fall

rapidly due to the increase simultaneously in the primary budget surpluses and the revenues to GDP

ratio.

However, it is important to emphasise that curtailment of public expenditure may have negative

Keynesian type of effects on the level of national income and consequently on g, the real growth rate

of GDP.  Also, increases in the tax to GDP ratio brought about by enhancements of tax rates may have

deleterious supply-side effects on the economy and thereby also affect the GDP growth rate.

Therefore, a successful strategy will avoid creating a trade off between increasing the primary budget

surplus and adversely affecting the growth momentum of the economy.  In particular, an important

lesson from Pakistan’s experience is that during the process of fiscal adjustment large cuts in

development expenditure should be avoided because this runs the maximum risk of affecting the growth

potential of the economy.

Therefore, an ideal scenario from the viewpoint of implementation of the strategy for reduction of debt

burden over the next eight years is as follows:

! steady increase in the revenues to GDP ratio (achieved not by enhancements in tax

rates but by reducing tax evasion, simplifying and broad-basing the tax system and by
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improvements in tax administration) which may be partly used for raising the level of

development expenditure

! reduction over time in the non-interest current expenditure achieved by savings in

defence, civil administration, subsidies, etc., which are diverted to enhancing the level

of development expenditure.

(2) Reduce the real interest rate on domestic debt: A reduction in i, the real interest rate on

domestic debt, contributes to slower growth in debt.  Fortunately, there is a real opportunity here.  The

inflation rate of Pakistan has currently come down to historically low levels of 4 to 5 per cent.

Consequently, nominal returns on various debt instruments can be reduced accordingly without reducing

real rates of return significantly (as has been done recently on NSS).

However, the ‘lock-in’ effect creates a problem.  To the extent that domestic debt is long term in

character the ability to reduce the overall interest cost in the short run is limited.  There is, in fact, a

danger that in the interim period while the inflation rate is low, the nominal interest cost remains high

because bulk of the outstanding debt was contracted earlier at high nominal rates when the rate of

inflation was high (as in the mid-90s) and, consequently, there is actually a rise in the real interest rate

on domestic debt.  This hump in the real interest rate in the next few years will, therefore, imply faster

debt accumulation.  Therefore, it is important that the government attempts to reduce to the extent

possible interest rates at the margin on new debt of all forms including treasury bills, NSS, etc.

(3) Raise the GDP growth rate: To the extent possible, the government must pursue a strategy

which while achieving fiscal adjustment does not jeopardise the growth performance of the economy

because a higher g is conducive for reduction in the debt burden.  As emphasised earlier, it is important

that the level of development expenditure be enhanced to the extent possible by resource mobilisation

and by diversion of savings from current expenditure.  The strategy will also require a tax system which

is investor friendly and targets fiscal incentives towards sectors with significant excess capacity such that

production can be expanded rapidly in the short run.
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(4) Preserve Exchange Rate Stability: The SBP has had considerable success recently in preserving

exchange rate stability while simultaneously improving the current account of the balance of payments.

Such a policy will have to be continued in the future if major capital losses on external debt are to be

avoided.  However, the objective must be to preserve real effective exchange rate and not nominal

exchange rate stability, if a trade off with respect to export promotion and import substitution necessary

for improving the balance of payments is to be avoided.

Altogether, a strategy which achieves, first, larger primary budgetary surpluses while protecting and

raising the level of development expenditure through resource mobilisation and containment of current

expenditure, second, which brings down nominal interest rates in line with the lower rate of inflation and,

third, which preserves exchange rate stability, is likely to have the maximum success in reducing the

debt burden in coming years.

6 ALTERNATIVE SCENARIOS

The section on sustainability of debt has indicated that efforts should be made to bring down the debt

to GDP ratio from the present level of close to 100 per cent to between 65 per cent and 75 per cent.

Accordingly, we set up two scenarios.  Scenario I attempts to achieve a target debt to GDP ratio of

close to 75 per cent in 2007-08.  Scenario II is more ambitious and attempts to bring the ratio down

to 65 per cent.  It must be stated upfront that there has been no period in Pakistan’s history when the

debt to GDP ratio has shown a sustained downward trend.  Reversing the rising trend will require a

strong policy framework and a concerted effort at implementation.  Key elements of the strategy for

reducing the debt burden, have already been defined.  In this section, the set of policy actions required

to operationalise the strategy framework is described.

Common assumptions underlying both the scenarios are as follows:

(i) presence of a new IMF program with second round of debt relief, absence of capital

controls, attractive investment and privatisation policies, settlement of the longstanding

IPP dispute, all lead to restoration of foreign investor confidence and growth in foreign
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direct investment.  Simultaneously, domestic investment also picks up aided by the fall

in interest rates.  In scenario I , private investment increases from 8.2 per cent in 1998-

99 to 11.6 per cent by 2007-08.  In the more optimistic scenario the rise is more rapid

and private investment reaches 12.2 per cent of the GDP by the end of the tenth plan

period.

(ii) restoration of buoyancy in home remittances due to an exchange rate policy which

minimises the differential between the official and the kerb rate and due to a rise in

wage incomes of expatriate workers in the Middle East (consequent to the increase in

oil revenues of OPEC)

(iii) moderation in prices of imports, especially as oil prices fall from the peak levels

attained in late 1999 and early 2000

Fiscal targets vary in the two scenarios as follows:

(i) On the fiscal side, achievement of a primary budget surplus of 2 per cent of GDP by

2002-03 and 2.3 per cent of GDP by 2007-08 in the scenario I.  This surplus level has

to be about 0.5 per cent of the GDP higher on average each year in scenario II.

(ii) The strategy to achieve the primary budget surplus is somewhat different in the two

scenarios.  In the scenario I the surplus is achieved by, more or less, a constancy in

non-interest expenditure coupled with an increase in resource mobilisation (see Table

3).  In the scenario II, an increase in the level of non-interest expenditure (of about 1½

per cent of GDP by 2007-08), primarily due to rise in development expenditure, is

made possible by more aggressive resource mobilisation effort (see Table 4).

(iii) Policies for resource mobilisation which lead to an increase between 1998-99 and

2007-08 in the overall tax-to-GDP ratio of 1 per cent in scenario I and over 2.5 per

cent in scenario II.  This is achieved by broad-basing of the GST to retail trade and

services, development of the agricultural income tax, more effective
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TABLE 3
PROJECTED PRIMARY BUDGET SURPLUS IN SCENARIO I

(as % of GDP)

Total
Revenues

Non-Interest
Current

Expenditure

Development
Expenditure

Non-Interest
Expenditure

Primary
Budget

Deficit (-) /
Surplus (+)

1998-1999 15.80 11.40 3.30 14.70 1.10

1999-2000 15.60 11.25 2.76 14.01 1.59

2000-2001 15.81 11.05 2.96 14.01 1.80

2001-2002 16.05 10.95 3.20 14.15 1.88

2002-2003 16.31 10.85 3.46 14.31 2.00

2003-2004 16.41 10.79 3.57 14.36 2.05

2004-2005 16.54 10.73 3.69 14.42 2.12

2005-2006 16.66 10.67 3.80 14.47 2.19

2006-2007 16.79 10.61 3.93 14.54 2.25

2007-2008 16.91 10.55 4.06 14.61 2.30
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TABLE 4
PROJECTED PRIMARY BUDGET SURPLUS IN SCENARIO II

(as % of GDP)

Total
Revenues

Non-Interest
Current

Expenditure

Development
Expenditure

Non-Interest
Expenditure

Primary
Budget

Deficit (-) /
Surplus (+)

1998-1999 15.76 11.40 3.30 14.70 1.10

1999-2000 15.60 11.25 2.76 14.01 1.59

2000-2001 16.51 11.05 3.16 14.21 2.30

2001-2002 17.18 11.05 3.54 14.59 2.59

2002-2003 17.63 11.05 3.96 15.01 2.62

2003-2004 18.04 10.99 4.21 15.20 2.84

2004-2005 18.17 10.93 4.47 15.40 2.77

2005-2006 18.30 10.87 4.75 15.62 2.68

2006-2007 18.43 10.81 5.05 15.86 2.57

2007-2008 18.51 10.75 5.36 16.11 2.40
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exploitation of the revenue potential of the urban property tax, major tax reforms which

lead to simplification of the tax system and fundamental improvements in tax

administration by 2002-03.  The tax-to-GDP ratio is higher in Scenario II primarily

because of higher sales tax and income tax collections which lead to reduction in levels

of tax evasion.  Also, surcharges yield larger revenues in scenario II primarily because

of indexation of the rates of petroleum development surcharge to inflation.

(iv) containment of costs of civil administration through recruitment bans and right sizing;

continued reduction in the share of defence expenditure in GDP by linking increase in

allocations, more or less, to inflation

A rise in tax-to-GDP ratio and reduction in current expenditure creates fiscal space, which

enables an increase in the share of development expenditure in the GDP by one percentage

point in scenario I and 2 percentage points in scenario II.  This is achieved alongwith a

reduction in fiscal deficit.  Initially, the fiscal deficit falls to 4 per cent and 3.3 per cent of the

GDP respectively in the two scenarios by 2002-03.  Thereafter the budget deficit declines

further to 3 per cent and 2 per cent of the GDP by 2007-08 in the two scenarios.

For other macroeconomic variables, we make the following assumptions in both scenarios:

(i) Private savings will be restored to at least the level prevailing in the mid 90s.

(ii) To reduce the ICOR, taxation, credit and other policies will focus on those sub-sectors

of the economy where there appears to be a margin of excess capacity so as to achieve

increases in production without significant new investment.  Such a policy would target

industries like textiles, cement and engineering goods where considerable underutilised

capacity exists today.  In agriculture, the focus would be on crops like cotton where

current yields are below peak levels attained in the past.

(iii) public sector development program and bank credit allocations will be oriented

towards projects and sectors which are less capital intensive.  For example, this would

imply a shift in public sector development priorities away from sectors like highways

to agricultural infrastructure.  Also, the distribution of funds in the PSDP would need
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to be tilted towards low gestation period projects and projects which are nearing

completion so as to maximise the development impact.  This element of the strategy

would also argue for focusing bank credit increasingly towards micro credit for

small-scale activities which are traditionally more labour intensive.

It is projected that as a result of the above measures the ICOR can be lowered to 2.9 in

Scenario I and 2.8 in Scenario II in the next three years.

Finally, significant institutional strengthening is assumed in both the scenarios, for development

and implementation of the policies required to achieve strong fiscal adjustment while enhancing

the growth rate of the economy

7 PROJECTIONS

Based on the assumptions, detailed projections are made of macroeconomic and public finance

magnitudes in both scenarios.  These are presented in Tables A-1 to A-10 in the Statistical Appendix.

Growth Rate

The future growth path is derived on the basis of availability of resources, foreign and national, for

financing investment in the economy and thereafter applying the incremental capital output ratio to

determine the economy’s growth rate given the projected level of investment.  National savings in the

scenario I are projected to increase from the historically low level of 10.9 per cent in 1998-99 to the

average attained in the 90's by 2002-03.  This is expected to increase further by about 3 percentage

points by 2007-08.  An important contribution to this rise would be of public savings which are

expected to rise following the successful implementation of the resource mobilisation strategy and

improvement in the financial health of public corporations.  Private savings in this scenario are projected

to be at the level attained in the decade of the 80s in the next three years.  Over the longer-term, it will

surpass this average.

In scenario II, public savings rise much more rapidly given a much more aggressive taxation effort.

Consequently in this scenario, the rise in the private savings in the long term is somewhat flatter.  On
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the whole, national savings increase by 5½ percentage points from the current low level by 2002-03

and register a rise of another 2 per cent by the end of the tenth plan period.

Given limits to external finances, the projected level of foreign savings in the economy stabilises at about

1½ per cent of the GDP by 2002-03 and remains constant thereafter.  The derived level of fixed

investment rate, therefore, increases from 13.2 per cent in 1998-99 to 16.4 per cent in scenario I and

14.4 per cent in the scenario II by 2002-03.  Subsequently the investment rate increases to 17.3 per

cent and 18.5 per cent of the GDP by 2007-08 in the two scenarios respectively.  This implies that

investment will have to increase to the 90's average in scenario I and surpass this by a over half a

percent in scenario II.

The efficiency of capital was artificially depressed in 1998-99, exhibiting a very high incremental capital-

output ratio, due primarily to import restrictions which reduced the rate of capacity utilisation.  Its

historical level is about 3 in Pakistan.  Given the existing idle capacity, growth momentum can be

significantly enhanced by fuller utilization of existing capacity.  The growth rate in the economy therefore

can be increased to 5 per cent in Scenario I and 5.8 per cent in Scenario II in the next three years,

given the projected level of investment.  It appears that the long run growth rate of the economy is about

5.7 per cent in Scenario I and 6.3 per cent in Scenario II.  The inflation rate in the two respective

scenarios is projected to rise to 6 per cent and 6.6 per cent respectively.

Trend in Revenues

In the aftermath of the implementation of the structural reforms CBR tax revenues are projected to

increase from 10.2 per cent of GDP in 1998-99 to over 12 per cent of GDP by 2002-03 and

subsequently to almost 13 per cent in scenario I.  The buoyancy is largely a consequence of growth in

the sales tax, followed by direct taxes.  Revenues from customs duty, following tariff reforms, will do

well to keep pace with the nominal growth in GDP.  Following substitution by general sales tax and rise

in oil prices surcharges are no longer a buoyant source of revenue and are expected to fall to about 0.5

per cent of the GDP during the period of analysis.  Provincial taxes will recover ground lost during the

80s and 90s and increase to about 1 per cent of the GDP especially as agricultural income tax and the



15

Policy Paper No.19 MACROECONOMIC FRAMEWORK FOR DEBT MANAGEMENT

urban property tax are developed.  With non-tax sources demonstrating a downward trend, overall

revenues in scenario I will increase to 16.3 per cent by 2002-03 and 17.9 per cent by the end of the

tenth plan period.

Revenues demonstrate a more rapid rise in scenario II, increasing to 17.6 per cent of the GDP by

2002-03 and to 18½ per cent by 2007-08.  The rise is largely due to increase in the CBR revenues,

to 13.9 per cent of the GDP by 2007-08, largely as a result of a substantial rise in sales tax and direct

tax revenues which increase to 5.2 per cent and 5.1 per cent of GDP respectively.

Trend in Expenditures

As discussed earlier, total non-interest expenditure as a percentage of GDP remains, more or less,

constant in scenario I.  The savings in defence expenditure (of over 1 per cent of the GDP) are diverted

to development expenditure to stimulate the growth process in the economy.  As compared to this non-

interest expenditure show a rising trend in scenario II, due primarily to the buoyancy in development

expenditure, which is expected to increase from 3.3 per cent of the GDP in 1998-99 to 5.4 per cent

by 2007-08.  This is one of the key factors responsible for the economy getting back eventually to a

high growth path once again.

Expenditure on interest payments is expected to start falling as a percentage of the GDP in both

scenarios.  This stood at about 7 per cent of the GDP in 1998-99, and is expected to fall to 6.2 per

cent of the GDP by 2002-03.  Beyond this, it falls more rapidly in scenario II to 4.4 per cent of the

GDP by 2007-08, as compared to 5.3 per cent in scenario I.  The faster decline in the former scenario

is attributable, first, to the steeper path of fiscal adjustment which leads to lower debt to GDP ratios

and, second, to greater success in bringing down the real interest rate on domestic debt.
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Trend in Deficit

Given the trend in revenues and expenditures, the overall fiscal deficit will decline to about 4 per cent

of GDP in scenario I and 3.2 per cent of GDP in the scenario II by 2002-03.  Maintaining the declining

trend thereafter, fiscal deficit will fall to about 3 per cent in scenario I and 2 per cent in scenario II by

the end of the tenth plan period.  Revenue deficit will systematically fall in both the scenarios and the

economy will start generate revenue surpluses from 2004-05 onwards in scenario I and earlier, by

2002-03, in scenario II.  These revenue surpluses are expected to exceed 1 per cent of the GDP in

scenario I and 3.4 per cent of the GDP in scenario II by 2007-08.  This is a major factor which will

contribute to enhancing the debt repayment capacity of the economy.

Trend in Debt

We are now in the position to project the rate of accumulation of debt implied by the two scenarios.

Pakistan will continue to carry fiscal deficits in the foreseeable future, albeit of a smaller magnitude.  As

such the need for borrowing continues to exist.  Beyond the period of debt rescheduling, access to

external sources of financing will become increasingly difficult and a large component of the deficit will

have to be financed by domestic bank and non-bank sources.  We assume that about two thirds of the

deficit in the scenario I and about 60 per cent of the deficit in the scenario II will have to be financed

by domestic sources.  Given this financing pattern the domestic debt to GDP ratio can be brought down

to about 31 per cent in scenario I and about 26 per cent in scenario II by the year 2007-08, a decline

of about 17 to 22 per cent of the GDP from the level prevailing in 1998-99.  Simultaneously, foreign

debt burden will be reduced to about 43 per cent in Scenario I and 40 per cent in the Scenario II.  This

implies that total debt will be lowered from the level of over 101 per cent of the GDP to the higher

target level of 75 per cent in scenario I and to the lower target level of 65 per cent in scenario II.  It is

also of significance to note that the debt to revenues ratio falls to 440 per cent in scenario I and to 356

per cent in scenario II by the terminal year of the projections.

The evolution of foreign debt is of crucial importance given the limited ability of Pakistan to service its

external obligations.  On the assumption of a second round of debt rescheduling the level of external

debt is expected to remain high in the first few years at about 52 per cent of the GDP in scenario I and
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at 50 per cent of the GDP in scenario II in 2002-03.  Thereafter, it is expected to start falling to about

44 per cent of the GDP in scenario I and to 40 per cent of the GDP in scenario II.  The fall may be

even sharper if Pakistan is unable to mobilise significant net (of debt repayment) amounts of external

assistance beyond the period of expiry of the second round of debt rescheduling.

The overall decline in the debt to GDP ratio in the two scenarios is primarily a consequence of the

success in generating larger primary budget surpluses (see Table 5).  Also, the growth rate of the

economy is higher than the real domestic interest rate, there is a downward pressure on debt, more so

in scenario II than in scenario I.  On top of this, capital losses occurring due to a real exchange rate

depreciation are eliminated.  However, as hypothesised earlier, the real interest rate on domestic debt

is expected to be higher in the next few years due to the ‘lock-in’ effect.

Finally, a note of caution is on order here.  Both scenarios I and II assume smooth movements of all

key variables.  Given the vulnerability of the economy to shocks and the randomness which

TABLE 5
MACROECONOMIC FACTORS DETERMINING

EVOLUTION OF DEBT TO GDP RATIO
[2000-01 to 2007-08]

Factor Decade
of 90's Scenario I Scenario II

Primary Budget Deficit (-) / Surplus (+) as % of
GDP?

-0.5 2.1 2.6

Nominal Interest Rate on Domestic Debt (%) 11.7 10.5 10.6

Nominal Interest Rate on External Debt (%) 2.9 3.9 3.9

Rate of Nominal Exchange Rate Depreciation (%) 9.4 4.7 5.2

Rate of Domestic Inflation (%) 9.8 5.6 6.0

Real Interest Rate on Domestic Debt (%) 1.9 4.9 4.6

GDP Growth Rate (%) 4.6 5.3 5.8
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characterises many economic activities (especially agriculture), it needs to be emphasised that the

process of fiscal adjustment and move towards lower debt burden can be interrupted by an

unanticipated event like crop failure, rise in international prices, foreign exchange crisis leading to steep

devaluation of the currency, etc.  Economic managers will have to maintain a constant vigil to ensure

that any of these shocks do not fundamentally alter the fiscal picture of the economy and lead to upward

movement once again in the debt to GDP or debt to revenues ratios.

8 CONCLUSIONS

The paper has set up alternative macroeconomic frameworks for debt management which target for

varying levels of reduction in the debt burden.  From the present level of close to 100 per cent, two

scenarios are set up which attempt to get the debt to GDP ratio down to about 65 per cent and 75 per

cent respectively by 2007-08.  Magnitudes of the key parameters like primary budget surplus, real

interest rates and the GDP growth rate are quantified which are consistent with the achievement of these

targets.  The paper demonstrates that while the achievement of a substantial reduction in the debt

burden is possible it will require implementation of strong and wide ranging policies to tackle the many

structural problems that confront the economy.  More than any thing else, it will require perhaps the

highest standard of economic governance.
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