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MACROECONOMIC FRAMEWORK
FOR DEBT MANAGEMENT?

Pakigan finds itsdf in a severe debt trap. Already, theinability to service externd debt obligationshas
led to the rescheduling of debt payments by the Clubsof Parisand London. Thisrdlief comesto anend
in December 2000. Given the inability to improve dgnificantly the baance of payments postion and
the level of foreign exchange reservesin theinterim period, Pakistan will be compelled to seek asecond
round of exceptiond financing from the IMF and other donors. Thisisclearly an unsustainable Stuation
in thelong run and highest priority must be placed on development and implementation of a Srategy
which brings about a sgnificant reduction in the debt burden in the foreseegble future. The objective
of this paper isto present such a dtrategy.

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
relaively 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 arange of targets for 2007-2008, the last year of the Tenth Plan period. Section
5 lays out the key dlements of the strategy for achieving the targeted reduction in debt burden. Section
6 highlights the differences between two scenarioswhich achieve varying levels of reduction in the debt
burden. Section 7 gives the projected levels of key macroeconomic and public finance magnitudesin
the two scenarios and the resulting levels of debt. Findly, in Section 8 are given the principa

conclusons.

2 MACRO DETERMINANTS OF DEBT ACCUMULATION
The basic equation for debt accumulationin an economy, derived in Van Wijnbergen [1989] and Pasha
and Ghaus[1996], isasfollows.
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?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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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

= nomina GDP, PB = primary budget® deficit / surplus, D = domestic debt, i = red interest rate? on

domestic debt, g = real GDP growth rate, D° = externd debt (in dollars) , e = exchange rate (rupees

per dollar), r = red interest rate on external debt?, e, = redl effective exchange rate.*

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

0]

(il

)

whether the primary budget isin deficit or surplus. If thereisadeficit thiswill tend to
raise the debt to GDP ratio whereas if it isin surplus then thiswill leed to afdl in the
ratio. Therate of increase/ decrease will depend upon the size of the primary budget
defiait / surplus

the extent to which the domestic real interest rate on domestic debt exceeds the
economy’sgrowthrate. If rissmal and gisreatively large suchthat (r - g) isnegative
then thiswill exert adownward pressure on the debt to GDPratio. Alternatively, if r
islargeand g isrdatively smal such thet (r - g) ispostive then theratiowill tendtorise
the extent to which the externd redl interest rate exceeds the red GDP growth rate.
If (i - g) isnegative/ pogitive then the debot to GDP retio will fall / rise

the extent of capital losson externd debt dueto real exchangerate depreciation. If the
rate of nomina exchange rate depreciation exceeds the difference between domestic
and world rates of inflation then the debt to GDP ratio will tend torise. Alternatively,
if thereisared gppreciation in the value of the rupee then the debt to GDP ratio will
tend to fall.

'Primary budget deficit / surplus = revenues - non-interest expenditure

2 3Redl interest rate is the nominal interest cost less rate of inflation

P
‘e?e. ?W where p,, = world price index, P = domestic price index.
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Therefore, the change in the debt to GDP ratio during a particular period depends on the average
annud vaues of PBly, i, g, r, de/e, from the firgt to the last year of the period.

If the objectiveis to focus on another indicator of debt burden like the debt to revenues ratio, rather
than the debt to GDP ratio, then

whered (D/y) isgiven by (1) and R = total revenues. Therefore, in addition to the factorslisted above
the debt to revenues ratio also depends upon the ratio of revenues to the nominad GDP. If R/y rises,

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

3 THE HISTORICAL

EXPERIENCE TABLE1
DEBT TO GDP RATIO OF PAKISTAN

Table 1 shows that over the last two (% of GDP)
: ) External Domestic Total
decades Pekistan’s total debt to GDP Years Debt Debt Debt
ratio has risen from 66 per cent to close| 1979-1980 410 255 66.5
to 100 per cent. Much of the increase 1984-1985 3.1 318 709
. 1989-1990 487 437 924
has occurred during the decade of the| 19901901 a1 430 871
80s (especidly in the second half). By| 1991-1992 46.2 429 89.1
1989-90, the debt to GDP ratio had| 0 479 8 -
1993-1994 53.1 44.2 97.3
reached the level of 92 per cent. 1994-1995 473 420 89.3
1995-1996 4.1 422 86.3
The o thet arisesiswh i 1996-1997 472 422 89.4
question that arises is what explains 19971998 495 31 26
the rapid accumuletion of debt duringthe|  1998-1999 535 478 101.3
decade of the 80s? Why has the growth 19992000 33 460 B3

E = Estimated.

moderated inthe 90s? Magnitudesof the| Source: Ministry of Finance, Government of Pakistan.

macro determinants of the debt burden
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are presented in Table 2. It appears TABLE 2

EVOLUTION OF DEBT TO GDP RATIO

increase in the 80s was the relatively

Decadeof  Decade of

large size of the primary budget deficit Factor 80s 90s
at over 3 per cent of the GDP annually | Primary Budget Deficit (-) / Surplus -3.2 -05
(+) as% of GDP
as compared to the average of 0.5 Per | Nominal Interest Rate on Domestic 95 11.7
. Debt (%
cent of the GDP during the 90s. 0)
Nominal Interest Rate on External 28 39
Debt (%)
Rate of Nominal Exchange Rate 82 94

Itisaso significant to note thet theredl | 5o eiation (%)

interest rate on domestic debt was| Rate of Domestic Inflation (%) 73 9.8

higher duri ng the 80s, DeSpi tethefact (RoZ;J‘l Interest Rate on Domestic Debt 22 19

that nominal interest cost was lower, | GDP Growth Rate (%) 6.1 4.6

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

the lower rate of inflation implied a
higher redl interest rate. However, this

negdtive factor was neutralised by the
sgnificantly higher GDP growth rate in the 80s as compared to the 90s.

Throughout the last two decades amgjor factor contributing to depressing the debt to GDP ratio has
beenthe extremely low red interest rate on externa debt. Much of Pakistan’ sinternationa borrowings
has been on highly concessond terms. If the terms had been more commercia then Pakistan’s debt
to GDP ratio would have been sgnificantly higher today.

Hndly, theextent of red exchange rate depreciation appearsto be have been sgnificantly higher in 80s,
thereby contributing to larger capita losses on externd debt. Thisconclusion can bereached by making
acomparison of thenomina rate of exchange rate depreciation with therate of inflation. Thelatter was
larger than the former in the 80s while the opposite is the case in the 90s.
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4 SUSTAINABLE DEBT

Mogt of the literature on sustainability of debt is concerned with quantification of the level of primary
budget surplus or deficit which kegps unchanged over time the debt to GDP ratio &t its present level
[Hopkin and Reddaway (1994) and Horne (1991)]. In this sense, it does not question whether the
present level of debt istoo highor not. Clearly, thisisnot auseful gpproach asthe current level of debt,
epecidly externa 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
substantidly down from its present level over the next decade. 1n 1998-99 the debt to GDP ratio was
dightly 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. Thiswould mean bringing down the retio close to the levd prevailing a
the end of the decade of the 70s, prior to the big build up of debt inthe 80s. Initidly, if Pekisanisable
to get a second round of debt rescheduling, much of the declineislikely to comein the domestic debt
to GDPratio. During the period when the debt rescheduling is operative the externd debt to GDPratio
may remain largely unchanged or even rise. Beyond the period of debt rescheduling it should start

fdling rgpidly.

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. Asthe 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
Pakistanduring thelast two decades. Based on thesefactors, astrategy 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 principa eements of such a srategy would include the following:

Q) Achieve primary budgetary surpluses. In 1998-99 , the federd and provincid governments

combined have managed to convert primary budget deficits into a Sgnificant 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 thisto be accomplished the revenues (tax + non-tax) to GDPratio will haveto beraised faster than
the non-interest expenditure (total expenditure minusinterest payments) to GDPratio. Of course, the
outcome would be even more favourable if while the revenues to GDP rdtio is risng the non-interest
expenditure to GDP ratio is actudly fdling. In such a Stuation the debt to revenues ratio would fall
rapidly due to the increase smultaneoudy in the primary budget surpluses and the revenues to GDP

retio.

However, it is important to emphasise that curtailment of public expenditure may have negative
Keynesian type of effects on thelevel of nationd income and consequently on g, the real growth rate
of GDP. Also, increasesin thetax to GDPratio brought about by enhancements of tax rates may have
deleterious supply-side effects on the economy and thereby aso affect the GDP growth rate.
Therefore, a successful strategy will avoid creeting atrade off between increasing the primary budget
aurplus and adversdly 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
deve opment expenditure should be avoided because thisrunsthe maximum risk of affecting thegrowth
potentia of the economy.

Therefore, an ideal scenario fromthe viewpoint of implementation of the Srategy for reduction of debt
burden over the next eight yearsis asfollows
1 steady increase in the revenues to GDP ratio (achieved not by enhancements in tax

rates but by reducing tax evasion, amplifying and broad-basing the tax system and by
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improvements in tax adminigtration) which may be partly used for raisng the leve of
development expenditure

reduction over time in the non-interest current expenditure achieved by savings in
defence, civil adminigration, subsdies, etc., which are diverted to enhancing the level
of development expenditure.

2 Reduce the red interest rate on domestic debt: A reduction in i, the red interest rate on
domestic debt, contributesto dower growthindebt. Fortunately, thereisared opportunity here. The
inflation rate of Pakistan has currently come down to historicaly low levels of 4 to 5 per cent.
Consequently, nomind returns on various debt instruments can be reduced accordingly without reducing
redl rates of return sgnificantly (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 overdl interest cost in the short runis limited. Thereis, in fact, a
danger that in the interim period while the inflation rate is low, the nomind interest cost remains high
because bulk of the outstanding debt was contracted earlier a high nomina rates when the rate of
inflation was high (asin the mid-90s) and, consequently, thereis actually arisein thered interest rate
on domegtic debt. Thishump in the redl interest rate in the next few yearswill, 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 al formsincluding treasury bills, NSS, etc.

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

which while achieving fiscd adjustment does not jeopardise the growth performance of the economy
because ahigher g isconducivefor reduction in the debt burden. Asemphasised earlier, it isimportant
that the level of development expenditure be enhanced to the extent possible by resource mobilisation
and by diverson of savingsfrom current expenditure. The strategy will also require atax systemwhich
isinvestor friendly and targetsfiscd incentivestowards sectorswith Sgnificant 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 cons derable successrecently in presarving

exchange rate sability while smultaneoudy improving the current account of the balance of payments.
Such apoalicy will have to be continued in the future if major capital losses on externa debt are to be
avoided. However, the objective must be to preserve red effective exchange rate and not nomina
exchange rate stability, if atrade off with regpect to export promotion and import substitution necessary
for improving the balance of paymentsis to be avoided.

Altogether, a srategy which achieves, firgt, larger primary budgetary surpluses while protecting and
rasing the leve of development expenditure through resource mobilisationand containment of current
expenditure, second, which bringsdown nomind interest ratesin linewith thelower rate of inflation and,
third, which preserves exchange rate gahility, is likely to have the maximum success in reducing the

debt burden in coming years.

6 ALTERNATIVE SCENARIOS

The section on sugtainability of debt hasindicated that efforts should be made to bring down the debt
to GDP ratio from the present leve of closeto 100 per cent to between 65 per cent and 75 per cent.
Accordingly, we set up two scenarios. Scenario | attempts to achieve a target debt to GDP ratio of
closeto 75 per cent in 2007-08. Scenario Il 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. Reverang the risng trend will require a
strong policy framework and a concerted effort at implementation. Key elements of the strategy for
reducing the debt burden, have aready been defined. In this section, the set of policy actionsrequired
to operationdise the strategy framework is described.

Common assumptions underlying both the scenarios are as follows:
() presence of anew IMF program with second round of debt relief, absence of capita
controls, atractive investment and privatisation policies, settlement of the longstanding
| PP dispute, dl lead to restoration of foreign investor confidence and growth in foreign
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direct investment. Simultaneoudy, domegtic investment also picks up aided by thefall
ininterest rates. Inscenariol , private investment increasesfrom 8.2 per cent in 1998-
99t0 11.6 per cent by 2007-08. Inthe more optimistic scenario theriseismore rapid
and private investment reaches 12.2 per cent of the GDP by the end of thetenth plan
period.

(i) restoration of buoyancy in home remittances due to an exchange rate policy which
minimises the differential between the officid and the kerb rate and due to arise in
wage incomes of expatriate workersin the Middle East (consequent to theincreasein
oil revenues of OPEC)

(i) moderation in prices of imports, especidly as ail prices fal from the pesk levels
attained in late 1999 and early 2000

Fiscd targets vary in the two scenarios as follows:

() On thefiscal sde, 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 inthescenariol. Thissurpluslevel has
to be about 0.5 per cent of the GDP higher on average each year in scenariolll.

(i) The drategy to achieve the primary budget surplus is somewhat different in the two
scenarios. In the scenario | the surplus is achieved by, more or less, a congtancy in
non-interest expenditure coupled with an increase in resource mobilisation (see Table
3). Inthescenarioll, anincreaseintheleve of non-interest expenditure (of about 1v2
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).

(iir) Policies for resource mobilisation which lead to an increase between 1998-99 and
2007-08 in the overdl tax-to-GDP ratio of 1 per cent in scenario | and over 2.5 per
cent in scenario Il. Thisis achieved by broad-basing of the GST to retail trade and

savices, deveopment of the agriculturd income tax, more effective
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TABLE 3
PROJECTED PRIMARY BUDGET SURPLUSIN SCENARIO |
(as % of GDP)
Primary
Total N%‘Jrrr]gta Development  Non-Interest Budget
Revenues . Expenditure Expenditure Deficit (-) /
Expenditure
Surplus(+)
1998-1999 15.80 1140 330 14.70 110
1999-2000 15.60 11.25 2.76 14.01 159
2000-2001 1581 11.05 296 14.01 180
2001-2002 16.05 10.95 320 14.15 188
2002-2003 16.31 10.85 346 1431 200
2003-2004 1641 10.79 357 14.36 205
2004-2005 1654 10.73 369 14.42 212
2005-2006 16.66 10.67 380 14.47 219
2006-2007 16.79 10.61 393 1454 225
2007-2008 16.91 10.55 4.06 1461 230

MACROECONOMIC FRAMEWORK FOR DEBT MANAGEMENT
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TABLE 4
PROJECTED PRIMARY BUDGET SURPLUSIN SCENARIO Il
(as % of GDP)
Primary
Total N%‘Jrrr]gta Development  Non-Interest Budget
Revenues . Expenditure Expenditure Deficit (-) /
Expenditure
Surplus(+)
1998-1999 15.76 1140 330 14.70 110
1999-2000 15.60 11.25 2.76 14.01 159
2000-2001 16,51 11.05 3.16 1421 2.30
2001-2002 17.18 11.05 354 1459 259
2002-2003 17.63 11.05 3.96 15.01 262
2003-2004 1804 10.99 421 15.20 284
2004-2005 1817 10.93 447 15.40 277
2005-2006 18.30 10.87 475 15.62 268
2006-2007 1843 1081 5.05 15.86 257
2007-2008 1851 10.75 5.36 1611 240
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exploitationof therevenue potentid of the urban property tax, mgor tax reformswhich
lead to smplification of the tax system and fundamental improvements in tax
adminigtration by 2002-03. The tax-to-GDP rdtio is higher in Scenario Il primarily
because of higher salestax and incometax collectionswhich lead to reduction in levels
of tax evason. Also, surchargesyield larger revenuesin scenario |1 primarily because
of indexation of the rates of petroleum development surcharge to inflation.

(iv)  containment of costs of civil adminigration through recruitment bans and right Szing;
continued reduction in the share of defence expenditurein GDP by linking increasein
alocations, more or less, to inflation

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

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

point in scenario | and 2 percentage points in scenario Il This is achieved adongwith a

reduction in fisca deficit. Initidly, the fiscd deficit fals to 4 per cent and 3.3 per cent of the

GDP respectivey 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:

0] Private savings will be restored to at least the leve prevailing in the mid 90s.

(i) Toreducethe ICOR, taxation, credit and other policieswill focus on those sub-sectors
of the economy wherethere gppearsto beamargin of excess capacity so asto achieve
increasesin production without significant new invesment. Such apolicy would target
indudtriesliketextiles, cement and engineering goods where considerable underutilised
capacity exigstoday. In agriculture, the focus would be on crops like cotton where
current yields are below pesk levels atained in the past.

(i) public sector development program and bank credit alocations will be oriented
towards projectsand sectorswhich areless capita intensive. For example, thiswould
imply a shift in public sector development priorities away from sectors like highways
to agriculturd infrastructure. Also, the digtribution of funds in the PSDP would need
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to be tilted towards low gestation period projects and projects which are nearing
completion S0 as to maximise the development impact. This eement of the Strategy
would aso argue for focusang bank credit increesingly towards micro credit for
amall-scae activities which are traditionaly more labour intensive.
It is projected that as a result of the above measures the ICOR can be lowered to 2.9 in
Scenario | and 2.8 in Scenario |1 in the next three years.

Fndly, ggnificant inditutiond srengthening is assumed in both the scenarios, for devel opment
and implementation of the policies required to achieve strong fiscd adjustment while enhancing
the growth rate of the economy

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

meagnitudesin 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 nationa, for
finanadng investment in the economy and thereafter applying the incremental capital output ratio to
determine the economy’ s growth rate given the projected leve of invesment. Nationa savingsin the
scenaio | are projected to increase from the hitoricaly low level of 10.9 per cent in 1998-99 to the
average attained in the 90's by 2002-03. Thisis 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 inthefinancid hedth of public corporaions. Private savingsin thisscenario are projected
to be at theleve attained in the decade of the 80sin the next three years. Over the longer-term, it will
surpass this average.

In scenario 1, public savings rise much more rgpidly 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, nationa savings increase by 5% percentage points from the current low level by 2002-03
and register arise of another 2 per cent by the end of the tenth plan period.

Givenlimitsto externd finances, the projected level of foreign savingsin the economy stabilises a about
1Y% 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 | and
14.4 per cent in the scenario |1 by 2002-03. Subsequently the investment rate increasesto 17.3 per
cent and 18.5 per cent of the GDP by 2007-08 in the two scenarios respectively. This implies that
invesment will have to increase to the 90's average in scenario | and surpass this by a over hdf a

percent in scenario I1.

The efficiency of capitd wasartificialy depressed in 1998-99, exhibiting avery high incrementd capita-
output ratio, due primarily to import restrictions which reduced the rate of capacity utilisation. Its
higtoricd level is about 3 in Pekistan. Given the exigting idle capacity, growth momentum can be
sgnificantly enhanced by fuller utilization of existing capacity. The growth ratein the economy therefore
can be increased to 5 per cent in Scenario | and 5.8 per cent in Scenario |1 in the next three years,
giventhe projected level of investment. It gppearsthat thelong run growth rate of the economy isabout
5.7 per cent in Scenario | and 6.3 per cent in Scenario Il. 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 structura 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 dmost 13 per cent in scenario |. The buoyancy islargely a consequence of growth in
the salestax, followed by direct taxes. Revenues from customs duty, following tariff reforms, will do
well to kegp pace with the nomina growthin GDP. Following subgtitution by genera sdestax and rise
inoil pricessurcharges are no longer abuoyant source of revenue and are expected to fal to about 0.5
per cent of the GDP during the period of andlysis. Provincid taxeswill recover ground lost during the
80s and 90s and increase to about 1 per cent of the GDP especidly as agricultural incometax and the
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urban property tax are developed. With non-tax sources demonstrating a downward trend, overall
revenues in scenario | 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 |1, increasing to 17.6 per cent of the GDP by
2002-03 and to 18Y%2 per cent by 2007-08. Theriseislargely dueto increasein the CBR revenues,
to 13.9 per cent of the GDP by 2007-08, largely asaresult of asubgtantia risein sdlestax 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, tota non-interest expenditure as a percentage of GDP remains, more or |ess,
congtant in scenario |. The savingsin defence expenditure (of over 1 per cent of the GDP) are diverted
to devel opment expenditureto stimulate the growth processin theeconomy. Ascompared to thisnon-

interest expenditure show arising trend in scenario |, 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. Thisisone of the key factors responsible for the economy getting back eventudly to a
high growth path once again.

Expenditure on interest payments is expected to start faling as a percentage of the GDP in both
scenarios. Thisstood at about 7 per cent of the GDP in 1998-99, and is expected to fdl to 6.2 per
cent of the GDP by 2002-03. Beyond this, it fals more rapidly in scenario 1l to 4.4 per cent of the
GDP by 2007-08, as compared to 5.3 per cent in scenario |. Thefaster declinein theformer scenario
is dtributable, fird, to the steeper path of fisca adjustment which leads to lower debt to GDP ratios

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

Given the trend in revenues and expenditures, the overdl fiscal deficit will decline to about 4 per cent
of GDP in scenario | and 3.2 per cent of GDPinthe scenario Il by 2002-03. Maintaining thedeclining
trend theresfter, fiscal deficit will fal to about 3 per cent in scenario | and 2 per cent in scenario 11 by
the end of the tenth plan period. Revenue deficit will sysematically fal in both the scenarios and the
economy will start generate revenue surpluses from 2004-05 onwards in scenario | and earlier, by
2002-03, in scenario 1. These revenue surpluses are expected to exceed 1 per cent of the GDP in
scenario | and 3.4 per cent of the GDP in scenario |1 by 2007-08. Thisis amgor 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.
Pakistanwill continueto carry fisca deficitsin the foreseegble future, abait of asmaler magnitude. As
such the need for borrowing continues to exist. Beyond the period of debt rescheduling, access to
externd sources of financing will becomeincreasingly difficult and alarge 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 | and about 60 per cent of the deficit in the scenario |1 will have to be financed
by domestic sources. Given thisfinancing pattern the domestic debt to GDP ratio can be brought down
to about 31 per cent in scenario | and about 26 per cent in scenario |l by the year 2007-08, adecline
of about 17 to 22 per cent of the GDP from the level prevailing in 1998-99. Simultaneoudy, foreign
debt burden will be reduced to about 43 per cent in Scenario | and 40 per cent inthe Scenarioll. This
implies that tota 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 | and to the lower target leve of 65 per centinscenariolll. Itis
aso of sgnificance to note that the debt to revenuesratio fallsto 440 per cent in scenario | and to 356
per cent in scenario 1l by the termina year of the projections.

The evolution of foreign debt is of crucid importance given the limited ability of Pakistan to serviceits
externd obligations. On the assumption of a second round of debt rescheduling the leve of externa

debt is expected to remain high inthefirst few yearsat about 52 per cent of the GDPin scenario | and
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at 50 per cent of the GDP in scenario 11 in 2002-03. Theresafter, itisexpected to sart falling to about
44 per cent of the GDP in scenario | and to 40 per cent of the GDP in scenario II. The fall may be
even sharper if Pakigan is unable to mobilise sgnificant net (of debt repayment) amounts of externd
ass stance beyond the period of expiry of the second round of debt rescheduling.

The overd| decline in the debt to GDP rétio 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

TABLE 5
MACROECONOMIC FACTORSDETERMINING
EVOLUTION OF DEBT TO GDP RATIO
[2000-01 to 2007-08]
Factor Decaclje Scenariol Scenarioll
of 90's

Primary Budget Deficit (-) / Surplus (+) as % of -0.5 21 2.6
GDP?

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 52
Rate of Domestic Inflation (%) 9.8 5.6 6.0
Real Interest Rate on Domestic Debt (%) 19 49 4.6
GDP Growth Rate (%) 4.6 5.3 5.8

economy is higher thanthe real domestic interest rate, thereisadownward pressure on debt, more so

in scenario Il than in scenario I. On top of this, capita losses occurring due to area exchange rate
depreciation are eliminated. However, as hypothesised earlier, thered interest rate on domestic debt
is expected to be higher in the next few years due to the ‘lock-in" effect.

Finaly, anote of caution is on order here. Both scenarios | and 1l assume smooth movements of al

key vaiables. Given the vulnerability of the economy to shocks and the randomness which
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characterises many economic activities (especidly 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, risein internationd prices, foreign exchange crisisleading to steep
devauation of the currency, etc. Economic managers will have to maintain a congant vigil to ensure
that any of these shocks do not fundamentally ater thefisca 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 dternative macroeconomic frameworks for debt management which target for
varying leves 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, red
interest rates and the GDP growth rate are quantified which are cons stent with the achievement of these
targets. The paper demonsgtrates that while the achievement of a substantia reduction in the debt
burden is possible it will require implementation of strong and wide ranging policiesto tackle the many
gructura problems that confront the economy. More than any thing else, it will require perhaps the

highest standard of economic governance.
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STATISTICAL APPENDIX

DETAILS OF PROJECTIONS OF
MACROECONOMIC AND PUBLIC FINANCE
MAGNITUDESIN THE TWO SCENARIOS
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