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Section 1: Macroeconomic stability 

Section 1 is a quick overall review of macro-economic outcomes since 1995. To provide context, it 

compares Pakistanôs macro outcomes with India and Bangladesh, and identifies the main structural 

weaknesses that have landed Pakistan under IMF tutelage for 9 of the 19 years under review. It then assesses 

what worked and what didnôt under the programs, and whether the main structural weaknesses were 

addressed: loss of competitiveness, stagnant investment and low tax collection that underpin current 

account vulnerability. How to restore competitiveness and increase investment is for another paper. The 

subsequent sections address: (1) better expenditure management (Section 2) that would also increase the 

willingness to pay taxes to meet future expenditure needs in a sustained way, and (2) reform of some of the 

federal and provincial taxes (Section 3) to increase revenues and bring fiscal deficit down from the 8-9 

percent at present to more sustainable levels.  

The macroeconomic roller coaster  

Since the start of the new millennia, Pakistanôs economy has been on a roller coaster with frequent dips that 

have caused anxiety about sustaining living standards and have clouded the investment climate. A 

comparison of recent GDP growth outcomes in Bangladesh, India and Pakistan (Figure 1) shows that 

Pakistanôs GDP growth rate has been lower and more prone to steep falls.  Alarmingly, Pakistanôs 

international competitiveness, measured in exports as share of GDP has nose-dived since the 1990ôs falling 

from about 18 percent of GDP, by far the highest of the three countries, to under 10 percent in 2018, well 

below Bangladesh and surging India (Figure 2).  Meanwhile, personal remittances in Pakistan that were 

less than 1.5% of GDP in 2000 have been around 7% since 2014 and largely account for the continued fall 

in poverty (Figures 3-5).      

Figure 1 
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Figure 2 
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Figure 4 
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Identifying the structural weaknesses 

Balance of payments crises and IMF adjustment programs is a recurrent feature of Pakistanôs 

economy, which we discuss in more detail in the next sub-section. To understand the structural 

nature of the recurrent balance of payments problem, we first recap the current account balance, 

which can be expressed in a number of different ways: 

The current account balance of a country is a tally of all its international transactions in goods and 

services, factor services and unilateral transfers. In other words it is the sum of: (1) balance on 

trade & services (X ï M), (2) balance on primary income (BPI) or net income from abroad1, and 

(3) balance on secondary income (BSI) or net current transfers.2 The balance on primary incomes 

is also known as net income from abroad; the balance on secondary income is also known as net 

unilateral transfers. Formally: 

CAB = X ï M + BPI + BSI     (1) 

CAB in (1) can be written as the difference between gross national disposable income (GNDY = 

GDP + BPI + BSI) and gross national expenditure on goods and services (C + I + G)3: 

 

CAB = GNDY ï GNE     (2) 

 

We can also write CAB as the difference between saving (S) and investment (I): 

 

CAB = S ï I        (3)  

 

We can distinguish between private saving and investment (Sp and Ip) and government saving and 

investment (Sg and Ig) and rewrite (3) as:  

#!"  3Ðɀ )Ð   3Çɀ)Ç       (4) 

 
1 ñWhen labor, financial resources, and natural resources owned by residents are put at the use of nonresidents, 

primary income is earned. When labor, financial resources, and natural resources are owned by nonresidents and are 

put at the use of residents, primary income is payable.ò International Monetary Fund, Balance of Payments and 

International Payments Position Manual, Sixth Edition (BPM6), 2009, P. 183.  
2 Secondary income balance is the balance of current transfers between residents and non-residents. (Capital 

transfers do not affect disposable income and, hence, are recorded in the capital account.) Every transaction is either 

an exchange or a transfer. When something of economic value (e.g., goods, services, or a financial asset) is provided 

without a corresponding return of an item of economic value, the corresponding entry is made as a transfer. 

International Monetary Fund, Balance of Payments and International Payments Position Manual, Sixth Edition 

(BPM6), 2009, P. 207.  
3 C = household consumption; I = gross capital formation (investment in non-financial assets); G = government 

consumption. 
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Noting that 3Ç Ὕ Ὃ where T is government current revenue (Rg) net of government transfer 

payments (Tr) and G is government consumption expenditure, we can write (4) as: 

 

ὅὃὄ  Ὓɀ Ὅ   Ὕ  Ὃ ɀὍ      (5) 

 

ὅὃὄ  Ὓɀ Ὅ  ὊὭίὧὥὰ ὦὥὰὥὲὧὩ       (6) 

We also note that any surplus or deficit in the current account is offset by a deficit or surplus in 

international asset transactions. These asset transactions are recorded in the capital account4 and 

in the financial account.5 The balance of these accounts are termed respectively as capital account 

balance (KAB) and net financial account balance (NFA). NFA is also called net lending/ 

borrowing (NLB). Representing net lending as (+) and net borrowing as ( ï ), the following 

relationship holds:6  

NLB = CAB + KAB = NFA     (7)  

We finally note that since NFA includes changes in foreign exchange reserves, we can also write 

CAB as: 

CAB = NKF + RT      (8) 

Where  

NKF = net capital and financial account transactions excluding reserve assets 

RT = net reserve asset transactions   

 

Figure 6 compares Pakistanôs current account balance with India and Bangladesh. Pakistanôs 

CAB shows much greater volatility than both India and Bangladesh and like India it has very few 

years of surplus. In the case of Pakistan, the surplus years were in the first half of 2000s, and was 

a result of rescheduling of its debt and consequent reduction in interest payment after it joined 

the Coalition Forces in its war in Afghanistan in early 2000.   

 
4 ñThe capital account in the international accounts shows (a) capital transfers receivable and payable between 

residents and nonresidents and (b) the acquisition and disposal of nonproduced, nonfinancial assets between 

residents and nonresidents.ò International Monetary Fund, Balance of Payments and International Payments Position 

Manual, Sixth Edition (BPM6), 2009, P. 216.  
5 άThe financial account records transactions that involve financial assets and liabilities and that take place between 

residents and nonresidents.ò International Monetary Fund, Balance of Payments and International Payments Position 

Manual, Sixth Edition (BPM6), 2009, P.133. 
6 International Monetary Fund, Balance of Payments and International Payments Position Manual, Sixth Edition 

(BPM6), 2009, Chapter 14. 
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Figure 6 

 

 

Taking the definition of CAB as in (1), if the economy becomes more competitive so that the share 

of exports in GDP increases, then it would tend to improve the current account balance. This is 

happening in Bangladesh and India (Graph 7) but not in Pakistan. An over-valued exchange rate, 

particularly in the period of the last PML-N government (2013-18) has been a contributory factor 

in the declining share of exports and increasing share of imports but other factors have been at play 

as well. Lack of investments in new technologies to make exports more competitive is a factor, 

but many factors may explain this. The poor law and order situation for many years in Karachi, 

the main industrial hub in the country, because of home-grown factors, and later in the rest of the 

country as a fallout of the Afghan war, has scared away investors, both domestic and foreign.  

Pakistan also suffered from electricity supply shortages for better part of the last three decades that 

hampered production and investment. The shortages began in the mid-1980s and continued 

through most of the 1990s till the power generation by independent power producers (IPPs) 

became available in the late 1990s. The shortages resurfaced in the second half of 2000s, which 

became particularly acute during 2008-2013.  

Recent investments in power generation under CPEC has eased the power shortages but there are 

concerns about the power tariffs that have been negotiated with IPPS under CPEC, which makes 

exports less competitive. Similar concerns were expressed when tariffs were first negotiated with 

IPPS in the mid-1990s and then again under the Musharraf regime. Whether or not these tariffs 

are internationally comparable, there is no doubt that the thermal-based power generation under 

IPPS, which has been a growing source of power since the mid-1990s, is far more expensive than 

the hydro-power generation that was Pakistanôs mainstay till then.  
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Another structural bottleneck in the way of investments is the mismatch between the education, 

training and skills of the workforce and the demand of the industry. In Section 2 we will see how 

the Punjab government has tried to address this issue. 

The consumption orientation, particularly of the government, that attracts credit away from the 

private to the public sector has also been a factor that may explain lack of investment in general 

and export oriented industries in particular. This aspect of government finances that crowds out 

private investment and growth is the main theme of this paper.                 

 

Figure 7 

 

Focusing on (S ï I) ï Equation 3 ï a country, that starts with a zero CAB, can run a current account 

deficit by increasing consumption and lowering saving (as a share of GDP) or greater investment 

(as a share of GDP). Both involve net borrowing (see (7)),7 which would require repayment with 

interest in the future. The greater consumption in the present, in effect, implies sacrificing future 

consumption for better living in the present. If a similar choice is made for a long enough period, 

the debt obligations will reach a point where raising more debt becomes very expensive if not 

impossible. This then forces the country to adopt austerity measures, which can be very painful at 

times.  

If the country chooses the path of greater investment then provided the investments are sound, the 

country can enjoy greater consumption in the future as well as run a surplus in the current account 

to meet its debt servicing obligations. A higher future income from such investment also allows 

consumption smoothing i.e., greater consumption in the present as well as in the future.   

This way of looking at CAB suggests that a deficit in the current account is not necessarily bad. It 

can be temporary and it allows a country to achieve higher living standards by borrowing for 

investment and growth.      

Since the late 1990ôs, Pakistan has become a far more consumption driven economy compared to 

India and Bangladesh (Figure 8). As a result, Pakistanôs savings as a share of GDP are substantially 

 
7 We are ignoring capital transfers. 
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lower than India and Bangladeshôs (Figure 9). This shows up in investment to GDP ratio that is 

less than half that of India and Bangladesh (Figure 10). 

 

 

 

Figure 8 
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Figure 10 

 

 

  

Turning to the fiscal balance, (T ï G ï Ig), Bangladesh ran a fiscal surplus for most of the years 

since 1995 (Figure 11). Seen in conjunction with large and growing overall investment, the 

countryôs growth prospects (future income receipts) look good.  India and Pakistan, on the other 

hand, ran large fiscal deficits, with Pakistan surpassing India in the last decade. Combined with 

the loss of international competitiveness, the rising fiscal deficit clouds the prospects for sustained 

growth.  
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Figure 11 

 

 

Accumulated international reserves are a buffer that allow the current account deficit to be plugged 

readily without recourse to other forms of foreign financing. India has seen a spectacular increase 

in foreign reserves since the mid 1990ôs now reaching over $400 billion (Figure 12). Pakistan and 

Bangladesh have seen a more modest increase. However, India has also become a much larger 

economy because of the high growth rates in the last two decades, which has increased the volume 

of its imports. Market confidence in the value of a countryôs currency is influenced by the ratio of 

its reserves to imports ï reserves of two months imports regarded as a threshold. With reserves 

well over 5 months of imports, India does well on that measure as well (Figure 13). For most of 

the last, Bangladeshôs reserves have also been above the threshold. Not so, Pakistan. Since 1995, 

Figure 12 
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there have been several episodes of reserves coming perilously close to the threshold value ï the 

late 1990ôs, 2008, 2013 and then again in 2018.  

 

 

Importantly, the frequent episodes of large losses in international reserves have forced periodic 

sharp reduction in both private investment and public expenditure resulting in collapse of growth 

and living standards ï the roller coaster.  

The depreciation of the nominal exchange rate as an instrument of policy or as a market response 

to non-sustainable current account imbalances can have a positive impact on the CAB if domestic 

prices do not increase in response to the depreciation to offset the effect of depreciation on export 

competitiveness. We note that Pakistanôs nominal exchange rate has depreciated more steeply than 

Bangladesh and India over the period 1995-2018 (see Figure 14) but it has not been able to manage 

domestic inflation so that its real exchange rate has barely depreciated over this entire period with 

some years of real appreciation, particular during 2013-18, and many years when it was fairly 

stable (Figure 15). (Note, unlike nominal exchange rate which is measured as number of local 

currency that would buy a unit of US dollar so that an increase in the nominal exchange rate implies 

a depreciation, óan increase in REER implies that exports become more expensive and imports 

become cheaper; therefore, an increase indicates a loss in trade competitivenessô.)8 

 

 

 
8 See http://datahelp.imf.org/knowledgebase/articles/537472-what-is-real-effective-exchange-rate-reer 

Figure 13 

http://datahelp.imf.org/knowledgebase/articles/537472-what-is-real-effective-exchange-rate-reer
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Figure 14 

 

 

Figure 15 

 

 

 

Another variables of interest is the net external wealth or the difference between a countryôs 

external financial assets and liabilities ï also known as net international investment position (net 

IIP). The change in net IIP from one year to the next equals the CAB adjusted for capital transfers 

plus net capital gains on external wealth. These figures were negative for all three countries for 

the entire period under consideration: 1995 ï 2018. In 2018 these figures were: -USD121 billion, 

ïUSD434 billion and -USD38 billion for Pakistan, India and Bangladesh. For Pakistan the loss in 

external wealth has been four fold between 2005 and 2018; for Bangladesh the loss doubled but 
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