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Sectionl: Macroeconomic stability

Sectionl is a quick overall review of maceronomic outcomes since 1995. To provide context, it
compares Pakistandés macro outcomes with | ndi
weaknesses that have landed Pakistan under IMF tutelageffitved19 years under review. It then assesses

an

what wor ked and what di dnot under the programs,
addressed: loss of competitiveness, stagnant investment and low tax collection that underpin current

account vuterability. How to restore competitiveness and increase investment is for graytleer The
subsequensectiors address(1) better expenditure managemé8ection2) that would alsancreasethe
willingness to pay taxes to meet future expenditure neeasistained wawgnd (2) reform of some of the
federal and provincial taxeSé€ction3) to increase revenues and bring fiscal deficit down from {8e 8
percent at present to more sustainable levels.

The macroeconomicroller coaster

Sincethestataf he new mil |l enni a, Pakistands economy

has |

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

comparison of recent GDP growth outcomes in Bangladesh, Indi@a&istan (Figurel) shows that

Pakistandés GDP growth rate has been | ower and
international competitiveness, measured in exports as share of GDP hdsinese d si nce t he
from about 18 percentf &DP, by far the highest of the three countries, to under 10 percent in 2018, well

below Bangladesh and surging Indiigure2). Meanwhile,personakemittancesn Pakistarthat were
less than 1.5%f GDP in 200thave been around 7% since 2014 kmgdy account for the continued fall
in poverty(Figures 3-5).
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Annual percentage growth rate of GDP at market prices based on constant local currency. Aggregates
are based on constant 2010 U.S. dollars. GDP is the sum of gross value added by all resident producers
in the economy plus any product taxes and minus any subsidies not included in the value of the products.
It is calculated without mMmaking deductions for depreciation of fabricated assets or for depletion and
degradation of natural resources.

Data Source: World Bank National Accounts Data
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Figure 2

Exports of goods and services (% of GDP)
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Exports of goods and services represent the value of all goods and other market services provided

to the rest of the world. They include the value of merchandise, freight, insurance, transport, travel,
royalties, license fees, and other services, such as communication, construction, financial, information,
business, personal, and government services.

Data Source: World Development Indicators

Figure 3

Personal remittances, received (current US3$)
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Personal remittances comprise personal transfers and compensation of employees.,
Personal transfers consist of all current transfers in cash or in kKind made or received b
resident households to or from nonresident households. Personal transfers thus include all
current transfers between resident and nonresident individuals. Compensation of employees
refers to the income of border, seasonal, and other short-term workers who are employed in
an economy where they are not resident and of residents employed by nonresident entities._

Data Source: World Development Indicators



Figure 4

o Personal remittances, received (%% of GDP)
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Personal remittances comprise personal transfers and compensation of employees.
Personal transfers consist of all current transfers in cash or in kKind made or received b
resident households to or from nonresident households. Parsonal transfars thus include all
current transfers between resident and nonresident individuals. Compensation of emplovees
refers to the income of border, seasonal, and other short-ternm workers who are employed in
an economy where they are not resident and of residents employed by nonresident entities.

Data Source: World Daevelopment Indicators

Figure 5

Poverty gap at $1.90 a day (2011 PPP) (%)
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Poverty gap at $1.90 a day (2011 PPP) is the mean shortfall in income or consumption
from the poverty line $1.90 a day (counting the nonpoor as having zero shortfall), expressed
as a percentage of the poverty line. This measure reflects the depth of poverty as well as its incidence.

Data Source: World Development Indicators



Identifying the structural weaknesses

Bal ance of payments <c¢crises and | MF adjust ment
economy, which we discuss in more detail in the nextsaation.To understand the structlra

nature of the recurrent balance of payments problenfirsteecap thecurrent 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 translersether wordstiis the sum of: (1) balance on

trade & service§X i M), (2) balance on primary inowe (BPI) or net income from abrogdand

(3) balance on secondary incofSI) or net current transfefsrhe balance on primary incomes

is also known as net income from abroad; the balance on secondary income is also known as net
unilateral transfers.dfmally:

CAB = Xi 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 @odg and services (C + | + )

CAB =GNDYi GNE )

We canalso write CAB as the difference between saving (S) and investment (1):

CAB =Si | A3)

We can distinguish between private saving and investrSgan@ j) and government saving and
investment & and ) and rewrite (3 as:

#1" K 3K (4)

1 AiWhen laborfinancial resources, and natural resources owned by residents are put at theonsesidents,

primary income is earned. When labor, financial resources, and natural resources are owned by nonresidents and are
put at the use of residents, primary incasmpayabled | nt er nati onal Monetary Fund, Ba
International Payments Position Manual, Sixth Edition (BPM6), 2009, P. 183.

2 Secondary income balance is the balance of current transfers between residentsrasid&ois(Capital

transfers do not affect disposable income and, hence, are recorded in the capital)deeeryntransaction is either

an exchange or a transfer. When something of economic value (e.g., goods, services, or a financial asset) is provided
without a correspondqg 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; | = grasapital formation (investment in ndimancial assets); G = government
consumption.



Noting that3c  “Y "Owhere T is government current revenug)(fet of government transfer
payments (f) and G is government consumption expenditure, we can write (4) as:

6006 7YZ©O Y "0zO (5)

6066 "YZO OQi anadi vQ (6)

We alsonote thatany surplus or deficit in the current accoimbffset by a deficit or surplus in
international asset transactions. Thassetransactions are recorded in ttepital accouritand

in thefinancial account.The balance of these accouats termed respectively as capital account
balance (KAB) and nefinancial accountbalance(NFA). NFA is alsocalled net lending/

borrowing (NLB). Representing net lending as (+) and net haimg as( i ), the following
relationship hold$

NLB = CAB + KAB = NFA (7)

We finally note thasinceNFA includes changes in foreign exchange resewesan also write
CAB as:

CAB = NKF + RT (8)
Where
NKF = net capital and financial accounansactions excluding reserve assets

RT = net reserve asset transactions

Figure 6compares Pakisténs c ur r ent ath lodieamd Banpladésh Rakisian
CAB shows much greater volatility théoth India and Bangladesimd like India it hasery few
years of surpludn the case of Pakistatine surplugears were in the first half of 2000s, amds
a result ofrescheduling oits debt and consequent reduction in interest payment gfbaret!
the CoalitionForces in itsvar in Afghanistann early 2000

“AThe capital account in the international accounts
residents and nonresidents and (b) the acquisition and disposal of nonproduced, nonfinancial assets between
resi dent s a nldernaional MenstarnydFeind,tBalance of Payments and International Payments Position
Manual, Sixth Edition (BPM6), 200%. 216

® @iThe financial account records transactions that involve financial assets and liabilities and thlactaketween
residents andonresident® International Monetary Fund, Balance of Payments and International Payments Position
Manual, Sixth Edition (BPM®6), 200%.133.

% International Monetary Fund, Balance of Payments and International Payments Position Manual, Sixth Edition
(BPM®6), 2009 Chapter 14.
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Figure 6

Current Account Balance (% of GDP)
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Taking the definition of CAB as in (1if,the economy becomes more competiseghathe share

of exports in GDP increasethenit would tend to improve the curreatcount balancerhis is
happening in Bangladesh and Inflizraph 7 but not in Pakistan. An ovefalued exchange rate,
particularly in the period of the last PMAL government (201-38) has been a contributory factor
in the declining share of exports andreasing share of imports bather factorhave beemt play

as well.Lack of investments imew technologieto make exports more competitilea factor,

but many factors magxplain this.The poor law and order situation for many years in Karachi,
themain industrial hub in the countrigecause of homgrown factorsand later in the rest of the
country as a fallout of the Afghan wéiasscared awajnvestors, both domestic afmreign

Pakistaralsosuffered from electricity supply shortages better part of the last three decades that
hamperedproduction and investment. Tlshortages begam the mid1980sand continued
through most othe 1990still the power generatiorby independent power proders (PP9
became available in the late 1990%e shortages resurfacedthe second half of 2000s, which
became particularly acute durig@082013.

Recent investments in power generation under CPEC has eased the power shortages but there are
concerns bout the power tariffs that have been negotiated IPPS under CPEGvhich makes

exports less competitiv&imilar concerns were expressed when tariffs were first negotiated with
IPPS in the midl990s and then again under the Musharraf regime. Whetimat dthese tariffs

are internationally comparable, there is no doubt that the thdxasadd power generation under

IPPS whichhasbeen a growingaurce of power since the mitb9Gs, is far more expensive than
thehydrepower gener at i osmaibstatitlthemas Paki st ané



Anotherstructural bottleneckn the way of investmentis the mismatch between the education,
training and skills of the workforce and the demand of the inglust 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 factomthgtexplainiack 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

Exports of goods and services (9 of GDP)
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Exports of goods and services represent the value of all goods and other market services prowvided

to the rest of the world . They nclude the value of merchandise, freight, insurance, transport, trawel,
royalties, license fees, and other services. such as communication,. construction, financial, iINformation,
business. persocnal, and government sernvices.

Data Source . Wvorld Development Indicatars

Focusing on ($ 1) i Equation 3 a countrythat startsvith a zero CAB, can run a current account
deficit by increasingconsumptiorand lowering savin@as a share of GDRr greater investment

(as a share of GDPBoth involve net borrowing (see (7)yvhich would equire repayment with
interest in the future. The greater consumpiiothe presentn effect, implies sacrificing future
consumption fobetter livingin the presentf a similar choice is made for a long enough period,
the debt obligations will reach point whereraising more debt becomesry expensive if not
impossible Thisthen forces the country to adopt austerity measures, which can be very painful at
times.

If the country chooses the path of greater investment then providewéséments are sound, the
country can enjoy greater consumption in the future as well assurplus in the current account
to meet its debt servicing obligations.higher future income from such investment also allows
consumption smoothinige., greater consumption in the present as well as in the future.

This way of looking at CAB suggedtsat a deficit in the current account is not necessarily bad. It
can be temporary and it allows a country to achieve higvieg standards by borrowinépr
investment and growth

S nce the | ate 19906s, Paki st emecdnany compacedtme a
India andBangladeshKigure §. Asar esul t, Paki standés savings as

”We are gnoring capital transfers.

f
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| ower t han | ndiRgura% this Bhawsgp iaidvessnterit ® GDP ratio that is
less than half that of India and Banglad@sigure 10.

Figure 8
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Final consumption expenditure is the sum of household final consumption expenditure (private
consumption) and general governmeant final consumption expenditure {general governmeant consumption).
This estimalte includes any statistical discrepancy in the use of resources relative to the supply

of resources.

Data Source: World Dewvelopment Indicators

Figure 9
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Figure 10

Gross capital formation (% of GDP)
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Gross capital formation consists of outlays on additions to the fixed assets of the economy plus

net changes in the level of inventories. Fixed assets include land improvements (fences, ditches,

drains, and so on}; plant, machinery, and equipment purchases; and the construction of roads, railways,
and the like, including schools, offices, hospitals, private residential dwellings, and commercial and
industrial buildings. Inventories are stocks of goods held by firms to meet temporary or unexpected
fluctuations in production or sales, and 'work in progress’'. Net acqguisitions of valuables are also
considered capital formation.

Data Source: World Development Indicators

Turning to thefiscal balance(T i G lg), Bangladesh ran a fiscal surplus for most of the years

since 1995(Figure 1)}. Seen in conjunction with large and growing overall investment, the
countrybés growth prospects (future income rec
hand, ran large fiscal deficits, with Pakistan surpassing India in the last decade. @owitline

the loss of international competitiveness, the rising fiscal deficit clouds the prospects for sustained
growth.
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Figure 11

Fiscal Deficit (% of GDP)
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Fiscal deficit is calculated by subtracting total central revenue from central expenses.
This deficit is then divided by nominal GDP and multiplied with 100 (to obtain fiscal deficit
as a percentage of GDP). The data are in local currency units.

Negative values on the graph indicate a fiscal surplus.

Data Source: IMF International Financial Statistics (and data files)

Accumulated international resena® a buffer thatllow the current account deficit to be plugged
readily without recourse to other formsfofeignfinancing India has seen a spectacular increase

in foreign reserves since t he Fuured2)PekiStahasl now
Bangladesh have seen a more modest increase. However, India has also become a much larger
economy because of the higltogth rates in the last two decades, which has increased the volume

Figure 12
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Total reserves comprise holdings of monetary gold, special drawing nghts, reserves of IMF members
held by the IMF, and holdings of foreign exchange under the contral of moneatary authorities. The gold
componaent of these reserves is valued at year-end (December 21) London prices.

Data Source: WYworld Development Indicators

ofitsi mport s. Mar ket confidence i n t behevatoloue of
its reserves to imports reserves of two months imports regarded as a threshold.réginves
well over 5 months of imports, India does well on that measure askigliré 13. For most of

the | ast, Bangl adeshés reserves have al so bee
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there have been several episodes of reserves comiigugly close to the thresholdluei the
|l ate 19906s, 2008, 2013 and then again in 201

Figure 13
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Total reserves comprise holdings of monetary gold, special drawing rights, reserves of IMF

members held by the IMF, and holdings of foreign exchange under the control of monetary authorities.
The gold component of these reserves is valued at year-end (December 31) London prices. This iterm
shows reserves expressed in terms of the number of months of imports of goods and services they
could pay for [Reserves/{Imports/12)].

Data Source: IMF International Financial Statistics (and data files)

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 the roller coaster.

The depreciationf the nominal exchange rate as an instrument of policy or as a market response
to nonsustainable current account imbalances can have a posipaetion the CAB if domestic

prices do not increase in response to the depreciatwffsttthe effect ofdepreciation omxport
competitiveness. Wenotetilata ki st ands nominal exchange rate
Bangladesh and India over the period 1293 8(seeFigure 14 butit has not been able to manage
domestic inflatiorso that itgeal exchange rat@as barely depreciateyer this entire period with

some years of reappreciation, particular during 2048, 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 depr eoinaedade nrREERdpBes that exports become more expensiveianubrts
become cheaper; therefore, an increase indicates a lossarcomagetitivene€y®

8 Seehttp://datahelp.imf.org/knowledgebase/articles/5374 7®&hat-is-realeffectiveexchangerate-reer



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

Figure 15
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Another variables of interest is the retternal wealthor the difference betweem count r y 6 s
external financial assets and liabilitieglso known aget intermtional investment position (net

[IP). The change in net IIP from one year to the next equals the CAB adjusted for capital transfers
plus net capal gains on external wealtifhesefigures werenegative for all three countries for

the entire period under consideration: 199818. In 2018 these figures wereflSD121 billion,

TUSD434 billion andUSD38 billion for Pakistan, India anBangladeshior Pakistan the loss in

external wedh has been four fold between 2005 and 2@a8Bangladesh the loss doubled but



