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A brief history of debt and debt service 

in Pakistan

Pakistan has had elevated levels of debt at 

several points in its 75-year history.  As far 

back as 1975, total debt had reached a level of 

63 percent of GDP (Figure 1). While it 

declined for several years thereafter, it began 

to rise again and reached a peak of 110 

percent of GDP in 1999.  At this point, and for 

a variety of reasons, debt repayments 

became impossible, and a technical default 

was declared, followed by agreements with 

creditors to reschedule repayments.

This research was a collaboration 
between CDPR and Finance for 
Development Lab, Paris School of 
Economics.

Is borrowing a dangerous act? Yes, as well as 

no!  Those who borrow and invest prudently 

can improve their productivity and repay their 

debts.  For them, borrowing is safe.  Some, 

however, are unable to generate resources 

with which to repay their debts.  For them, 

borrowing is dangerous.  To which category 

does Pakistan belong?

In this note, I present a brief survey of 

Pakistan's experience with domestic and 

external borrowing which may help the reader 

decide to what extent our reliance on debt has 

been dangerous.  I begin with a brief history 

of Pakistan's public debt accumulation and 

debt servicing.

The rescheduling allowed both debt and debt 

servicing to decline for several years.  The 

decline was supported by a fiscal policy stance 

that generated primary surpluses for nine 

years between FY99 and Fy07. This is 

noteworthy as Pakistan has had only one 

primary surplus year outside these nine years 

over the entire 1975-2022 period (Figure 2). 

This observation draws attention to the 

importance of fiscal effort in managing debt. 

A Narrow Path out of a
1Dangerous Place

Mr. Riaz Riazuddin
February 2024
PI-02-24

1This note is based on Mr. Riaz Riazuddin's research article “A Narrow Path out of a Dangerous Place: Debt

Management and Sustainability Issues in Pakistan” coauthored with Sajjad Zaheer and prepared for the

Consortium of Development Policy Research (CDPR) and Paris School of Economics.



Insights for Change

2

Source: State Bank of Pakistan

A similar picture emerges when we look at the 

ratio of annual interest payments to revenues 

(Figure 4). This flow measure shows how 

much of annual revenues are eaten up by 

annual interest payments. One can see an 

increase in pressure starting in FY07 when 

fiscal effort in terms of generating primary 

surpluses ended. The ratio remained elevated 

between 30 to 35 percent during FY08 to 

FY15. The next two years provided some 

respite with the interest burden falling 

between 25 to 30 percent mainly because of 

falling oil prices that reduced fiscal deficits 

and lowered borrowing requirements.

Rising international oil prices and the failure to 

pass on the increase to domestic oil 

consumers resulted in rising fiscal, debt and 

repayment distress from FY17 onwards 

culminating in the rise of interest to revenue 

ratio from 28.7 percent in FY18 to 42.7 

percent in FY19 (prior to pandemic). Interest 

burden fell somewhat thereafter with steps 

toward fiscal consolidation to 39.6 percent 

but rose again due to heavy reliance on 

subsidies to keep domestic energy prices 

shielded from international price rises. The 

interest burdent rose to 54.8 percent in FY23, 

even higher than the peak of 51.2 percent in 

FY00 when the country fell into default, once 

again ringing alarm bel ls about the 

sustainability of the debt.

At present (FY22), Pakistan's debt to GDP 

ratio stands at 77 percent, much lower than 

the default-inducing level of 110 percent seen 

in FY99. But this does not necessarily mean 

that the risk of default is low. Figure 3 shows 

that the debt to revenue ratio stands not far 

below now than where it was in FY99 (687 

percent) when we defaulted.  Once again, we 

are at a critical point.

Figure 1: Public Debt to GDP Ratios 
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Figure 2: Primary Balance to GDP Ratios

300%

350%

400%

450%

500%

550%

600%

650%

700%

750%

Figure 3: Total Public Debt as a Ratio of Revenues
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Views on Debt Sustainability

The sustainability of fiscal policy is contingent 

upon generating future primary surpluses 

equal to the current level of the debt ratio. If 

current and future surpluses are insufficient, 

the government must either raise taxes or cut 

expenditure. Failure to do so may lead to debt 

repudiation and inflation. The sustainable tax 

rate is defined as the tax-to-GDP ratio that 

makes the present discounted value of 

surpluses equal to the current debt.

Classical approach: The classical approach 

to sustainability, as articulated by Blanchard 

et al. (1991), emphasizes the link between 

sustainabi l i ty and good governance. 

Sustainability is viewed as synonymous with 

good housekeeping, which involves 

maintaining prudent fiscal and monetary 

policies. The authors argue that excessive 

reliance on debt signals unsustainability. 

Sustainable fiscal policy should aim to return 

the debt to GDP ratio to its initial level.

The gap between sustainable and current tax-

to-GDP ratios serves as a reliable indicator of 

sustainability. If the sustainable ratio exceeds 

the current ratio, adjustments such as tax 

increases or expenditure cuts are necessary 

for fiscal policy and debt to return to 

sustainability. Blanchard et al. provide 

formulas for short-term and medium-term tax 

gaps based on parameters such as primary 

deficit, real interest rate, real growth rate, 

initial debt ratio, primary expenditure ratio, 

and tax ratio.

This analysis, applied to Pakistan, reveals that 

short-term tax gaps (see Figure 5) are 

generally lower than medium-term gaps, 

indicating the costs of delaying fiscal 

a d j u s tmen t s  and  h i gh l i gh t i ng  t he 

unsustainability of Pakistan's fiscal accounts. 

Pakistan must increase its tax-to-GDP ratio by 

4 to 8 percentage points to maintain fiscal 

sustainability. 

Source: State Bank of Pakistan
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Our implementation of the IMF DSA 

framework shows that Pakistan's public debt 

is sustainable contingent on prudent fiscal 

measures, strict monetary policy, and 

moderate economic growth. The debt-to-GDP 

ratio is expected to rise initially due to fiscal 

relaxations but is projected to decline to 

around 63.1 percent by the end of the mid-

te rm pro jec t ion  per iod ,  sub jec t  to 

government commitment with the IMF. Key 

factors influencing debt sustainability include 

real GDP growth, inflation, primary deficit, 

effective interest rates, and gross financing 

needs. The projections anticipate an average 

GDP growth of 2.5 percent from FY23 to FY28, 

with a gradual recovery following the impact 

of floods in 2022. Inflation is expected to 

decline, and the primary deficit is predicted to 

reduce to a surplus of 0.4 percent by FY28 due 

to stringent fiscal adjustments.IMF approach: The International Monetary 

Fund (IMF) employs a comprehensive Debt 

Sustainability Analysis (DSA) framework. This 

framework includes a baseline scenario with 

macroeconomic projections reflecting 

government policies. It allows for various 

shocks to be applied to assess debt 

vulnerabilities. Public debt is considered 

sustainable if the primary balance stabilizes 

debt under realistic shock scenarios.

Debt intolerance approach: Reinhart et al. 

(2003) introduced the concept of "debt 

intolerance," likening it to an individual 

addicted to milk being lactose-intolerant. In 

this analogy, many emerging market 

countries, like Pakistan, develop a penchant 

for borrowing despite awareness of default 

risks. The study, which included Pakistan 

among fifty-three countries, identified debt-

intolerant nations with exceptionally low 

external debt "safe" thresholds, ranging from 

15 to 20 percent of GNP. Countries with weak 

fiscal structures and financial systems, 

particularly those with a history of default or 

debt restructuring, were prone to debt 

intolerance. Such nations were also more 

The analysis assumes that large gross 

financing needs will be met every year. This 

implies that Pakistan must remain engaged 

with the IMF for several years and adhere to 

prudent macro policy and structural reforms 

in key sectors such as energy.  Any deviation 

from the projected policy adjustments would 

increase the risk of default. For example, 

changes in primary expenditure to GDP ratio 

or primary revenue could impact debt 

sustainability.

Source: State Bank of Pakistan
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The above assessments imply that Pakistan 

needs to be very careful about further debt 

accumulation.  Trends in key measures 

indicate a high risk of unsustainability.  What 

has brought us to this pass?  In the next 

section, we consider the extent to which debt 

has been transformed into productive 

investment in Pakistan. 

likely to become serial defaulters.

The intensity of external debt intolerance also 

serves as a good predictor of domestic debt 

intolerance. Countries facing major debt 

crises often exhibited high intolerance for 

both types of debt. The study found that a 

country's external debt intolerance could be 

explained by variables related to its 

repayment history, indebtedness level, and 

macroeconomic stability. Highly debt-

intolerant countries were viewed as having an 

elevated risk of default by markets, even at 

low debt-to-GDP or export ratios. The paper 

concluded that mechanisms to l imit 

borrowing, either through institutional 

changes or alterations in legal and regulatory 

systems, were desirable for debt-intolerant 

countries. The study, conducted two decades 

ago, remains relevant for Pakistan, which 

defaulted in 1998 and still displays signs of 

high debt intolerance.

Social welfare preservation approach: To 

assess sustainability, Arrow et al. (2004) 

proposed a criterion that intertemporal social 

welfare should not decrease over time.  This 

implies that the present discounted value of 

net revenues less current debt need not be 

initially positive but should show a rising 

trend. While this concept is theoretically 

appealing, implementing it is challenging due 

to the lack of comprehensive social balance 

sheets to reflect levels of social welfare over 

time. 

For the external sector, Pakistan has a 

comprehensive dataset known as the 

"International Investment Position" (NIIP). 

Despite i ts avai labi l i ty, this data is 

underutilized in debt sustainability analyses. 

The NIIP, calculated as the difference 

between assets and liabilities, was USD 131.9 

billion in the negative at end-June 2022 (see 

Figure 6). While the trend improved briefly 

after FY16, reaching a low of minus 43.1 

percent in FY19, it declined again to minus 

40.3 percent in FY22. This suggests that 

Pakistan's external sector is fragile according 

to Arrow et al.'s criteria.

When we consider the “servicing” of all 

external liabilities, including not just debt 

servicing but also the repatriation of profits 

and dividends (see Figure 7), we find that 

the ratio of these costs to exports shows a 

rising trend, reaching 52.6 percent at the end 

of FY22. This trend, coupled with the ratio of 

liability servicing costs to SBP reserves, 

indicates increasing stress on the external 

sector, with the highest figure being 161.9 

percent in Fy22.
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Transformation of Debt into Productive 

Development Projects

Is raising public debt meeting its purpose? 

Short-term debt is raised to match the timing 

gap between revenues and expenditures. 

This should not cause debt accumulation. 

Long term debt is raised to finance public 

development projects that enhance the 

productivity of the economy that raise the 

future revenues of the government to meet its 

f inancial obl igat ions. Has this been 

happening?

There is a declining trend in public 

investment, which negatively affects the 

accumulation of public capital stock (see 

Figure 8). Consequently, the portion of 

public capital stock attributed to long-term 

debt is relatively low compared to total public 

debt, indicating a limited transformation of 

long-term borrowing into productive 

development projects. This implies that long-

term debt  i s  increas ing ly  used for 

Source: State Bank of Pakistan 
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consumption rather than for productive purposes.

 

Source: State Bank of Pakistan 

2.00%

4.00%

6.00%

8.00%

10.00%

12.00%

14.00%

16.00%

18.00%

20.00%

22.00%

FY
64

FY
66

FY
68

FY
70

FY
72

FY
74

FY
76

FY
78

FY
80

FY
82

FY
84

FY
86

FY
88

FY
90

FY
92

FY
94

FY
96

FY
98

FY
00

FY
02

FY
04

FY
06

FY
08

FY
10

FY
12

FY
14

FY
16

FY
18

FY
20

FY
22

Figure 8: Gross Fixed Investment in Percent of GDP

Public+Government Private Total

Conclusions

Our brief review of debt history has shown 

that despite a rescheduling in early 2000s, 

Pakistan was not able to contain its fiscal and 

current account balances to manageable 

levels since mid-2000s. Although the FDI-led 

private fixed investment to GDP ratio rose 

during this period, public investment 

continued to decline or stagnated during this 

period indicating that the long-term public 

borrowing did not stem the declining trend in 

public capital. Public fixed investment 

stagnated since the early 2000s and its level 

was 3.4 percent of GDP, compared with 

private fixed investment to GDP ratio of 10.0 

percent.

Instead of supporting public investment debt 

h a s  m o s t l y  p r o m o t e d  a g g r e g a t e 

consumption. This together with the 

increasing trend in import to GDP ratio caused 

several boom-and-bust episodes of growth 

and balance of payments crises. Fiscal 

profligacy was not able to post any primary 

surplus since FY07 and led public debt to GDP 

ratio to increase to 76.9 percent in FY22. 

While this level is lower than FY99 level of 

109.7 percent, it is accompanied by close to 

debt distress observed then in terms of simple 

indicators of sustainability like debt to 

revenue, and interest to revenue ratios. 

Distress is comparably worse in terms of debt 

servicing to exports. All these indicators point 

to sustainability and liquidity problems in 

FY22 comparable to those observed in Fy99.

We have seen that all sustainabil ity 

assessments, including the IMF DSA, point to 

risks arising from fiscal tendencies in Pakistan 

relative to its debt position. The IMF approach 

also highlights the risks inherent in the very 

high gross financing requirements (around 20 

percent of GDP) currently faced by Pakistan.  

A path out of the present dangerous position 

is contingent on successfully mobilizing gross 

financing needs and following an appropriate 

macroeconomic adjustment path. 
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