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1 Introduction
Pakistan hasinitiated a comprehensive reforms efforts aiming at tracking the economy on a higher and
sugtainable economic growth, reduce leve of poverty, reducing unemployment, raising their level of
standard of living. These objective were to be achieved through a program that would build on the
macro-economic stability which encompasses Sructura reforms, tradeliberdization, privatization, fisca

reforms and financia sector.

This paper makes one of the early attempt to analyse the Paki stan stabilization experiences. In Pakistan
the stabilization program was started in 1988-89. In this paper we mainly examine the fiscal and
monetary policy package since 1988 when the Pakistan committed to aset of conditiondities under the
Structurdl Adjustment Program of the IMF. The fundamenta question that has risen was the relative
efficacy of Sabilization oriented versus growth oriented policies on development and welfare.
Admittedly, gtabilization and growth are not mutudly exclusve and any policy package has to
incorporate both the dements. However, the manner in which the policy has been implemented in
Pakistan has tended to pursue stabilization at the expense of growth.

The analysis in this sudy is outcome based and outcomes are: GDP growth, poverty numbers,
unemployment rate, inflation and privateinvestment. Thetarget variables are current account deficit and
budget deficit. The policy discussed arefisca policy, monetary policy and trade policy. Sincethefisca
policyismain driver inthisprocesswetherefore, concentrate mainly on fiscal policy inthisstudy. Other
policies and measures are touched upon in this paper but have to discuss thoroughly separately. The
andyss is based on the results obtained from SPDC's 257 - equation Integrated Socia Policy and
Macroeconomic Planning Mode for Pakistan. The paper is organized as follows. section 2 present

!Paper presented at the PSDE Conference, January 2002, Dr. Kaiser Bengali is a Acting Managing Director, Social
Policy and Development Centre (SPDC) and Dr. Qazi Masood Ahmed is an Associate Professor at the Institute of Business
Administration (IBA), Karachi, and Technical Adviser to the Social Policy and Development Centre (SPDC).
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review of literature, section 3 presents a review of macroeconomic developments, section 4 profiles
the trendsin fiscd variables, section 5 examinetheimplication of stabilization efforts on macroeconomic
variables, section 6 andyse the way stabilization are achieved and section 7 presents conclusonsand

recommendations.

2 Review of Literature

Subramanian (1997) discussed the Egyptian Stabilization experiences and found that the was successful
experience in Egypt. In Egypt fiscd adjustment and exchange rate mainpulaion were main driving
forces supported by prudent monetary policy and liberdized interest and exchange markets reforms.
The andysiswhich isoutcome based shows positive-impact of stabilization policy. World Bank (1995)
a0 shows positive result of sabilization policies for Bangladesh.

3 M acr oeconomic developments

The basic point of the economic policies pursued under various governments since 1988, when the
Structurd Adjustment Program came into force, is its continuity. The fisca policy till  2001-02
congtitutes a continuation of the same set of policies, dbet with greater vigour. It is, thus, pertinent to
conduct the andlyssin the light of the performance of key economic indicators during 1988-2001 and
examine the fiscd policy accordingly.

The most important feature of the economic policies of the 1988-2001 period is the dominance of
dabilizationobjectivesat the cost of growth. Thisisevident from Table 1, which showsthe stabilization
vaiables, i.e., Current Account Gap to GDP Ratio and Budget Deficit to GDP Ratio have declined
according to objectives dictated by internationa creditor interests. The Current Account Gap to GDP
Retio has declined from an average of 4.0 - 4.5 percent in the decade of the 1980'sand 1990'sto 1.9
percent in 1999-00 and further to 1.1 percent in 2000-01. Likewise, the Budget Deficit to GDP Ratio
has declined from an average of 6.7 percent in the 1980's to 6.1 percent in the 1990's and further to
5.4 percentin 2000-01. Growth variadles, i.e., GDP Growth Rate and Fixed Investment to GDP Ratio
have aso declined contrary to objectives dictated by the needs of the people. The GDP Growth Rate
has declined from an average of 6.1 percent in the 1980's to 4.4 percent in the 1990's, to 3.9 percent
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in 1999-2000, and further to 2.6 percent in 2000-01. Likewise, Fixed Investment to GDP Ratio has
declined from an average of 16-17 percent in the 1980's and 1990's to 13-14 percent in the last two
years, i.e., 1999-01.

TABLE 1
PROFILE OF MACROECONOMIC DEVELOPMENT

1980-81  1990-91 1995-96  1990-91

Indicator to to to to 1999-00 2000-01
1989-90  1994-95 1999-00  1999-00
GDP Growth (fc) 6.1 51 38 44 39 26
GDP Growth(mp) 6.2 48 31 4.0 44 33
Agriculture 4.1 42 49 45 6.1 -25
Manufacturing 82 58 20 39 18 71
Services 6.6 53 38 4.6 35 35
Inflation Rate 7.2 117 7.7 9.7 39 54
Money Supply to GDP Ratio 394 43.0 44.2 436 4.1 425
Fixed Investment To GDP Ratio 17.8 170 151 16.1 139 134
Public Investment 9.8 8.7 6.5 7.6 59 6.0
Private Investment 80 83 86 85 80 74
Real Exportsto GDP Ratio 131 179 147 16.3 146 16.3
Real Importsto GDP Ratio 203 17.7 165 171 142 138
Current Account Gap to GDP Ratio 40 45 44 45 19 11
Budget Deficit to GDP Ratio 6.7 6.4 59 6.1 6.6 54
Nominal Exchange Rate 156 26.8 27 3438 51.7 57.2
Poverty Rate* 232 228 29.3 26.0 359 401
Unemployment Rate* 35 54 6.0 57 6.2 6.7

Sour ce: Pakistan Economic Survey,
various issues.
*SPDC Estimates.

Chart 1: Trends in GDP Growth, Current Account
Gap and Budget Deficit
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Chart 2: Trends in GDP Growth and Unemployment
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Chart 3: Trends in GDP Growth and Poverty
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4 Trendsin fiscal variables

The second aspect of continuity isthe
persistence of acontractionary fisca
policy despite therise of recessionary
tendenciessincethe early 1990's. All
the budgets in the last decade,
induding the budgets for 2000-01,
have continued to target the lowering
of the fiscal deficit through additiondl
revenue mobilization and cuts in
development expenditure. This path
has been pursued despite the
standard text book fact that whenan
economy fdls into a recesson, an

expangonary fisca policy needs to

be followed. Expansionary fisca policy can be attained ether through the reduction in the amount of

taxes to be paid by domestic producers or consumers and/or through an increase in development and

wefare related government expenditures.

Table 2 showsthe trendsin fiscal policy since 1987-88 and carried up to 2000-01. The growth rate
of GDPis, on the one hand, shown to declinefrom 6.4 percent in 1988 to 2.6 percent in 2000-01, with

average growth over the entire period 1988-2001 being 4.5 percent. On the other hand, total tax

revenue has grown at an average of 13.6 percent. Such a high growth rate of taxes relative to GDP

growth is inadvisable in a recessonary period. However, the decomposition of this revenue growth
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presents aworse picture. Direct taxes have grown at 20.4 percent and indirect taxes at 11.9 percent.
Further, while sales taxes have increased at 28.4 percent, import duties have increased by only 6.0
percent; thereby, discriminating againgt domestic producersreativeto competing imports. Thegrowing
importance of salestaxes can be discerned from the fact that the contribution of salestaxesintotd taxes
hasincreased from 10.8 percent in 1987-88 to 38.3 percent in 2000-01. Correspondingly, the decline

of the importance of import duty as a revenue source can be seen from the fact that its contribution to

totd taxes has fallen from 50.4 percent in 1988 to 15.9 percent in 2000-01.

TABLE 2
TRENDSIN FISCAL AND REAL VARIABLES
(%)
i;?:’;? Growth
Growth Growth  Growth Growth Growth  Growth Growth Rate of
Rate of of of of of of development Rateof Population
gDePO Total Direct Indirect Sales Import  expenditure putati
Taxes Taxes Taxes Taxes Duties Poverty* Below
as share of Povertv?
GDP 4
1987-88 6.4 194 16.4 19.8 439 23.6 -5.0 -13.6 -11.3
1988-89 4.8 194 155 20.0 70.7 12.9 -15.5 114 14.3
1989-90 4.6 10.8 18.0 9.8 38.4 14.2 31 12.3 15.2
1990-91 5.6 13.7 21.3 125 3.2 9.7 -4.0 0.2 2.8
1991-92 77 19.0 35.1 16.2 7.5 155 5.8 12 38
1992-93 2.3 9.5 333 4.6 115 5.0 -20.2 2.3 49
1993-94 4.5 19.3 30.9 16.3 339 3.6 -9.6 35 6.1
1994-95 52 18.4 23.1 17.0 34.0 19.1 -7.9 4.8 74
1995-96 6.8 16.7 29.7 12.6 16.4 7.6 -6.1 6.2 8.8
1996-97 1.9 8.1 17.0 5.0 11.9 -4.7 -15.0 7.7 104
1997-98 2.0 10.8 15.7 8.9 -34 -5.2 -3.7 57 8.2
1998-99 4.2 10.6 10.0 10.9 34.3 -22.1 -5.3 31 55
1999-00 39 1.9 -2.0 35 65.2 57 39 7.3 9.7
2000-01 2.6 13.2 22.0 9.7 29.8 -0.3 -10.2 22.8 16.1
Average 4.5 13.6 204 119 28.4 6.0 -6.4 54 7.3
Growth
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Chart 4: Trends in Sales Tax and Import Duties/
% of Total Taxes
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NOTE: !Growth rate of the percentage of population below the poverty line
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At the same time, the share of development expenditure in GDP over the period 1988-2001 has on
average declined by 6.4 percent; thereby, weakening domestic aggregate demand. Thedeclinein Fixed
Investment to GDP Ratio, shown earlier in Table 1, isthus understandable. The result hasbeen growing
unemployment and poverty, with poverty increasing on average by 5.4 percent and the population
below the poverty line by 7.3 percent over 1988-2001.
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Chart 6: Trends in Public Investment and Unemployment
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5 Implications of Growth vs Stabilization Policieson Major Sectorsand Economic Variables
The purpose of this section isto review the policy of growth and stabilization on following sectors and

economic variables.

Chart 5: Trends in Public Investment and Unemployment
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Manufacturing

Manufacturing sector is one of the most important sector dways affected by wrong government
palicies. In first four decades this sector got unprecedented and unjustified rate of affective protection
which made our manufacturer unwilling to prepare themsdlves againg international competitors. This
process continued till 1988 when first agreement of structural adjustment facility with IMF wassigned.
Thevery highrate of protection wasresult of very high import dutieson finish goodsand very low taxes
ondomestic production. During this period the average rate import duty was between 80 to 90 percent
and maximum rate of import duty was 350 percent. As for as the structure of domestic taxes on
production was concerned most of the goods were exempted from salestax and excise duties. Dueto
these very lenient tax policy the domestic producers have not tried to be competitive internationaly.
However, after 1988 thisSituation reversein such away that the domestic producers could not find any
time or gpace to make themsel ves competitive. The averageimport duty rate fell from 90 percent to 30
percent and during the sametime period almost al goods came under salestax net. Between 1988 and
2001 in dl agreement with IMF most of the conditiondities have affected manufacturing sector
adversdy. Increasein oil prices, petroleum surcharge gas and electricity chargeswere dl the result of
Stabilization strategy and have damage the manufacturing sector most by increasing cost of production
enormoudy. Last ten years and especialy the second decade of 90's was worst for manufacturing
sector (Table 3). In two years the growth was negative and in two years growth was less than 3
percent.

TABLE 3
GROWTH IN LARGE SCALE MANUFACTURING
BY INDUSTRY GROUP

Industry Group 1995-96 1996-97 1997-98 1998-99 1999-00 2000-01
Food Beverage and Tobacco -4.8 -5.0 33.9 11 -19.7 8.8
Sugar -11.2 -6.4 457 -0.1 -24.1 6.4
Textile & Apparel 12 -0.5 2.0 -0.8 19.0 2.7
Leather Products -7.3 -121 10 -9.2 12 9.0
Paper & paper Board -5.7 15.6 2.2 0.8 19.8 24.9
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Chemical Rubber & Plastic 7.9 -0.7 -3.0 75 8.6 85
Petroleum Products 9.0 -4.1 37 39 -0.3 16.6
Tyres & Tubes 259 -35.1 29.0 0.4 23 0.9
Non-Metallic Mineral Products 15.2 -0.9 -12 -05 20 0.9
Basic Metal Industries 21 14 9.1 -10.1 125 6.7
Metal Products & Machinery -2.7 -15.5 -6.6 29.3 16.7 0.2
Automobile 51.6 -4.1 -4.8 74 -19.1 23.3
Large Scde Manufacturing 2.8 -2.7 7.4 25 -0.2 7.8

Sour ce: Economic Survey 1999-00 and 2000-01.

The low growth of the 1990's can be attributed partly to the restructuring of the industrial sector
following reduction in protection and partly to increasing cost of production, recessonary tendencies

in the economy, and contractionary fisca policies.

Agriculture

The agriculture sector has to date not been directly ‘hit’ by Structurd Adjustment reforms. However,
the extension of GST to agricultura inputs removesthe ‘ protection’ that the agriculture sector has had
to date. Such extenson at atime when the agriculture sector performance has been a its lowest in
recent history can be questionable.

The concentration on mgor crops has rendered the agricultura economy highly vulnerableto shocks.
If any one of the mgor crops performs poorly, the growth rate for the whole of agriculture and of
agriculture related sectors Sands adversdly affected. Thisin turn affects other macroeconomic variables,
I.e., tax revenues, budget deficit, current account deficit, exchange rate, inflation rate, unemployment,
and poverty. It is very important to note that this is afirst agreement with internationa agency (IMF)
that has asked to impose taxes and remove subsidies in agriculture sector. Remova of al economic
subsidies advocated in IMF conditionalities are to attain stabilization will destroy Pekistan agriculture,
which has sugtained the economy for the ladt fifty years.

Poverty
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Asstated above, as of 2000-01, unemployment hasgrown to 6.7 percent and poverty to 40.1 percent.
Poverty has on average beenincreasing at therate of 5.4 percent per annum and the number of people
below the poverty line has been increasing at the rate of 7.3 percent annualy.

Thefiscd policy inlast few years does take cognizance of the Situation and identifies poverty reduction
to be "the supreme objective of [Pakistan's| economic strategy.” Thus, thereis specia focus on socid
safety nets, i.e., employment generation via a public works programme, entitled Khushad Pakigtan,
expanded micro-credit through systems such as the Khushdi Bank, an attempt to reach the chronicaly
poor through a food slamp scheme, larger Zakat subventions, and a poverty dleviation fund in an

attempt to provide additional micro-financing.

However, it needsto be noted that socid safety netsin their poverty mitigating role can only just begin
to addresstheworst manifestations of poverty. Theoveral outcomein the battle againgt poverty hinges
cruadly upon broader macroeconomic developments relating to key determinants of poverty, eg.,
growth in red capitaincome and generation of employment.

The continuing increase in poverty can be attributed to adverse macroeconomic developments during
the decade of the 1990's and continuing to date. Thanks to the single minded pursuit of stabilizetion
objectives a the cost of growth objectives, there has been a visble decline in the growth momentum
of the economy. Growth in per capitaincome hastapered off from amost 3 per cent per annum during
the 1980's to a cumulative growth of only one percent in the last five year period, i.e 1996-2000.
Unemployment has increased in the 1990's over 1980's by about two percentage points and, while
recessonary conditions has kept the overal inflation rate low, food prices have risen from 2.9 percent

in 1999-00 to 4.1 percent in 2000-01.

Issuesin investor confidence
Investment holds the key to sustained economic development, as it provides capital that generates
growth and employment in an economy. Investment isafunction of investor confidence, which isitsdf

afunction of economic and non-economic factors. Non-economic factorsinclude politica stability, level
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of facilitation/harassment by tax authorities, etc. Economic factors broadly comprise cost of production
and aggregate market demand. Both are influenced by market and government variables. The former
arelargdy price driven, while the latter include interest, tax, tariff, exchange, etc., rates regimes, utility
prices, etc.

The policy package in Pakistan, particularly over the period 1988-2001, has actudly been contrary to
the requirements of promoting investment. It has served to raise the cost of production and depress
purchasing power and aggregate demand. Additionaly, there has been introduced the element of a
relatively unfar trade regime. On the one hand, the cost of production has increased through
enhancement of utility rates, expansion of indirect taxation, raising of interest rates, and depreciation of
the rupee, while excessive lowering of import tariffs has rendered domestic industry uncompetitive. On
the other hand, the sustained cuts in development expenditure has weakened aggregate demand.
Evidence of weak purchasing power and aggregate demand is provided by the fact that the share of
Red Demand rdlative to Redl Supply asacomponent of inflation is estimated at zero [see Bengdi and
Ahmed (2002)].

The combined impact of increasesin production costs, increasingly unfair international competition, and
weak aggregate demand hasresulted in alossof investor confidence. Table 1 showsthat theinvestment
to GDP ratio has declined from an average of 17.8 percent in the 1980's to 16.1 in the 1990's and
further to 13.6 percent during 1999-2001. Public investment declined from 9.8 percent in the 1980's
to 7.6 percent in the 1990's and further to 6.0 percent during 1999-2001. Private investment showed
adight improvement of ahaf a percentage pointsin the 1990's over the 1980's, but declined to 7.4
percent during 1999-2001.

6 Analysisof Stabilization tar gets achieved

Behind the Aggregates: 1999-2001

Policy makers have, over the post-1999 period, generaly succeeded in reducing the budget deficit,
current account deficit, and rate of inflation. Asapercentage of GDP, the budget deficitisdownto 5.4
per cent, the current account deficit is down to 1.1 per cent, and the savings deficit is down to 2 per
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cent. Therate of inflation is down to 5.4 per cent. In theory there are different ways to achieve each
target of stahilization and each way has different implication. Now we will discuss what was the best
way to achieve each target and this has been achieved in Pakigtan.

How has the 2000-01 Budget Deficit been Reduced? Reduction of the budget deficit, current
account deficit, savings deficit, or the rate of inflation are dl laudable macroeconomic stabilization
objectives, However, the way in which these targets are achieved has different distributiona
implications. There exigts arange of policy optionsto achieve given ends, some of which are pro-poor

and others which are not.

For example, raising revenues or reducing expenditures can lower the budget deficit. Revenues can be
raised through direct taxation or through indirect taxation: the former impacts the rich, while the latter
largely impacts the poor. Expenditure reduction can be attained through outs in current expenditure or
through cuts in development expenditure. The former impacts on existing employment, while the latter
impacts on employment generation. However, while devel opment expenditureislikely to create assets
and a future stream of income, current expenditure is likely to be consumptive, Generdly, labour
productivity in employment, generated through development expenditure, is likely to be higher in
employment generated through current expenditure, Thus, while employment on account of
development expenditure may be productive, employment on account of current expenditure may be
non- productive. As such, switching expenditure from current to development heads may increase

employment and incomes, and reduce poverty in the future.

It can be seen that, in 1987-88 for example, revenue and expenditure exceeded budgeted targets by
14 per cent.

TABLE 4
EX-POST DEVIATIONSIN BUDGET DEFICIT

DEVIATION IN

Total Current Development
Expenditure Expenditure Expenditure

1987-88 ? 140 ?-35.9 ?-42.5 76.6 21.9

Total Revenue Budget Deficit
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1988-89 ?-28.0 ?-47.1 ?-68.5 ?2.14 75.1
1989-90 ? 717 ?-71.9 ?-71.1 ?-0.7 0.2

1990-91 ? -53.6 ?7-46.4 ?7-39.1 ?-7.4 100.0
1991-92 ?-39.2 ?7-55.1 ?-18.7 ?7-36.4 94.3
1992-93 ? -53.9 ?2-42.7 ?-34.1 ?-8.7 96.6
1993-94 ? -100.0 ?764.5 ?44.4 ?20.0 355
1994-95 ? -100.0 ?19.0 ?0.5 ?18.5 81.0
1995-96 ?-16.4 ?7-61.0 ?-67.0 76.0 77.4
1996-97 ? -100.0 ? 334 710.4 ?23.0 66.6
1997-98 ?-57.0 ?-43.0 ?-17.9 ?-25.0 100.0
1998-99 ? -100.0 ? 338 ?11.1 ?22.6 66.2
1999-00 ? 30.6 ? -59.7 ?-78.9 ?19.2 29.2
2000-01 ?-24.9 ?254 ?-33.4 ?758.8 -0.4
Average ?-39.8 ?-20.5 ?-28.9 784 60.3

Sour ce: Pakistan Economic Survey (various issues)

The data highlights the fact that revenue shortfdls, current expenditure over-runs and cuts in
development expenditure have been the norm. In two-thirdsto three-fourths of the years between 1988
and 2001, revenue targets have failed to be met and current expenditure has exceeded budgeted
alocations. The burden of adjustment, in thisrespect, hasfalen on development expenditure, which has
suffered repeated and, in some years, heavy declines. The cutsin development expenditure have been
sustained since 1998-99 and reached a historic record of nearly 60 per cent of budgeted alocations
in 2000-01. Clearly, the mgor burden of managing budget deficits has been borne by development
expenditure, particularly in the last three years.

Thetable4 dso indicatesthe distribution of the burden of adjustment between current and devel opment
expenditure. For example, in the year 1987-88, the sum of under-collection of revenue and over
expenditure totalled Rs. 21.3 billion. The share of the absorption of this additiona deficit was (1)
under-collectionof direct taxesto the extent of 5.1 per cent; (2) over-collection of indirect taxesto the
extent of 76.6 per cent; (3) under-collection of non-tax revenue to the extent of 57.5 per cent; (4)
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over-spending on current expenditure to the extent of 42.5 per cent; and (5) under-spending on
development expenditure to the extent of 6.6 per cent. Theresidua of 21.9 per cent was absorbed as
abudget deficit.

Smilaly, in 1990-91, for example, the sum of under-collection of revenue and over-expenditure
totalled Rs. 31.1 hillion. The share of the absorption of this additiona deficit was (1) over-collection
of direct taxesto the extent of 3 per cent; (2) under-collection of indirect taxesto the extent of 39.1 per
cent; (3) under-collection of non-tax revenue to the extent of 17.5 per cent; (4) over-spending on
current expenditure to the extent of 39.1 per cent; and (5) over-spending on development expenditure
to theextent of 7.4 per cent. The addition to the deficit was absorbed by the budget deficit to the extent
of 100 per cent.

The committed budget deficit target was achieved in two years, namely 1989-90 and 2000-01. In
1989-90, there was an under-collection of 28.1 per cent in tax revenue and over-spending of 71.1 per
cent in current expenditure, while development expenditure remained on target. The cushion was
provided by anearly 100 per cent over-collection in nontax revenue. In 2000-01 too, therewas a66.2
per cent under-collection in tax revenue and a 33.4 per cent over-spending in current expenditure.
However, unlike 1989-90, the cushionwas provided to the extent of 58.8 per cent by under-spending
indevel opment expenditure - the highest in the post-1988 period - and 41.2 per cent by over-collection

in non-tax revenue.

A perusd of the 'behaviour' of the various budget heads over the period 1988-2001 shows that tax
revenue has been under-collected in 12 out of 14 years and over-spending in current expenditure has
occurred in 10 out of 14 years. Consequently, the brunt of the budget deficit targeting has been borne
by development expenditure, which has been underspent in 9 of 14 years.

An examination of development expenditure 'patterns shows that there has been over-spending in
development expenditure in 4 out of 14 years, particularly in 1991-92 and 1997-98. In 3 out of 4
years, enlarging the budget deficit absorbed the impact. However, under-expenditure has been the
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norm, with double digit under-expenditurein 7 out of 14 years. 1988-89, 1993-94, 1994-95, 1996-97,
1998-99, 1999-00, and 2000-01. The extent of under-expenditure in 2000-01 was unprecedented.

On average over the period 1988-2001, the share of the absorption of the additional deficit has been
as follows: there has been (1) under-collection of direct taxes to the extent of 5 per cent; (2
under-collection of indirect taxes to the extent of 30 per cent; (3) under-collection of non-tax revenue
to the extent of 4 per cent; (5) over-spending on current expenditure to the extent of 29 per cent; and
(6) under-spending on development expenditure to the extent of 8 per cent. Up to 60 per cent of the
additiond deficit has been absorbed as budget deficit.

More recently, over 1999-2001, there has been (1) under-collection of direct taxes to the extent of
17.9 per cent; (2) under-collection of indirect taxesto the extent of 28.4 per cent; (3) under-collection
of non-tax revenue to the extent of 47.1 per cent; (4) over-spending on current expenditure to the
extent of 33.7 per cent; and (5) under-spending on devel opment expenditure to the extent of 33.5 per
cent. Up to 31.7 per cent of the additional deficit has been absorbed as budget deficit.

A comparison of the averages of the periods 1988-2001 and 1999-2001 shows that under-collection
of direct taxes has more than tripled, under-collection of non-tax revenue hasincressed nearly 12-fold,
over-gpending on current expenditure has increased by about one-sixth, and under-spending on
development expenditure has increased 4-fold. It appears that, of late, the burden of achieving the
committed budget deficit target has increasingly been borne by development expenditure, with the

concomitant costs to the poor in terms of foregone jobs and incomes.

How hasthe Current Account Deficit been Reduced? The current account deficit can be lowered
through changes in both the trade and non-trade related categories. With respect to trade categories,
the current account deficit may be reduced on account of higher export receipts of lower import
payments. The changes may betheresult of anincreasein thevaue or volume of exportsor adecrease
inthevaue or volume of imports. Higher export recei pts on account of higher value of exportsarelikely

to accrue more foreign exchange for the same level of output, as well as enhancing incomes for
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exporters and generating growth. Higher export volume is likely to generate more output and
employment, leading to higher income. Lower import volumes, at Pakistan's current level of
development, are likely to be reflective of recessonary tendencies, i.e, a dow-down in economic

activity, and impact adversely on employment, income and growth.

With respect to non-trade categories, the current account deficit may be reduced through lower debt
servicing on account of debt retirement or write-offs or rescheduling. Lower debt servicing on account
of debt retirement or write-offs releases resources for investment or consumption without future
lidbilities, while debt rescheduling transfers liabilities to future generations. This liability can be
neutraized if the resources released are employed for the creation of income generating assets.

The decline in import growth is sgnificantly grester than in export growth and import declines are
concentrated in capital goods, which correspond to the declinein fixed investment. The conclusion can
thus be drawn that the improvement in the current account gap has come about largely through import
suppression, partly induced by stabilization policies.

TABLES
TRENDSIN FISCAL / ECONOMIC INDICATORS

INDUSTRIAL RAW MATERIAL

Fiscal Year Capital - Consumer
Goods Consumer Capital Goods
1986-87 37 39 7 17
1987-88 36 43 7 14
1988-89 37 39 7 17
1989-90 33 41 7 19
1990-91 33 44 7 16
1991-92 42 38 7 13
1992-93 42 38 6 14
1993-94 38 43 6 13

STABILIZATION PoLICY vS GROWTH ORIENTED POLICY: IMPLICATION FOR THE PAKISTAN ECONOMY Conference Paper No.41



17

1994-95 35 46 5 14
1995-96 35 45 6 14
1996-97 37 43 5 15
1997-98 32 45 5 18
1998-99 31 47 6 16
1999-00 26 54 6 14
2000-01 25 55 6 14

Sources; Satistical Supplement (2000-01)
Pakistan Economic Survey (various issues)

How has the Rate of Inflation been Reduced? Inflation can be lowered through controlling
cost-push or demand-pull factors. The former involvesintervening on the supply Sde and reducing the
cost of production, which tends to enhance product competitiveness The latter involvesintervening on
the demand side by curtailing both purchasing power and consumption. Where consumption levelsare
already below subs stence standards, further reductions can have adverse effects on nutrition and hedlth,

aswell ason socid gahility.

A question that has been frequently raised in Pakistan has been why theinflation rateis high. Ironicaly,
the relevant question today iswhy theinflation rateis currently aslow as4-5 per cent and what impact
it has on the poor (see box 2.2). A key factor explaining the reduction in the rate of inflation is
'monetary’ in character and, by and large, on account of a contractionary monetary policy. The rate of
growthin money supply has declined sharply since 1999, largely on account of the lower monetization
of the budget deficit and depressed demand for credit by the private sector. Despite very high cost push
inflation the overdl inflation is low because of demand pull inflation is negetive or a most zero.
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Chart 7: Targeted and Actual Budget Deficit
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Chart 8: Trends in Imports of Capital Goods, Raw Material and
Consumer Goods
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Chart 9: Consumer (Raw Material)
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Chart 10: Capital (Raw Material)
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7 Conclusonsand Recommendations

The thrust of economic policy since 1988, as reflected in the government policies, has been to pursue
dabilization objectives at the cost of growth objectives. The mechanism for this policy has been a
contractionary fisca policy, including cutsin development expenditure. In our view, the policy hasbeen
counter-productive. It has dampened investment and curtailed purchasing power, leading to a
recessonary Situation. It has contributed directly to the increase in unemployment and poverty. That
the policy continues to be pursued with greater vigour is unfortunate.

The paper dso reveds that the stabilization targets have adso been achieved in away in which they
should not be achieved. The budget deficit that the should be achieved through increasein revenues or
reduction in current expenditures have been achieved by reduction in development expenditure. This
has adversdly affected the GDP growth which in turn have increased poverty and unemployment. The
current account deficit have been decreased significantly during this period but the current account
defiat which should be reduced either by increasing in exports or reduction in imports of finished
consumer goods have been reduced by reduction in imports of capital goods and imports of raw

Chart 11: National Savings and Investment
as a percentage of GDP
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materids especidly for the production of machinery and the capita goods. This aso reflect the
recessonary conditions in the economy which is adversdly affecting the growth and causing increase
in the unemployment and poverty. During this period the gap between the saving and the investment
have dso declined in a negative way. This gap should be reduced by increasing the nationa saving but
unfortunately during this period both saving and investment have declined but investment have declined
faster because of the dragtically reduction in the government investment.

This paper propose a fundamenta shift in policy. The principa objective should be growth, with
stabilization being a secondary objective. The contractionary fiscal policy regime needsto be relaxed,
with a shift from revenue mobilization to current expenditure reduction. Development expenditure,
however, needs to be enhanced even further, in order to creste the crowd-in effect for investment, for
the growth in employment, income, and purchasing power and for poverty to be reduced in absolute
terms. The preoccupation with curtailing fisca deficits needsto bereviewed. The fiscal deficitscan be
positively employed if the amounts thus generated are devoted to investment in productivity enhancing
infrastructure and in employment generating projects.

The policy of opening up the economy more than what is required by WTO standards isinadvisable.
In the past, domestic producers enjoyed unfair advantage relative to imports. A leve playing fidd is
perhapsin order. However, anew trade regimeis now emerging, whereimports are beginning to enjoy
an unfair advantage relative to domestic producers. The cost of such a trade regime to the country's
industry and economy and to the peoplein terms of unemployment and poverty islikely to be extremey
high.
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