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SUMMARY

The paper ded's with the impact of macroeconomic developmentson
the incidence of poverty and offers an explanation as to why poverty
fdl sharply in the decade of 80s and has tended to increase
ggnificantly inthe 90s. 1t develops a set of medium term (upto 2002-
03) macroeconomic projections which embody a ‘ business as usud’

type of scenario and identifies the likely consequences on the leve of
poverty of this scenario. The paper aso andyses the implications of
a balance of payments adjustment which may be required after
December 2000 to enhance the externa debt repayment capacity and
of a fiscd simulus involving a jump in development expenditure.
Fndly, the paper answers the following question: What type of
macroeconomic developments are congstent with redlisation of the

objective of containing the growth in poverty?
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MACROECONOMIC DEVELOPMENTSAND POVERTY
By

Hafiz A. Pasha”

The return of (rgpidly increasing) poverty in Pakistan during the last few years is increasingly being
recognised by government, donors and civil society at large as perhaps the principa problem which
needsto betackled on atop priority and urgent basisif alarge-scae socid breskdownisto be averted
with its concomitant implications on law and order. In light of this recognition, the new military
government has recently announced the d ements of apoverty dleviation srategy which include afocus
on employment generation viaa public works program and expanded micro credit and on helping the

chronicaly poor through larger Zakat subventions and afood stamp scheme.

The contention of this paper is that while socid safety nets can begin to mitigete againgt the worst
manifestations of poverty, the overal poverty outcome in the country hinges crucialy on broader
macroeconomic developmentsreating to key determinants of poverty likethe growthinred per capita
income, rate of unemployment, leve of cost of living (especidly as reflected in food prices), etc. In
other words, if macroeconomic developments remain unfavourable then directly targeted efforts at
poverty dleviation through socid safety netsare unlikely to be successful in counteracting the underlying
increase in poverty. As such, the objective of the paper is to focus on the reationship between

macroeconomic developments and the incidence of poverty.

It needs to be emphasised at this stage that positive macroeconomic developments as evidenced by a
faster rate of economic growth are not a sufficient condition for poverty to decline. Asidentifiedinthe
economic literature, this depends upon whether the fast growth is accompanied by sgnificant ‘trickle
down’ effects. If income inequdity rises with growth then it may even be possible for poverty to

?This paper is based on a presentation made to representatives of donor agenciesin Islamabad on
March 1, 2000. Assistance of Sgjjad Akhtar, Kalim Hyder and Mansoor Ahmed is acknowledged. Any defects
which remain are solely the responsibility of the author.
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increase during periods of rapid growth. Alternatively, if growth increases|abor absorption rapidly and
moderatesinflationary pressures, especialy on food prices, thenit may play asirong poverty aleviating
role. Therefore, from the viewpoint of impact on poverty, macroeconomic developments have to be
andysed not only in terms of therate of economic growth but aso interms of factorswhich capturethe
potentia magnitude of ‘trickle down’ effects.

Based on this, it can perhaps be argued that periods of low growth, asin the 90sin Pakistan, need not
adways be accompanied by risng poverty if such growth has been achieved by an employment
generaing drategy and a policy of controlling food prices through larger imports or subsidies.
However, the evidencefor Pakistan during the 90sisthat of risng unemployment and increasing rdldive
food prices. Therefore, in the absence of asignificant rate of increasein red per capitaincome there
have been no other mgjor poverty dleviating factors and this is the reason why poverty has sarted
increasing rapidly.

The paper is organised in five parts. The first part deals with macroeconomic developments and
changesin the incidence of poverty during the decade of the 80s and the 90s and offers an explanation
asto why poverty fel sharply in the former decade and has tended to increase significantly in the latter
decade. The second part develops a set of medium term (upto 2002-03) macroeconomic projections
whichembody a‘business asusud’ type of scenario and identify the likely consequences on the leve
of poverty in this scenario. Thethird part dedls with the implications on poverty of a sharp baance of
payments adjustment which may be necessitated from 2000-01 onwards if Pakistan is to honor its
externa debt repayment obligationsfollowing the expiry of the period of debt relief in December 2000.

The fourth part of the paper highlights the implications for poverty of an economic reviva srategy
currently being contemplated essentidly involving a Keynesian type of fiscd simulus to the economy
viaahig push in development expenditure. The fifth part answersthe following question: what type of
macroeconomic developments are cond stent with redlisation of the objective of containing the growth
in poverty? Once the required magnitudes of the macroeconomic parameterswhich keep theincidence

of poverty unchanged are identified it becomes possble to assess the likely feashility of their
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achievement and thereby formulate ajudgement on the prospects for arresting the adverse trends in
poverty during the next few years.

I PAST TRENDS

There has been avisble declinein the growth momentum of the economy during the decade of the 90s.
The 80s saw a steady growth rate of 6 per cent which fell to 5 per cent in the first haf of the decade
of the 90s and declined further to 4 per cent in the second half of the decade (see Table 1). Last year
it was only 3 per cent. Consequently, therisein rea per capitaincome has tapered off. It increased
annualy by dmost 3 per cent during the decade of the 80s, but during the last three years there has
cumulatively been an increase of only 1 per cent in thisindicator.

The primary reason for the fdling growth rate is the dedlining level of investment and savings in the
economy. From the peak leve of 18 per cent of GDP, fixed investment has fallen to 13 per cent by
1998-99. Thisisareflection of the declining level of nationdl savings. Foreign savings (as messured
by the current account deficit) have been drawn in to finance an increasing share of investment in the
economy, with the exception of 1998-99 when the current account deficit fell sharply due to the
impogtion of import controls in response to the sanctions placed on Pakistan following the nuclear
blasts and because of the largefdl in ail prices.

The rate of inflation remained single digit throughout the 80s. It rose sharply to over 11 per cent inthe
first haf of the decade of the 90s but has moderated somewhat in the second half. Inflationin 1998-99
at 6 per cent was low by historical standards due to less imported inflation and restricted monetary
expansion (due to domestic debot retirement facilitated by the externd debt relief). It is Sgnificant to

note that food prices have generdly risen more rapidly than the overdl consumer price index.

Unemployment has increased in the 90sin relation to the 80s by about two percentage points. Thisis
reflection not only of continuing rapid growth in the labour force due to the high
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TABLE 1
TREND IN MACROECONOMIC INDICATORSAND
INCIDENCE OF POVERTY DURING THE 80s AND 90s

) Second
Firg Half
_ - Decade Half of
I ndicator Unit~ of Decade
of 80s Decade of
of 90s
90s

GDP Growth Rate % 6 5 4
Growth Rate of Redl % 3 2 1
Per Capita Income
Unemployment Rate % 32 5%, 5Y
Levd of Fixed Investment % of GDP 16 18 15
Levd of Nationd Savings % of GDP 14 15 12
Current Account Deficit % of GDP 4 4y 45
Budget Deficit % of GDP 7 7 6%
Rate of Inflation (CP1) % 7 11% 9
Rate of Inflation (food prices) % 8 12 9
Incidence of Poverty:

Beginning of Period % of Popn 30% 20v% 26%a

End of Period % of Popn 20% 26%4 33%

Change during Period -10Y 6Y4 6%

?Rounded off to the nearest quarter percentage point

Source: Pakistan Economic Survey
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underlying rate of population growth and resulting concentration of the population in the younger age
brackets but aso asthe growth rate of the economy has falen sgnificantly in the 90s aongwith double
digit inflation and rigng unemployment. Given these trendsiit is not surprising that while poverty fdl in
the 80sit hasstarted risng rapidly inthe 90s. Asgivenin Table 1, incidence of poverty at the beginning
of the decade of the 80s was close to 31 per cent, which is estimated to have fallen to below 21 per
cent by the end of the decade. Latest estimates of poverty stand at almost 34 per cent of the
population.

It isalegitimate question to ask at this stage what the quantitative contribution of different factorsisto
changesin poverty during the last two decades. For this it is necessary to empiricaly identify which
factorsimpact upon poverty and to what extent. Research by Kemal and Amjad [1997], Akhtar and
Ahmed [1999] indicates that the following factors are significant in explaining the variation in the

incidence of poverty:
? level of red per cgpitaincome
? extent of unemployment
? level of food prices
? level of red per capita home remittances
? human capital
endowment of
the labour force TABLE?2
ELASTICITY? OF INCIDENCE OF POVERTY
: - WITH RESPECT TO DIFFERENT
Teble 2 givesthe dastiity of the POVERTY DETERMINANTS
level of poverty with respect to Deter minant Elasticity
the above - mentioned factors as Level of real per capitaincome -1.58
estimated by Akhtar and Ahmed | Unemployment rate ol
[1999]. It is interesting to note Level of food prices 052
_ o Level of real per capitaremittances -0.09
the high dadticities of -1.58 and _
Human capital endowment of the labor force -0.08

0.52 regpectively with respect to

?Thisindicates the extent of change in poverty incidence due
to a one percent increase in the deter minant.
Source: Akhtar, S. and Mansoor Ahmed [ 1999]

real per capitaincome and leve

of food prices. Poverty

dleviaioneffortsin Pakistan have
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generdly focused on income supplements and employment generation. The need for basic food security
for the poor in terms of access to and stability in prices of basic food items (like atta) has not been

adequately recognised.
Table 3 gives edimates of the
TABLE 3
quantitative contribution of different CONTRIBUTION OF DIFFERENT FACTORSTO
_ o CHANGE IN THE INCIDENCE OF POVERTY
factorsto the change in theincidence IN THE DECADE OF THE ‘80s AND ‘90s
of poverty during the 80s and 90s (Percentage Point?)
respectively. It appearsthat poverty Decadeof  Decade
) ] 80s of 90s
declined in the 80s because the
Changein Incidence of Poverty -10Y4 13
adverse impact of rigng food prices Contribution of:
was overshadowed by theincreasein | | evef of real per capitaincome -8 -13
rel per capita income and | Unemployment rate Ya &
| i 1, 3,

endowment of the labor force. As Level of real per capitaremittances Yo 2%

) Human capital endowment of the -2/ 1%
opposed to this, there are fewer | |abor force
mitigeting factors in the 90s. Rising | Unexplained -3/ -2
food prices, falling remittances and ?rounded off to the nearest quarter percentage point

Source: Akhtar, S. and Mansoor Ahmed [1999].

increesng unemployment have dl

contributed to grester poverty.
Because of rdative stagnation of redl per capitaincome especidly in the second haf of the decade, the
role of poverty reducing factors has been more limited.

[ MEDIUM-TERM PROJECTIONS OF POVERTY

Eight monthsinto the current fiscal year, it gppearsthat 1999-2000 will witnessamodicum of economic
recovery in comparison to 1998-99, which was an especidly difficult year due to the sanctions.
However, much of the improvement in the growth rate to about 4Y% per cent is attributable to bumper
crops of cotton and rice. This has led to a reviva of production and exports by the textile sector.

There are no indications yet of areturn to a higher growth path because the levels of invesment and
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TABLE 4
PROJECTED MAGNITUDE OF MACROECONOMIC
INDICATORSIN 1999-2000

I ndicator Unit? (1223]’:3 1999-2000

GDP Growth Rate % 3 4Y5
Levd of Fixed Investment % of GDP 13 13
Leve of Nationd Savings % of GDP 11%, 12Y4
Current Account Deficit % of GDP 2% 2Y4
Budget Deficit % of GDP 6 5Y
Rate of Inflation % 6 5
Incidence of Poverty % of Popn 33%2 34%,

?rounded off to the nearest quarter percentage point
Sources. Pakistan Economic Survey
SPDC ISPM Model

savings both remain depressed (see Table4). Therateof inflationislikely to remain low at about 5 per
cent due to the depressed demand conditions and restricted rate of monetary expansion, athough
adminigtered prices of petroleum prices have started rising rgpidly in recent months due to higher import
prices. The modest increasein red per capitaincome, relative price stability and continued highleve
of unemployment imply that in 1999-2000 while the incidence of poverty is unlikely to fdl it is dso
unlikely to increase rapidly. It is estimated that poverty will increase by about one percentage point in
1999-2000.

Looking beyond 1999-2000, the Integrated Socia Policy and Macroeconomic (1ISPM) modd of the
Socia Policy and Devel opment Centre has been used to generate various scenarios upto 2002-03, the
last year of the Nineth Plan period. The model has a conventiona macroeconomic module dongwith
two other modules relating to public finances and socia development (including poverty). It captures
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the interreationships among economic and socia variables in away which has not been modelled
before in a developing country context. Fegtures of the modd are given in Appendix .

The firgt scenario generated from the model is the base scenario or the ‘business as usud’ scenario.
This scenario is desgned to answer the question that if recent trends continue then what are the
implications for poverty in the next few years. Accordingly, assumptions underlying this scenario are
asfollows
0] enough fiscal effort to keep tax-to-GDP ratio congtant and an exchange rate policy
which keepsthe red effective exchange rate constant
(it) limited macroeconomic stabilisation with some fall in the budget and current account
deficits
(i) gradud restoration of private sector confidence and modest increase in the level of
private invesment
(iv) moderate growth in the world economy leading to some increase in export prices
v) no gpparent congtraint to financing current account deficits beyond the period of expiry
of debt relief in December 2000.

Therefore, the growth path in this scenario isinfluenced primarily by theleve of investment and savings
in the economy.

Based on these assumptions, the projected macroeconomic magnitudes and incidence of poverty
yielded by the ISPM modd are given in Table 5. The growth rate in the ‘business as usud’ scenario
remans below 5 per cent upto 2002-03. With a congtant tax-to-GDP ratio the fiscal deficit fals
dowly, by about ¥4 percentage point of the GDP each year, while the current account deficit remains
above 1Yz per cent of the GDP. Investment rises somewhat, primarily by the private sector. The
unemployment rate continues to rise while the rate of inflation is expected to remain low, though with
a rigng tendency. Altogether, the ‘busness as usud’ scenario implies modest growth, risng
unemployment and ardatively low but increasing rate of inflation. Consequently, it isnot surprising that
in this scenario poverty continues to rise, more or less, rgpidly. From about 34 per cent of the
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population in 1998-99, the incidence of poverty is expected to increase to 41 per cent by 2002-03.
Thisimplies that the number of poor will riseto about 61 million in 2002-03 as compared to 45 million
in1998-99. Contribution of different factorsto the projected changein the level of poverty isgivenin
Table 6.

Research Report No.33 MACROECONOMIC DEVELOPMENTS AND POVERTY



10

MACROECONOMIC DEVELOPMENTS AND POVERTY Research Report N0.33



11

TABLES
PROJECTIONS OF MACRECONOMIC INDICATORS
AND INCIDENCE OF POVERTY IN
THE ‘BUSINESSAS USUAL’ SCENARI O, 1999-2000 TO 2002-03

1999-  2000- 2001-  2002-

Indicators Unit” 2000 2001 2002 2003
GDP Growth Rate % 4Y5 4Y4 4Y5 4%
Unemployment Rate % 6% 7 Y4 T2
Leve of Fixed Investment % of GDP 13 13Ya 14 14Y5
Leve of Nationd Savings % of GDP 12V, 12%, 13% 14Y5
Current Account Deficit % of GDP 2Y4 2 1% 1¥%
Budget Deficit % of GDP 5% SYa 5 4%,
Tax Revenues % of GDP 12Y4 12Y4 12Y4 12Y4
Development Expenditure % of GDP 3Ya 3Ya 3Ya 32
Reate of Inflation % SYa SY2 6% 62
Incidence of Poverty % of Popn 34% 36Y2 38% 41
Number of Poor Million 48 52 56 61

?rounded off to the nearest quarter percentage point
Source: SPDC ISPM Mode
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The badsc concluson is that if the

TABLE 6
gro\Nth performa‘]ce of the economy CONTRIBUTION OF DIFFERENT FACTORS
TO THE INCREASE IN POVERTY IN THE
does not improve dramaticdly in the ‘BUSINESSASUSUAL’ SCENARIO

. (from 1998-99 to 2002-03)
next few years leading to faster

increases in rea per capita income (Percentage
Points?)
r ment absorption
and greater employment ption, Change in incidence of Poverty 7%
then poverty could rapidly assume CONTRIBUTION OF:
crigs proportions with two poor Level of real per capitaincome -3
families out of five in Pakistan. Unemployment rate 1
Clearly, effortswill haveto be made | L&vet of foodprices 157
Lo ) Level of real per capitaremittances Y
on a priority bass to boost the leve
Human capital endowment of the |abor force -2%

of invesiment in the: economy by ?rounded off to the nearest quarter percentage point

adoption of awideranging structural | Source: SPDC ISPM Model

reforms agenda.  This will require
ealy redtoration of private sector
confidence through rational and stable policies, resolution of the IPP problem and decline in interest
rates. Public investment, which has falen precipitoudy, will have to be raised by both resource
mobilisation and diversion.

[ BALANCE OF PAYMENTSADJUSTMENT AND POVERTY

However, we have not yet heard theworst news. Whilethe*businessasusua’ scenario reveasrapidly
increasing poverty in the next few years, the poverty outcome could be even worse if the economy has
to make a baance of payments adjustment after December 2000 (when the debt relief expires) to
create the requisite debt repayment capacity. In this section, we model the consequences of abaance
of payments adjustment on poverty.

Anaysds of the quantum of balance of payments adjustment required is given in Table 7. The table
demondtrates that in the immediate aftermath of expiry of debt relief the balance of payments position

becomes very precarious. Even after some reserve depletion the financable
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TABLE 7
QUANTUM OF ADJUSTMENT IN THE
BALANCE OF PAYMENTS
BEYOND 1999-2000

($ Million)

1999- 2000- 2001- 2002-
2000 2001 2002 2003

Projected Current Account Deficit in the 1500 1400 1300 1200

‘Business as Usual’ Scenario

Projected Available Financing of

Current Account Deficit: 1500 500 800 1200
1 Capital Account Surplus(+) / Deficit (-)? -3500 -600 800 1200
1 Exceptiona Financing 5000 700 0
I Depletion of FE Reserves 0 400 0 0
Sustainable Current Account Deficit?? 1500 500 800 1200
Target Deficit as % of GDP 2Y4 Ya 1Y4 1%
Quantum of Adjustment in the Current Account 0 -900 -500 0
Deficit

?After honoring all external debt repayment obligations

??The maximum deficit which does not lead to reserves falling below $ 1000 million

Source: Unpublished documents of State Bank of Pakistan

Research Report No.33 MACROECONOMIC DEVELOPMENTS AND POVERTY



14

current account deficit in 2000-01 is only $ 500 million as compared to the projection in the ‘ business
as usud’ scenario of $ 1400 million. Therefore, a large downward adjustment of $ 900 miillion is
required in the current account deficit if Pakistan isto continue honoring dl its externd debt repayment
obligations. A further adjustment is required in 2001-02, abeit of alower magnitude.

How can such an adjustment be achieved? There are essentially two options. Thefirst isby areal
devauation of the currency and the second by physical import compression via higher import margin
requirements of the type resorted to in 1998-99 after the sanctions and, if necessary, import quotas.
The ISPM Modd is used to modd these options. Thefirst optionis captured by adjustment scenario

| and the second by adjustment scenario I1.

Exchange rate depreciation can have some del eterious consequences on poverty. In particular, it can
cause domestic pricesof tradeables, including food, torise. Therisein pricesof imported capital goods
canadversdy affect investment, thereby implying lessemployment and income. Thefiscal consequences
are ambiguous. On the one hand, costs of externd debt servicing increase but thisis counterba anced
by increased tax revenues, especidly from customs duties. If administered prices are not adjusted
upwards then non-tax revenues could be adversdly affected. Overdl, if theimpact isnegativein terms
of alarger fiscd deficit then this is another factor contributing to higher prices. Positive impacts of
exchange rate depreciation on poverty include a higher rupee vaue of home remittances and to the
extent exportsincrease, higher employment and incomes.

Import compression via quantity adjustments may have negative consequences on poverty depending
on the nature and extent of this policy of import containment. If restrictions gpply essentidly only to
luxury imports then the impact on the poor islimited. 1f, however, imports of industrid raw materids
and capital goods aso have to be curtailed then this could have sgnificant adverse implications on
output, employment and incomes. In addition, the contraction of the import tax base could have

ggnificant negative implications on tax revenues and thereby enlarge the fiscal deficit.
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Resaults of the adjustment smulations by the ISPM mode are presented in Table 8 in terms of the

deviation of key variablesfrom the‘businessasusud’ scenario. In adjustment scenario Il which relies

exdudvdy on import compression it

TABLE 8
CONSEQUENCES OF THE BALANCE OF PAYMENTS appears that over the next three years
ADJUSTMENT PROCESS . .
(Average % deviation during 2000-01 to 2002-03 of the  [{ IMPorts will have to be reduced by
Adjustment Sce”a”g;‘r’]':”tg)e Businessas Usual’ about 8 per cent annualy in relation to

%) the level projected in the base scenario.
% ?

ADJUSTMENT SCENARIO
[ I current account deficit down to a

In adjusment scenario Il bringing the

Real Effective Exchange Rate +477 0 . . .

9 financable level will require, more or
Imports -4 -8
Exports +5 0 less, equal reduction in imports and
Current Account Deficit -35 -35 increase in exports. This will require a
Investment -2 . .

real devauation in the currency of 6 per

GDP Y -
Unemployment +4 +6 cent in 2000-01 in relation to the
Price Level +2 +1

exchange rate projected inthe ‘business

asusud’ scenario.

Adjustment scenario |1 involves more quantity adjustments. Therefore, the fdl in invesment, income
and employment is larger in this scenario. As such, theincrementa impact on poverty in this scenario
operates primarily via a reduction in red per cagpitaincome and increase in unemployment rate in
relation to the base scenario. Inadjustment scenario |1 the adjustment is primarily viaprices. Assuch,
mogt of the impact is through higher prices generdly and more particularly food prices. Theevolution
of poverty in the two adjustment scenariosis given in Table 9.

The table shows that the process of balance of payments adjustment implies even higher poverty than
inthe ‘business as usud’ scenario. By 2002-03 amost 43 per cent of the population could fall below
the poverty line. Inthe ‘businessasusud’ scenario the number of poor is projected to increase by as
much as 16 million between 1998-99 and 2002-03. Baance of payments adjustment to creete the

requisite debt repayment capacity makes another two million poor.
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TABLE9

DIFFERENT SCENARIOS

PROJECTIONS OF INCIDENCE OF POVERTY IN

Cumulative
1998- 1999- 2000- 2001-  2002- Increase
1999 2000 2001 2002 2003 from
1998-99
(% OF POPULATION)?
‘Business as Usua’ 33 34%a 36Y2 38% 41 T2
Scenario
Adjustment Scenario | 332 34%, 38 40 42 8Y2
Adjustment Scenario Il 332 34%, 372 40 424/ 9
(NUMBER IN MILLION)??
‘Business as Usual’ 45 48 52 56 61 16
Scenario
Adjustment Scenario | 45 48 53%2 57 62Y4 17Ya
Adjustment Scenario Il 45 48 53 S57% 63 18

?rounded off to the nearest quarter percentage point
??rounded off to the nearest quarter million
Source: SPDC ISPM Model

MACROECONOMIC DEVELOPMENTS AND POVERTY
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Therefore, the socid codts of such an adjusment are significant and argue for the introduction of a
poverty reduction component in future IMF programs in Pakistan.

Y FISCAL STIMULUSAND POVERTY

Government of Pakistan has been pushing recently for astrategy of economic reviva to bring back the
growth momentum of the economy and also smultaneoudy dleviate poverty. The Chief Executive
announced an Economic Reviva Plan on December 15, 1999, which includes a poverty aleviation
program. Within the context of such aprogramit is proposed to launch apublic works programiinitialy
of about Rs 15 hillion (equivalent to about ¥z per cent of GDP) by enhancing the overdl devel opment

dlocation in order to generate more employment and income.

The question is will such a program reduce poverty and to what extent. It essentidly tantamounts to
afiscd simulusinvolving enhancement intheleve of public expenditure and acorresponding riseinthe
gze of the fiscal deficit. Here again, the ISPM Modd is used to smulate the consequences of an
increase in development expenditure, in relaion to the base scenario, of %2 per cent of the GDP in

1999-2000 risng to 1 per

cent of the GDP in 2002-03. TABLE 10

CONSEQUENCESOF A FISCAL STIMULUSINVOLVING
INCREASE IN DEVELOPMENT EXPENDITURE
(Differencewith respect to ‘Businessas Usual’ Scenario)

Reallts of the amulation are

?

(% points)*

haps counter-intuitive and
pernap 1999-  2000- 2001-  2002-

unexpected (see Table 10). Indicators unit 2000 2001 2002 2003
. Development Expenditure % of GDP % $Z 1 1
It appears that a policy of P P ° ’ :
o GDP Growth Rate % Y Y Y Y
raising development
Unemployment Rate % 0 Ya Ya -
& iture | eventudly Budget Deficit % of GDP Yo Ya 1 1
to more, and not less| Rreeof inflation % n n Y 1
poverty. Initidly theimpactis| Current Account Deficit % 0 Ya Ya i
favourable as the income Incidence of Poverty % of Popn 0 Ya 0 Ya

?rounded off to the nearest quarter percentage point
Source: SPDC ISPM Model

enhancement and

unemployment reduction
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effects dominate over the rise in prices. However, by 2002-03, the higher inflation outweighs the
positive effects and poverty is higher.

Given that therisein prices

is primarily the TABLE 11

CONSEQUENCESOF A FISCAL STIMULUSINVOLVING
consequence of a larger INCREASE IN DEVELOPMENT EXPENDITURE
fisccd defict we sSmulae FINANCED BY HIGHER TAX REVENUES

next the consequences of a (Difference with respect to the ‘Business as Usual’ Scenario)
(%)’

strategy of financing the 1999-  2000-  2001-  2002-

. Indicators Unit?
higher development 2000 2001 2002 2003
. Development Expenditure % of GDP % Y. 1 1
expenditure not by P P ° : *
. . Tax Revenues % of GDP Y Ya 1 1
borrowings but by higher
GDP Growth Rate % Ya Yo 23 Yo
mobilisationof tax revenues Unemployment Rate % 0 Ya -Ya -
such thet the fiscal deficit | gydget Deficit %of GDP 0 0 0 0
remans unchanged and | Rateof Inflation % 0 Ya Ya Ya
there are no directly Current Account Deficit % of GDP 0 Ya Y Yo
Incidence of Poverty % of Popn Ya Y -1Y% -2

unfavourable  implications

. . ?rounded off to the nearest quarter percentage point
on inflation. Results of | source: SPDC 1SPM Model

smulation in this case are

given in Table 11. The

resultsindicate that if astrategy of raising devel opment expenditureisaccompanied by correspondingly
higher resource mobilisation so as to keep the fiscd deficit unchanged then such a strategy can have
consderable success in reducing poverty. The projected level of poverty in 2002-03 is lower by 2
percentage points in relation to the base scenario. However, theincreasein current account deficit by
% percentage point of GDP raises the issue of feasibility of implementation of such a strategy.

\Y A POVERTY CONTAINMENT STRATEGY
Based on the exlier andysis, we are findly in a postion to develop a poverty containment strategy.
Suchasdrategy aimsat keeping poverty constant at the baseyear level of 1999-2000. Elementsof this
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drategy can be embodied into what can be referred to as the ‘best case’ scenario. This scenario

assumes that thereis no balance of payments congtraint and that the resulting current account deficits
are financed either by further debt relief beyond December 2000 or by larger externd financing

organised through a renegotiated IMF program. It is aso assumed that higher development

expenditure is achieved largdly through additiona resource mobilisation.

Beyond these strategic elements, the *best case’ scenario embodies the following:

(i)

i)

)

presence of anew IMF program with second round of debt relief, absence of capital
controls, attractiveinvestment and privatisation policies, settlement of thelongstanding
IPP dispute dl lead to a rapid restoration of foreign investor confidence and rapid
growthinforeigndirect investment. Smultaneoudy, domegtic investment aso picksup
aded by thefdl ininterest rates

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)

moderation in prices of imports, especidly as oil prices fal from the pesk levels
atained in late 1999 and early 2000

aggressive policies for resource mobilisation which lead to an increase in the overdl
tax-to-GDP ratio by amost 2 percentage points by 2002-03. This is achieved by
broad-basing of the GST to retail trade and services, development of the agriculturd
income tax, indexation of fixed petroleum development surcharge rates to inflation,
more effective exploitation of the revenue potentia of the urban property tax, mgjor tax
reforms which lead to smplification of the tax system and fundamenta improvements
in tax administration by 2002-03

maintenance of the overadl non-tax-to-GDP ratio by greater cost recovery in mgor

economic sarviceslikeirrigation and highwaysand intertiary socid serviceslike higher
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(i)

(vii)

(viii)

(ix)

()

education; restoration of profitability of key public enterprises like WAPDA through
improvements in operationd efficiency and gppropriate tariff reforms

containment of costs of avil adminigration through recruitment bans and rightszing;
continued reduction in the share of defence expenditurein GDP by linking increasein
dlocations only to inflation

reduction in the share of interest paymentsin GDP of 1 percentage point by 2002-03,
achieved by the overdl deficit reduction and domestic debt retirement (due to debt
reief) which reducesthe pressure of government borrowing on the banking system and
enables areduction in interest rates

arisein tax-to-GDP ratio of 2 percentage pointsand reduction in current expenditure
by 2 percentage points of the GDP createsfiscal space of 4 percentage pointsof GDP,
which enables increase in the share of development expenditure in the GDP by 2
percentage points alongwith areduction in fisca deficit by 2 percentage points of the
GDP

successful privatisation which generates Rs 110 hillion (gpproximately $ 2 billion) by
2002-03, used primarily for debt retirement

the faster increase in the tax-to-GDP ratio enables larger fiscd trandfers to the
provincid governments leading thereby to larger outlays on education and a faster

increase in the human capital endowments of the labor force.

The key macroeconomic and poverty indicatorsin the ‘best case’ scenario are presented in Table 12.
The economy will need to achieve the following: average growth rate of about 5% per cent, average
inflationrate of 4%2 per cent and afdl in the unemployment rate by over one percentage point over the
next three years, for theincidence of poverty to be contained at its present level. Achievement of these
macroeconomic targetswill requirethe design and implementation of wide ranging reformswhich tackle
the many structural problems of the economy. Successin economic reviva and in poverty dleviaion
will require the highest sandard of economic governance. Thisis one of the greatest challenges that

Pakistan' s leadership faces today.
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TABLE 12
PROJECTIONS OF MACROECONOMIC INDICATORSAND
INCIDENCE OF POVERTY IN THE ‘BEST CASE’ SCENARIO

- e o amo o
GDP Growth Rate % 4% 5Y4 5% 6Y4
Unemployment Rate % 6% 6% 62 6
Leve of Fixed Investment % of GDP 13 14Y4 15% 164
Leve of Nationd Savings % of GDP 12Y4 13% 15Y> 16Y>
Current Account Deficit % of GDP 2Y4 2 1%, 1%,
Budget Deficit % of GDP 5Y2 4Y5 4 32
Tax Revenues % of GDP 12Y5 13Y5 14 14Y5
Development Expenditure % of GDP 3Ya 4 4Y5 5
Rate of Inflation % 5Y4 5 4 4
Incidence of Poverty % of Popn 34%a 35Y4 35Y4 34%a
Difference with respect to ‘Business as Usual’ Scenario
GDP Growth Rate % 0 1 1Y 15
Unemployment Rate % 0 -Ya -Y4 -1%
Leve of Fixed Investment % of GDP 0 1%, 2Y4
Leve of Nationd Savings % of GDP 0 134 2
Current Account Deficit % of GDP 0 0 Ya
Budget Deficit % of GDP 0 -Ya -1 -1Y4
Tax Revenues % of GDP 0
Reate of Inflation % 0
Development Expenditure % of GDP 0
Incidence of Poverty % of Popn 0

?rounded off to the nearest quarter percentage point
Source: SPDC ISPM Mode
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APPENDIX -1
THE INTEGRATED SOCIAL POLICY AND
MACROECONOMIC PLANNING (ISPM) MODEL OF SPDC

THE NEED FOR AN INTEGRATED MODEL

Hidoricdly, Pekigan's development planning models have not explicitly recognized the
interdependence between socia sector devel opment, intergovernmenta revenue-sharing transfers and
the macroeconomy. The macroeconometric model of the Pakistan Ingtitute of Devel opment Economics
was developed primarily to address the policy issues facing the macroeconomy and was updated in
1992 to include 97 equations. The model developed by the Applied Economics Research Centre
explicitly incorporates linkages between federal and provincid governments, but its scopeis limited to
resource mobilization.

Recognizing this redity, the Socid Policy and Development Centre (SPDC) has identified a pressng
need for Pakistan to develop amacroeconomic mode that explicitly incorporates the impact of public
expenditure, which is close to 30% of the GDP. SPDC has been working diligently over the past few
yearsto develop just such amodd.

STRUCTURE AND LINKAGESOF THE MODEL

The Socid Policy and Devel opment Centre has devel oped aunique economic model which can be used
as an effective planning tool for socid sector development. Thismode actudly integrates the socid,
public finance and macroeconomic dimensions of the economy under one interrdated system.

Cadled the Integrated Socid Policy and Macroeconomic Planning model (1SPM), the modd provides
the basic framework for andyzing the implications of SAP and numerous other economic and non-
economic policy decisons on the long-term development of Pakistan's socid sectors.

The modd ishighly disaggregated and coversdl threelevels of government. Itiscapable of predicting
outcomesin great detail, even & the level of individua socid service provison. Such adisaggregation
of the mode at the provincid leve in terms of revenues and expenditures on socid services (eg.,
schools, hospitals, doctors, teachers, enrollments, etc.) is required to andyze the impact of SAP on
the macroeconomy.

The modd is based on consgtent nationa level data from 1973 onwards and is estimated by single
equationregression techniques. It consstsof 265 equations, of which 129 are behaviourd and therest
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areidentities. These equations are subsumed into 22 interrelated blocks. All the blocks, dong with
their sze in terms of equations and identities, arelisted in table Al.

TABLE Al
INTEGRATED SOCIAL POLICY AND MACROECONOMIC
PLANNING (1SPM) MODEL

Total Number of Total Total
Behavioural Number of  Number of
Equations Identities  Equations

A Macro Economic Production Block 6 14 20
B Macro Input Demand Block 7 10 17
C Macro Economic Expenditure Block 10 10 20
D Federd Revenue Block 5 7 12
E Federd Expenditure Block 9 8 17
F Federd Deficit Block 1 3 4
G Provincid Revenue Block 7 5 12
H Provincid Expenditure Block 12 5 17
| Provincid and Totd Budget Deficit 0 3 3
J Locd Revenue Block 3 4 7
K Loca Expenditure Block 10 6 16
L TradeBlock 5 4 9
M Monetary Block 1 1 2
N Price Block 4 5 9
O Human Capitd Index Block 27 27 54
P Public Hedth Index Block 12 11 23
Q Index of Economic Infrastructure Block 0 4 4
R Index of Fiscd Effort Block 0 4 4
S Poverty 2 3 5
T Gender Inequdity 1 1 2
U Educated Unemployment 6 0 6
V Manutrition 1 1 2
TOTAL 129 136 265

Although the modd is broadly Keynesian in spirit, the specification of individua blocks and equations
are based on a pragmatic approach. It captures the reality and non-market clearing aspects of
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Pakistan’s economy. Thus, the macroeconomic block is essentidly supply driven. In addition, the
socid sector indicators are a so resource determined.

The modd is both dynamic and rich in specification. The nature of linkages across the modd varies.
In some cases, the linkage is Smultaneous, in which equations in a block are not only determining
equations in another block, but are dso determined by them. Examplesinclude the linkages between
the macro production and input block, the CHART AL
production and macro expenditure blocks and the

fiscdl revenues and expenditure blocks. These BASIC STRUCTURE OF THE MODEL
gdmultaneous equations may be behaviourdly
determined or may just be identities. The broad THEMACRO
links of the model can be traced as follows: ECONOMY

Macroeconomy ? Public Finance

The key link there is tha developments in the
macroeconomy influence the growth of the tax
bases (including divisble poal taxes) and thereby

affect the fiscd dtatus of different governments. | SOCIAL SECTOR PUBLIC
Also, the overdll rate of inflation in the economy | DEVELOPMENT FINANCE

affects the growth of public expenditure. \‘/

Public Finance ? Social Sector Development

The availability of resources, both externa and internd, determines the level of development and
recurring outlaysto socid sectors by different levels of government, especidly provincid and locd.

Social Sector Development ? M acr oeconomy

Higher output of educated workers and their entry into the labour force raises the human capita stock
and could contribute to improvementsin productivity and ahigher growth rate of output in the economy.
Smilarly, animprovement in public health standards may aso have afavourableimpact on production.
Public Finance? M acr oeconomy

Thelevel of government expenditure could exert ademand Sde effect on nationd income, whilethesize

of the overall budget deficit of the federd and provincid governments (combined) influences the rate
of monetary expangon and consequently the rate of inflation in the economy.
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Social Sector Development ? Public Finance

A vitd link in the modd is between the rate of socid sector development and the state of public
finances, especidly of provincid governments, intermsof implicationsfor theleve of debt servicingand
recurring expenditures.

Macroeconomy ? Social Sector Development

Demographic and other socioeconomic changes affect the demand for socia sector facilities such as
schools and hospitas, and thereby influence the level of socid sector outputs.

Linkages within macroeconomics, fiscal and social sector blocks

Apart from these broad linkages among different modul es, there are d so links between different blocks
within each module. The flow chart outlines the intersectord linkages within the mode (chart Al).

An example of amgor linkage within the macro module isthe two-way linkage to and from the macro
production block and macro input blocks. Thislink is due to the dependence of sectoral value added
onthefactors of production and input demand functions on the value of production. Macro production
determines macro expenditure, as private consumption is influenced by income.

The two-way link between the macro production block and the trade block is due to the fact that the
vaue of imports and exports determines and is determined by economic production activity.

Important linkages in the fiscal module congst of the S multaneous dependence of revenues of various
levds of government and their expenditures. Non-tax receipts of governments have been made a
functionof the recurring expenditure on particular servicesviacost-recovery retios. Smilarly, theleve
of government expenditure is affected by the government’ s level of resource generation.

Important vertica links between levels of government includefisca transfersin theform of divisible pool
trandfers, non-development grant requirements (in line with the feasible level of decentrdization) from
provincid to loca governments. The link between the budget deficits of the federd and provincid
governments are ther revenues and expendituresis obvious.
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FORECASTING AND POLICY ANALYSISTOOL

Given the richness in structure and the complex web of interreationships and interactions embodied
within it, the ISPM modd can be used first as aforecasting tool, both for the medium- and long-term,
and, second, for undertaking policy smulationsto andyze the consequences of particular policy actions
by the federd or otherslevels of government.

For example, if the federa government decides to pursue a policy of higher tax mobilization and opts
for arigorousfiscd effort, the mode can forecast the impact, not only on federa finances, but so on
the fisca atus of the provincid governments. In this scenario, it could aso forecast key
macroeconomic magnitudes such as growth in the gross domestic product and theinflation rate. With
respect to other specific policy issues, the modd can dso:

1 provide projections of the quantum of revenue trandfers to the provincid governments by the
federal government, both short-term and medium-term, under different scenarios;

determine theimpact of different ratesand patterns of economic growth on provincid tax bases
and revenues,

determine the impact of changesin provincid expenditure priorities on fisca atus, levels of
service provison and the overal macroeconomy;

determine the impact of education expenditures by provincid governments on sectord inputs
(schooals, teachers), enrollments, outputs, entry into the labour force and literacy rates;

determine theimpact of health expenditures by provincia governmentson sectord inputs (beds,
rurd health centres, doctors, nurses, paramedics) and on the hedlth satus of the population;

determine the impact on higher levels of resource mobilization by provincid governments on
federd trandfers, sectord levels of expenditure and fiscd status; and

determine the impact of SAP-type programs on the level and quaity of service provisonand
on thefinancid podtion of provincid governments.

Research Report No.33 MACROECONOMIC DEVELOPMENTS AND POVERTY



M ACROECONOMIC
DEVELOPMENTS AND POVERTY

By

Hafiz A. Pasha

SOCIAL POLICY AND DEVELOPMENT CENTRE
KARACHI

April 2000



29

Research Report No.33 MACROECONOMIC DEVELOPMENTS AND POVERTY



