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ECONOMY

The outgoing fiscal year
brought some measure of sanity
in Pakistan's economy. To name a
few key macroeconomic improve-
ments, the country's current
external account deficit narrowed,
foreign reserves increased and
industrial growth revived partially
while inflation also eased relatively
over the fiscal year 2008-09.

Last year would also be
remembered for a successful
agreement on the 7th NFC Award
and the passage of the 18th
Amendment -- two of the biggest
achievements in the sphere of
political economy, which are
going to benefit the economy a
long way down the road.

But the party-spoiling factor,
which also threatens the global
stimuli-led recovery with a dou-
ble-dip recession, is the country's
mounting fiscal deficit, and, in
turn a debt bomb - booby trapped
to set off if economic command-
ers make the wrong move.

The consolidated fiscal deficit
that reduced from 7.6 percent in
FY08 to 5.2 percent in FYQ9 after
entering into the IMF programme
in Oct-08, fiscal deficit was envis-
aged to be limited to 4.9 percent
in fiscal year 2009-10.

Though official figures haven't
been released at the time of writing
this note (July 24), it can be safely
deduced that the final fiscal gap
numbers may have surpassed 6
percent, owing to revenue short-
fall, higher expenditure, a serious
lack of coordination and mistrust
between the centre and the
provinces.

Moreover, the falling aggregate
investment is casting doubts on
the future output growth.

With a bleak law and order situ-
ation and rampant corruption, for-
eign direct investment is hard to
come by at desired levels. While
the government's fiscally con-
strained hands are axing the devel-
opment expenditure at one end; on
the other, tight monetary regime
and the onus of fiscal financing on
domestic sources are doing no
good to private credit revival.

Investment, as a percentage of
GDP declined from its decade peak
of 22.5 to its trough at 16.6 percent
in a span of just three years.

Lower investment levels have
reduced the investment-to-
national savings gap from 8.5
percent of GDP to just 2.8 percent
in FY10, in a mere two years time.
With national savings virtually
staying at the same level, the
decline is solely attributed to a fall
in investments. This has resulted
in an improved current account
balance, from a deficit of 8.5 per-
cent of GDP (FY08) to less than 2
percent in FY10.

But is it a desirable outcome?

No, as it is going to badly affect
the output growth in coming
years. With labour force growing
by an estimated 3.7 percent in
FY09 and expected to grow at
higher rates in coming years,
higher unemployment amid lower
output growth is inevitable.

The deadly combination of per-
sistent inflation and mounting
unemployment rate - stagflation -
Is a nightrmare for any policy maker.
Dr. Hafeez Shaikh, the country's
finance minister, and his team
ought to take stringent steps fo cur-
tail fiscal deficit, going forward.

The central focus should be on
increasing the tax-to-GDP ratio
from its abysmally low single-
digit levels, while also achieving
efficiencies in public sector enti-
ties that alone eat up 1.5-2 per-
cent of the GDP.

Given that debt growth in
quasi-fiscal operations clogged
liquidity in inefficient public sec-
tors during the past two years is
over Rs500 billion, marginal
gains can be achieved by curtail-
ing such non-development gov-
ernment expenditures.

FISCAL SANITY

The potential benefits of gain-
ing fiscal sanity are enormous.
The government will get more
room to spend on development
that not will only create the much-
needed employment but will also
sow the seeds of sustainable eco-
nomic growth in the times ahead.

Infrastructural spending can
plug in the energy deficits at
affordable rates; can provide ade-
quate market access for timely
transportation of agriculture
goods by devising a system that
encourages private entrepreneurs
to invest in agriculture business;
and many others.

Apart from development
spending, fiscal discipline can
pave way for debt servicing with-
out piling up additional loans.
That can potentially defuse the
looming debt bomb,

Globally, the threatening debt
trap is compelling the developed
economies of the west to remove
fiscal stimuli to curtail their budg-
etary deficits and lower debt
growth despite the time tested
theories that fiscal stimuli are nec-
essary if recession must be pre-
vented from turning into depres-
sion i.e. a period of deflation.

The importance of lower fiscal
deficit cannot be undermined. But
the ground realities in Pakistan are
different. In spite of being under
the IMF programme, tax reforms
are being delayed; after taking an
extension of a year, the govern-
ment borrowed another quarter for
homework before the implementa-
tion of VAT or reformed GST.

After incorporating tax refunds
due for the fiscal year 2010, the gov-
ernment has likely missed the feder-
al ax revenues target by around
Rs100 billion. This, when seen in the
light of a rather ambitious tax collec-
tion target set this year, most sea-
soned economists cast serious

STRUCTURAL REFORMS

While targeted monetary eas-
ing may be the only way to move
under the current circumstances
in the short term, a strong politi-
cal will is required to bring about
the much-needed fiscal reforms.

KEY ECONOMIC DATA IN PER CAPITA TERMS

Als FYo7 FY08 FYOe FY10
Total revenue 8,206 9,315 11,303 12,944
Tax revenue 5,625 6,527 g.013 9,569

Direct 2,134 2,432 2,688 3,397
Indirect 3,480 4,006 5,158 68172
Mon tax revenue 2,581 2,787 2,777 3,374
Total Expenditure 11,380 14,142 15,457 17,280
Current 8.695 11.512 12,466 13,577
Devealopment 2.741 2,807 2832 3.639
Cost of war * 2282 3,007 4,140 5819
Export 6.504 7.965 B.835 9,824
Impor 11,701 16,709 17,224 17,5682
Domestic Currency Debt 16.501 20,345 23,571 26,970
Foreign Currency Debt 13,530 16,804 20,866 22,033
Total debt 30,031 37,150 44,437 49,003
Annual per capita income (mp) 55,830 64,930 79,898 91,515
GDP per capita (mp) 54 833 63,633 77,791 88,088
Memorandum
Population 15817 16097 163.76 T66.52
Exchange rate (PKR-USD) 606 67.3 a1 84,4
GNP (Rs in million) 8,830,638 10,451,715 13,083,827 15238043
GDP (Rs in million) B.673.000 10,243,000 12,738 000 14,668, 000

* Estimated loss fo economy due o war on teror; FY10 numbers pertain to SMFEY 10
Sowrce: BR Research; based on Economic Sunsey 2009-10, FBS. SBP

doubts over FY11's targets.

Slippage on non-development
expenditures target is also immi-
nent. Since there isn't much room
to curtail the already squeezed fed-
eral development expenditure, full-
year fiscal deficit in FY11 is bound
to miss its target of 4 percent of
GDP by a significant margin.

Unless, some radical measures
are taken in the expected mini-
budget in October 2010, the onus
of demand management will fall
on the shoulders of monetary
managers. Even the introduction
of reformed GST in October may
only help in documentation in the
short to medium term as its ben-
efits can only be reaped in the
medium to long term.

Hence, to counter the infla-
tionary impact of fiscal financing
on domestic sources the
chances of a hike in policy rates
in coming reviews are high. This
is akin to treating a wounded
person by keeping him on tran-
quilizers; the doctors ought to
treat a bad cold before it turns
into pneumonia.

Nonetheless, the country's
monetary managers may keep a
combination of high policy rate
while injecting adequate liquidity
in the system at the same time
through open market operations
and providing concessional rates
for long-term financing and
export refinance schemes.

But knowing the poor gover-
nance structure of the economy,
such measures might create dis-
tortions in the system by expro-
priation of resources.

The federation and federating
units have to come to a resolve on
the implementation of reformed
GST on services.

At the same time, the provinces
must start taxing agriculture
income. This will not only
increase the tax base, but, more
importantly, it will also check
money laundering practices and
increase documentation of the
farming sector.

The array of services including
corporate services and consulting
services should also be brought
in the tax net, whereas the collec-
tion of direct income taxes both
from corporate and high net
worth individuals must be
streamlined by implementing tax

|
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administrative reforms.

If successfully implemented,
these tax policy and administra-
tive reforms can potentially add
another 2.5-3 percent of revenues
(as a percentage of GDP) in the
coming years.

Concurrently, the restructuring
of inefficient public sector entities
(PSEs) is imperative. Few of them
need to be privatized with the gov-
ernment retaining good chunk of
shares to reap dividends in medi-
um to long term, like the case of
HBL and PTCL privatization.

However, a political will to do so
is largely absent as current PPP
government has re-inducted
many PSE employees, who were
laid off out a decade ago, with all
the remunerations due in arrears.

There is no clarity in the policy
to restructure the many loss-
making PSEs. Finance Minister
Dr. Hafeez Shaikh appears to be in
favour of privatization, while
Labour Minister Khursheed Shah
and Advisor on Provincial
Coordination Raza Rabbani are
ruling out the possibility of sell-off
of while elephant.

As a consequence, Prime
Minister Gilani is seeking Dr.
Sheikh's effort to midwife the
restructuring of Pakistan Steel
Mills, Pakistan Railways, Pepco
and its distribution companies,
PIA, Trading Corporation of
Pakistan, Utility Stores
Corporation, National Highway
Authority and Passco.

These eight PSEs need to be
removed from the line ministries
and be handed over to all powerful
independent board of directors with
only one nominee director from the
line ministry. The Chairman of the
Board must neither be a Federal
Minister nor a Federal Secretary but
a person from the private sector
who is widely known for his com-
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petence and integrity.

The BOD must be answerable
to a holding company having the
Finance Minister as Chairman and
other relevant Federal Ministers
and eminent private sector per-
sonalities.

All eight PSEs must be insulat-
ed against political interference
and be empowered to appoint
consultants to restructure them.
The cost of this exercise can be
bome by money from the avail-
able international funds. Without
a legal structure and budget there
is no possibility of turning these
PSEs around and saving the pres-
sure on the Federal Budget.

Another step that needs to be
taken is the reduction in the size
of the cabinet, while slashing the
perks, and number of foreign vis-
its of ministers to harmonize with
the feelings of the common man.

Though these measures may be
construed as merely symbolic, it is
pertinent to note that countries that
tend to have low expenditure on
government machinery, have bet-
ter social security networks and fall
in category of developed countries;
for instance the US which has 15
ministries, the UK 22, and France
19. These countries’ ministries
fare much better than those in
India (48) and Pakistan (48).

Unless, efforts to reform the
economy are continued with a
broad-based political will, Pakistan
will keep knocking the doors of
IMF and other donor agencies, the
government will keep elbowing
out private borrowers and low
investment coupled with high
unemployment and debt trap will
be the fate of this country.

The writer is the Head of BR
Research team. He can be reached at
ali. khizar@br-mail. com
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