Summary Report

Introduction

Pekistan faces grave debt problems that threaten the economic future of the country.
These debt problems have been in the making for decades. The country is saddled with a large
externd debt and huge externd service payments, which cannot be met without exceptiond
assigtance from the IMF, World Bank and ADB and debt rescheduling from the Paris Club. It
adso has an enormous public debt burden (including the public portion of externd debt and
foreign exchange obligations), debt service payments for which preempt 60 percent of
government revenues. By any reasonable measure of debt burden, (be it stock ratios - such as
ratio of debt stock to GDP, exports, government revenues - or flow ratios - such as ratio of public
debt service payments to government revenues or ratio of externa debt payments to foreign
exchange earnings), Pakistan' s twin debt burdens are well beyond sustainable limits.

The problems of extreordinarily high public debt and very large externd debt are the
consequence of (a) large and persstent fiscd and current account balance of payments deficits,
(b) imprudent use of borrowed resources, such as wasteful government spending, resort to
borrowing for nondevelopment expenditures, undertaking of low economic  priority
development projects, and poor implementation of foreign aided projects, () weskening debt
carying cagpacity in terms of stagnation or decline in red government revenues and exports, and
(d) rising red cogt of government borrowing both domestic and foreign.

The dynamics of debt growth have been changing. In the last few years, stagnation in
government revenues and exports and risng cost of both domestic and externd debt have gained
in importance as the driving forces behind the rise in externa and public debt burden growth. As
a consequence, the debt burden growth was more rapid in the short span of time over the years
1996- 1999, than in the entire decade of the 1980s.

Rationalefor Borrowing
Borrowing domedticdly or abroad is a normd, indeed, necessary pat of economic
activity. Financid intermediation between lenders and borrowers, be they firms or governments,



improves the efficiency of resource dlocation and growth. The economic retionde for debt
cregtion is that borrowers can earn a higher economic return than the cost of invested funds and
that these economic returns can then be trandated into financid returns. Debt problems for
governments arise if debt-servicing capacity does not keep pace with growth of debt. This may
als0 be expressed as debt exceeding sustainable levels.

Sound debt management, like good economic management in generd, is more of an at
than a science. There can be and often is a debate on what ought to be an acceptable level of debt
burden and which precise indicators should be used to measure this burden. The basic rules of
prudent debt management relate growth of debt to that of debt servicing capacity, such as
increase in export and government revenues. These basic rules cannot be ignored for any length

of time.

Safe Limits of Debt
A portion of nomina debt is normaly wiped out by inflation, which reduces the burden

of red debt, and, therefore, a part of nomind interest payments in fact represents repayment of
principd. In andyzing the burden of debt the focus should, therefore, be on the rea magnitudes,
that is, red interest rate (nomind interest rate minus the rate of inflation) and the red rate of
growth of debt (nomina growth less the rate of inflation). If the red growth iate of debt exceeds
the real growth rate of GDP or revenue, the debt-to-GDP or debt-to-revenue ratio will begin to
rise and if this excess persdts for a long time, the growth in debt burden will assume explosive
proportions. Smilarly, in the case of externd debt, as long as growth rate of foreign exchange
earnings exceeds the rate of growth of debt, the debt burden as a proportion of foreign exchange
earnings will not go up.

The more sophigticated rules of debt management relate growth of debt burden to cost of
borrowing. For indance, it can be mathematicaly demondrated that if the primary fisca deficit
(i.e. deficit before interest payments) is zero, the ratio of public debt to revenues will not rise as
long as the average redl interest rate on debt does not exceed the real rate of growth of revenues.
Smilarly, if there is no current account balance of payments deficit, before interest payments, it
can be shown that the ratio of externd debt to foreign exchange will not incresse as long as
average red interest rate on debt does not exceed the red rate of growth of foreign exchange
earnings. Quite obvioudy, therefore, the levels of deficits before interest payments, the costs of



borrowing, and rate of growth of revenues and foreign exchange eanngs ae criticd
determinants of trends in public and externa debt burden.

But what are excessve levels of debt burden? If the debt is not concessond, public debt
to revenue ratio should not normaly exceed 250 percent and the ratio of externa debt to foreign
exchange earnings should not exceed 150 percent. With a moderate degree of concessiondity of
debt say 20-30 percent, these ratios should stay around 350 percent and 200 percent respectively.
Smilarly, it is normaly consdered desrable that external debt service payments not exceed 20-
25 percent of foreign exchange eanings and smilarly public debt service payments are kept
bel ow 25-30 percent of government revenues. (See Box 1)

Box 1 - Debt Sustainability I ssues

Sound debt management, like good economic management in general, is more of an art rather
than a science. The first important, and more subjective step is to specify the norms for prudent levels of
borrowing in terms of one or more indicators of debt burden. The second more technical but fundamental
dep is to develop guiddines based on the relationship between key economic variables, most notably the
rate of interest, the growth rates of GDP, government revenues and foreign exchange earnings, and the
initid levels of fiscal and wrrent account balance of payments deficit (excluding interest payments).
Once the norms of acceptable debt burden have been specified, technica guidelines may be derived
relatively esdly.

Debt burden indicators are of two types (a) stock measures, which relate the value of a stock of
outstanding debt to the annual level of key economic aggregates and (b) flow measures, which relate the
value of annual debt service payments to the same economic aggregates. Stock measures of the external
debt burdens are generdly expressed in terms of ratios to GDP and ratio to annua foreign exchange
earnings. Since these stock measures do not take into account the interest rate payable on debt and the
maturity structure of the debt - very relevant factors influencing debt service payments - the better and
more accurate measures give net present value of external debt (NPV) both as a percentage of GDP and as
a percentage of foreign exchange earnings. Use of a discount rate reduces the burden of real debt
payments in the aiter years and also takes account of the concessionality of the various interest rates.
Another stock measure is the ratio of short-term debt to total external debt. A high ratio of short-term debt
sends a danger signa because a number of the debt crises in Latin American and more recently in
Thailand and Korea have been triggered by the inability to roll over short-term debt (defined as debt with
a maturity of one year or less) as it fell due. In the context of short-term debt or other short-term
obligations, the level of foreign exchange reserves is an important indicator of the ability to withstand
unexpected foreign exchange pressures.

The widely used measure in Pekistan and elsewhere to judge the stock of public debt (including
public portion of externa debt) isits ratio to GDP. Though it is common practice to measure the burden
of public debt (as well as that of externa debt) as a proportion of GDP, it makes more sense to use the
yardstick of government revenues for monitoring changes in public debt burden. After all, GDP changes
do not automaticaly trandate into revenues, particularly in developing countries like Pakistan where the
taxation machinery is weak and the taxation systems are indlagtic. It is the expected growth in revenues
which provides the capacity to service future debt payments. Here again if alot of the foreign public debt
is concessiond it is desirable to use the net present value of public debt for determining the debt burden.

Box 1 contd.




Even with the best stock measures, however, total public debt as a proportion of revenues and the
present value of external debt as a percentage of exports of goods and services must be supplemented by
appropriate flow measures. In the case of externa debt, the most frequently used measureistotal annual
debt service as a percentage of exports of goods and services. Public debt payments consist of two parts:
debt service payments to foreigners for the external debt owed by the government, and interest and
principal repayments to residents for the domestic debt held by the public sector. There is merit in
considering only interest payments as domestic debt service burden The rationae of this asymmetry is
that since monetary authorities in the country have control over their own currency, the rolling over of
domestic debt can be taken for granted, whereas, short of default, the governments have little control on
the repayments obligations to foreigners. But irrespective of the definition of debt service used, the
measurement of annual revenues pre-empted by debt service, whether domestic or foreign, is necessary to
gauge the burden of public debt.

In the fina anadysdis, the ability of a country to withstand debt crises depends on the confidence of
the creditors and their willingness to roll over or reschedule debt payments due. However, clear debt
sustainability benchmarks have been developed under the Heavily Indebted Poor Countries (HIPC)
initiative. The suggested ratio limits for the stock of debt are:

a) NPV of External Debt/Export of goods = 150 percent
& services
b) NPV of Public Debt/Government Revenue = 250 percent

While discussng the debt sustainability issue in this report, we have kept the above-mentioned
benchmarks in mind. Since the concessional eement in Pakistan's externa debt is about 25 percent, we
have used nomina value of externa debt equa to 200 percent of foreign exchange earnings as the
indicative sustainable limit. In setting the sustainable limit of public debt for Pekistan at 350 percent of
government revenues, we have taken into account not only the concessiondity of public foreign debt but
also the fact that a part of public debt (less than 10 percent of the totd) is held by the State Bank of
Pekistan and thus, in some sense, isinterna to the public sector.

Nature of Pakistan’s Debt Problems

Pakigtan, in redlity, has not one but two debt problems. It has huge public debt and it has
very large externa debt. The fact that a large part of the public debt, now more than 50 per cent,
is externd in nature does not change the badc point that the public debt problem must be
andyzed sepaady from the issues reaing to extend debt. The basc rdaionde of
diginguishing externd and public debt issues is that it is not debt per se tha matters but the
ability to sarvice it. Public or government debt (including the public portion of externd debt) is a
charge on the budget and must be serviced from government revenues and/or additiond
borrowing whereas externd debt, both public and private, is a clam on the baance of payments
and must be sarviced from foreign exchange earnings, reserves draw-down as well as additiond
foreign borrowing. A country can have a public debt problem and not an externd debt problem
or vice versa It can, like Pakistan, have both problems but, as discussed below, the gravity and

urgency of the two problems can differ Sgnificantly.




Defining Debt

A key recommendation of the Debt Committee is tha in future, in providing debt
datigics, measuring debt burden, andyzing debt problems, and formulating debt policy, these
two facets of debt must conceptualy be kept apart despite their many interfaces - notably the
impact of fiscd deficits on leves of externd borrowing and the consequences of exchange rate
depreciation on the nomina vaue of public debt. At present there is consderable confuson, and
there exists no clear concept of public debt. Government documents often refer to domestic debt
and externd debt and tend to imply that they should be added up to get an idea of nationd debt.
Even the State Bank of Pakistan Annua Reports and some IMF reports have in the past tended to
lump domestic debt with external debt, both public and private, to get an overal magnitude of
debt. But this hybrid concept of debt does not make economic sense and can impede policy
andyss.

Public debt should further digtinguish between government debt and the debt of public
corporations, whether or not guaranteed by the government. In the process, only that part of the
external debt thet is serviced through the budget should be included in government debt while
externa debt owed by public corporations (with or without government guarantee) should be
shown separately. Private sector externd debt should not be included in public debt figures. In
providing the breskdown of government debt between rupee and foreign exchange debt, it is
necessary to modify present practice, which lumps foreign exchange obligations to residents with
domestic debt. Bearer certificates and specid US dollar bonds owed to resdents should be
included as a part of the government external debt and not as government domestic debt. For the
longer run, borrowing from resdents in foreign exchange should be phased out. Only non
resdents Pakistanis and resdent or non-resdent foreigners should be dlowed to hold foreign

currency deposits (See Box 2)

Usng the suggested conceptud changes, adjusted figures for externa obligations and
government debt are summarized in Tables 1and 2. These tables outline the build-up of externd
and public debt both in nomind terms and in relation to relevant debt burden indicators. The
relative debt burden indicators have been expressed both as a percentage of GDP as wdl as
percentage of foreign exchange eanings, in the case of foreign exchange obligations, and as
percentage of total government revenue, for public debt. Use of government revenues and tota

foreign exchange earnings as denominators for assessng debt burden of public and externa debt
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repectively, is in the view of the Committee preferable to use of GDP for the purpose. Whilst
GDP growth does not automaticaly trandate into debt servicing capecity, government revenues
and foreign exchange earnings provide much better measures of debt servicing capecity for
government and externa debt respectively. Further, it is necessary to derive the net present vaue
of external debt obligations by using appropriate rates of discount to take account of the
concessond eement of borrowing abroad (notably Officid Development Assstance) and then
relate this net present vaue to foreign exchange earnings and/or revenues. It will be desrrable to
work out the net present value of externd and public debt: there are indications that net present
vaue caculaions may tend to reduce the measured burden of external debt by about 25 percent
and roughly reduce the burden of public debt by 15 percent.

Box 2 - Resident Foreign Currency Accounts

The Committee has considered the issue whether residents should be alowed to hold foreign currency
accounts with some modified features, as per the present FE-25 scheme. However, on baance it believes
that in the longer run the government should phase out al borrowing in foreign exchange from residents
for the simple reason that it encourages the switch from rupee assets and thus undermines Pakistan’s own
currency. The past practice of not including foreign exchange obligations to residents in respect of foreign
currency deposits as a part of total foreign exchange obligations contributed to the mishandling and
ultimate freezing of foreign currency deposits.

Meanwhile, the Committee feels that the present government policy of not providing any undue
encouragement to holders of new foreign currency deposits (FE-25) is a correct one. Furthermore, the
policy of showing officia foreign exchange reserves net of State Bank of Pakistan (SBP) obligations in
respect of FE-25 deposits should continue. But now that SBP has increased confidence in its own
prudentia regulations and the management of commercia banks, especidly publicly owned banks, it may
wish to relax the condition of surrender of FE-25 deposits (to SBP itsalf) and leave the disposa of these
deposits to the discretion of commercial banks while subjecting them, as at present, to norma statutory
reserve requirements. For Pakistan, which has a large emigrant community interested in maintaining
contacts with the home country, it makes sense to alow non-residents to hold foreign exchange deposits
provided no special concessions are permitted. However, the case for allowing residents to hold FE-25
deposits does not exist because it unnecessarily encourages dollarization of the economy.

Debt Magnitudes & some International Comparisons

Table 1 indicates that totd externd debt obligations (including debt obligations to
resdents in foreign exchange) increased from less than US$ 10 hillion in June 1980 to nearly
USS$ 20 billion in June 1990 and jumped up further to a pesk of US$ 43 hillion in May 1998, just
before economic sanctions were imposed following nuclear explosions, first by India and then by
Pekisan. The stock of externd debt (including debt obligation to resdents) rose from less than
200 percent of tota foreign exchange earnings in 1980 to 258 percent in 1990 and further to 364
percent in May 1998. The ratio of debt service payment due (i.e. before debt scheduling) to
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foreign exchange earnings rose more sharply even from 18.3 percent in 1980 to 23.3 percent in
1990 and was dready above 40 percent in 1997-98. The steep rise in debt service reflected a
gradud hardening of terms of foreign loans (a moderate increase in interest rates and a shift
towards shorter term debt) especidly following the 1996 foreign exchange criss, which
necessitated large emergency high cost borrowing.

Following the fresh foreign exchange crids trigged by economic sanctions, it became
impossible to meet debt service payments, especialy because short-term debt could not be rolled
over, and there was a serious threat of a run on foreign currency deposts while the levd of
foreign exchange resarves was extremey low. The Government responded by freezing the
foreign currency deposits of individud resdent and nonresidents and subsequently seeking help
from the Paris Club to reschedule debt repayment (See Box 3. Even after extinguishing foreign
exchange liabilities in regpect of individud foreign currency accounts, (totding US$ 9 hillion)
Pakigan's externd debt and foreign exchange obligations ill stood & US$ 35 hillion in mid-
2000, nearly 300 percent of total foreign exchange earnings.



Box 3 - Debt Relief

Following the events of May 1998 and imposition of sanctions, Pakistan could not cope with its
externa debt-servicing burden and foreign exchange obligations. The country, therefore, took action on
severa fronts:

a) Besides freezing foreign currency withdrawal from bearer certificates and foreign
currency deposits (FCDs) held by resident investors amounting to $ 9 million in May
1998, the Government aso froze dl non-residents FCDs which amounted to $ 2.4 billion.
Subsequently, the country succeeded in rolling over non-resident ingtitutional investor’s funds
worth $ 1.5 billion. Other resident and non-resident investors were allowed to withdraw in local
currency or to exchange FCDs with the special US bonds issued by GOP.

b) In January, 1999, it sought and obtained relief on debt service from the Paris Club with respect
to public and publicly guaranteed debt contracted prior to September, 1997 and falling due

between January 1, 1999 and December 31, 2000 including arrears accumulated during the first
half of 1999. This rdief amounted to $ 3.3 billion. Under the Paris Club agreement
reached in January 1999, principal and interest payments due on public and publicly guaranteed
debt up to the end of calendar year 2000 were agreed to be rescheduled with ODA (soft |oans)
being rescheduled over 20 years with 10 years grace while other loans such as export credits
from bilateral donors were rescheduled over 18 years with 3-year grace.

) In December, 1999, Pakistan exchanged three existing Eurobonds worth about $ 610 million
on more favorable terms (3 years grace period, 6 years maturity and 10% coupon rates).

d) In December, 1999, Pakistan also reached agreement with 8 commercia banks to restructure $
415 million medium-term commercial bank credits.

€) Finally, Pakistan succeeded in rolling over short and medium-term liabilities amounting to $
300 million, held by other centra banks.

In January 2001 the debt restructuring exercise in Paris Club was repeated, resulting in a debt relief of $
1.8 hillion. This included $ 0.7 billion amount that had technically fallen in arrears under the February
1999 Paris Club Agreement. The period covered istill 30-9-2001.




Table 1 - External Debt Growth and Burden

End-June $Billions
1980 | 1990 | 1995 | 1996 | 1997 [1998 1999 2000
|. Public & Publicly 9.65 19.13 2752 27.63 28.30 2884 29.12 29.62
Guaranteed (A to E)
A.Medium Long Term EAD 8.66 1473 2212 2228 2315 2321 2310 2384
a Multilateral - 5.79 1012 1096 1230 1221 1057 10.73
IDA - (2.02) (303) (3420 (384 (355 (270 (2.806)
IBRD - (1.61) (282 (2900 (336) (B12 (259 (242
ADB - (1.93) (4.0 (433) (474 (518) (496) (511)
b. Paris Club - 8.09 1096 1029 9.86 985 11.38 1194
c. Other bilatera - 0.85 1.03 1.02 0.98 115 115 117
B. Other Medium & Long- 0 2708 2276 2045 188 1.634 1612 1.568
Term
a. Euro bonds 0 0 0.15 0.3 076 063 061 0.61
b. Defence N.A. 271 213 1.75 112 101 1.00 0.96
C. Short term Incl. IDB 0 0.798 1361 1520 1.119 1.398 1.312 1.230
a Short term Commercial 0 0.675 1232 1328 0828 1225 116 1.10
b. IDB 0 0.123 0129 0192 0291 0173 0152 013
D.IMF 0.735 0.667 1630 1535 1316 1.415 1.825 1.550
E. Central Bank Deposits 0.260 0.224 0.135 0.250 0.835 1.183 1.270 1.435
Il. Private Non-Guaranteed 0.055 0.304 1418 2405 2.705 3.127 3.435 2.842
Debt
[11. Debt Obligation to Residents
in Foreign Exchange 0 0.438 0589 0.496 0.414 0.328 1.360 1.444
Bearer Certificates 0 0.438 0589 049% 0414 0328 0196 0.147
US$ Bonds 0 0 0 0 0 0 1164 1297
IV.Other Foreign Obligations 0.115 2.116 6.575 8.305 9.843 10.91 1.380 1.072
A. Foreign Currency Accounts 0.115 2116 6.575 8.305 9.843 10.91 1.380 1.072
(FCAYS)
a. FCAsNon-Residents 0 0 1199 2008 2198 1507 1380 1072
(Indtitutiond)
b. FCAsNon-Residents 0 1.089 1992 2150 2154 2483 (1114) (0.569)
(Individud)
c. FCAsResidents (Individual) 0 1.027 3384 4147 5491 6.920 (2354) (1.303)
B. FE-25 Deposits 0 0 0 0 0 0 (0.617) (0.977)
Grand Total: 9.823 21.985 36.101 38.831 41.257 43.206 35.295 34.976

Note: Foreign Currency Accounts are included in foreign exchange obligations only upto May 1998 and then
excluded from the total because they were frozen. The new FE-25 foreign exchange deposits are also not

included in thetotal.




1980 1990 1995 1996 1997 1998 1999 2000

External Debt & Foreign

Exchange Obligations as % of
GDP 415 55.1 59.2 60.9 65.5 69.7 60.6 57.1

Foreign Exchange Earnings (Excl.
Accrual to Residents FCAS) 1999 2576 3017 3229 3573 3638 3307 2814

Debt Service as % of F.E. Earnings  18.3 23.3 27.5 31.0 374 41.4 40.2 39.5

MEMO ITEMS

Foreign Exchange Earnings (Excl. 4914 8534 11965 12.026 11547 11876 10.672 12.431

FCA Residents.)
GDP ($ million) 23.655 39.902 61.004 63.744 63.014 61.983 58.212 61.303

Debt Service ($ million) 0899 2078 3291 3734 4316 4912 4295  4.905

The dructura burden of overdl public debt in Pekistan represents for the longer run
an even more serious problem for policy makers than external debt done, dthough the latter
is the more pressng issue Nomind public debt (including the public portion of externd
debt) grew from Rs.155 hillion in 1980 to Rs. 802 hillion in 1990 and to Rs. 3200 hillion in
2000. Public debt burden has grown from 66 percent of GDP in 1980 to over 100 percent at
present. Table 2) But as mentioned above, the use of government revenues as denominator
for assessng public debt burden is preferable to the use of GDP for the purpose. In terms of
budgetary revenues, public debt is now 610 percent of revenues compared to 400 percent in
1980 and 470 percent in 1990. Tota public debt service (before rescheduling) for the year
1999-00 was Rs. 355 hillion or over 60 percent of tota revenues. This includes interest on
domestic debt and the public portion of externa debt service payments. Clearly, these
magnitudes far exceed sudtainable levels.
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Table 2 - Public Debt Burden and Growth (Rs. in Billions)

Mid Mid Mid Mid Mid
1980 1990 1996 1999 2000"
Debt payable in rupees 59.8 373.6 903.9 1389.3 1571.6
(38.5) (46.6) 47.7) (46.8) (49.2)
Debt payable in foreign exchange 95.6 428.5 992 1581.9 1624.5
(61.5) (53.4) (52.3) (532 (50.8)
Total Public Debt: 155.4  802.1 1895.9 2971.2 3196.1
Public Debt as % of GDP 66.3 93.7 88.5 102.0 100.7
Public Debt As % of Revenue 403.5 470.8 514.6 625.5 609.5
Public Debt Service As % of Revenue 19.6 35.7 46.0 61.0 60.3
GDP a market price (Rs. Billion) 234.2 855.9 2142 29135 3182.0
Totd Revenue (Rs. Billion) 38.5 170.3 368.3 475.0 512.6
1. Provisional Note: Figuresin parentheses are sharesin total debt

As Table 3 bdow suggests, Pakistan has a higher public debt burden, by a large margin, than that of
any large developed or developing country. It has a far more serious public debt problem than even
India, which is the only large Asan country which has negected fiscd adjustment and whose
government finances are not in good shape. Indids government debt to totd revenues was 385
percent in 1998 compared to the figure of 625 percent for Pakistan in 1998-99.

Furthermore, the figures for public debt understate government liabilities because they do not
indude any edimate of the contingent ligbilities of the Federd Government, which might maeridize
during the next few years. The contingent ligbilities of the Federd Government include: lidbilities in
respect of guarantees given to IPPs and other private and public bodies, unfunded losses of public
corporations including the Pakisgan Sted Mill, KESC and WAPDA,; and likely fina losses of public
sector owned banks, on account of bad loans. Unfortunately, Rkistan does not as yet have a system
of fisca contingency management. Public guarantees on contracts are given essentidly on an ad hoc
bass and occasondly, rates of return even on purely private invesments are under-written without
regard to fiscal consequences. As a reault, the problems crested by fiscd deficits have been
compounded by clams on government resources arisng out of explicit guarantees provided outsde
the budget or implicit contingent ligbilities (balouts) necesstated by economic falure of a large
number of loss- making public corporations.
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Table 3 - Public Debt Burden: International Comparisons

Total Debt As% of

Internal Debt As% of

Year GDP Revenue GDP Revenue
South Asia
India 1998 47.2 384.9 44.0 358.4
Si Lanka 1998 911 528.3 45.7 264.8
Pakistan 1999 102.0 625.5 46.8 292.5
East Asia
Indonesia 1996 23.9 1411 0.0 0.1
South Korea 1998 15.2 715 9.8 46.0
Philippines 1994 56.4 285.5 37.7 190.7
Thailand 1998 14.6 93.9 9.3 59.5
Mdaysa 1998 58.1 291.2 31.0 155.5
Latin America
Mexico 1998 28.3 219.5 10.0 774
Chile 1998 13.9 60.2 104 45.2
Africa
Nigeria 1998 N.A 377.3 N.A 330.3
Morocco 1995 79.4 272.6 33.3 1144
Industrialized Nations
USA 1999 40.1 199.7 26.4 1315
Ity 1998 111.3 384.1 N.A N.A
Span 1998 56.9 268.4 43.0 202.8

Source: IMF International Financial Statistics, April 2000

International comparisons of external debt burden are presented in Table 4. In order to
take account of the concessona dement of borrowing abroad (notably through Officid

Development Assstance), comparisons are made in terms of the net present vaue of externd

debt obligations by using the appropriate rates of discount.
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Table 4 - External Debt Burden: International Comparisons

(Calendar Year 1998)

Net Present Value of Total Debt Servicing
Debt
As% As% of As% of As% of
of Exports GNP Exports
GNP

South Asia
India 20.0 143.0 2.8 20.6
Bangladesh 230 135.0 15 9.1
Si Lanka 41.0 92.0 29 6.6
Pakistan 44.0 230.0 7.5 39.0
East Asia
Indonesia 169.0 252.0 22.2 33.0
South Korea 43.0 84.0 6.5 12.9
Philippines 66.0 104.0 7.6 11.8
Thailand 76.0 123.0 11.8 19.2
Mdaysa 69.0 66.0 4.7 8.7
Latin America
Mexico 41.0 111.0 1.7 20.8
Brazl 29.0 340.0 6.3 74.1
Chile 48.0 183.0 59 22.3
Africa
Egypt 29.0 128.0 2.1 9.5
Nigeria 76.0 250.0 3.4 11.2
Morocco 54.0 153.0 8.2 23.0

Source: World Bank: Global Development Finance, 2000.

The net present value of Pakistan's externd debt is clearly much higher than South Asian
and most East Asian countries. If we take account of Pakistan’s foreign exchange obligations to
resdents and indtitutional holders of foreign currency accounts, Pakistan’s external debt burden
appears to be as high as Nigeria s and Indonesid s and only below that of Brazil's.

13



Recent Trends

That Pakistan has a huge externd debt problem and a grave public debt problem is well
known. It is not widely recognized, however, that public debt burden rose very sharply during
1996-1999 (from 515 percent to 625 percent of government revenues) in a short period of three
years, which was a more rapid increase than in the entire decade of the 1980s. The externa debt
burden dso increesed modestly even though a pat of foreign exchange ligbilities were
extinguished by the freezing of foreign currency accounts. (See discusson below)

Factors of Degpening Debt Burden
A fundamentd source of Pekigan's economic problems and high debt burden is the
persstence of alow rate of nationa saving (Table 5) for more than two decades.

Table 5 - Savings and Investments

(Selected Y ears)
As% of GDP
Years I nvestment Foreign National
Savings Savings
1949-50 4.1 2.0 2.0
1959-60 125 6.0 6.5
1964-65 211 10.5 10.6
1969-70 14.6 4.5 10.1
1980-81 17.3 34 13.9
1989-90 18.1 4.5 13.6
1995-96 19.0 7.2 11.8
1997-98 17.7 2.7 15.0
1998-99 15.0 38 11.1
1999-2000 15.0 1.6 133

Like many other developing countries Pakistan rdied heavily on externd sources in the
1950's and 1960’ s but unlike many other countries, it has not become more self-reliant snce.
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Table 6 - Government Savings *
(Annual Average)

Y ear (Billion Rs.) As % of GDP
1980-85 2.4 0.9
1985-90 -10.9 -1.6
1990-96 -33.2 -2.2
1996-99 -87.4 -3.2
1995-96 -55.3 2.6
1996-97 -74.1 31
1997-98 -99.5 3.7
1989-99 -88.6 3.0

1999-2000 -96.0 3.0

*Defined as excess of consolidated government revenue over current expenditure

Growing negative savings in the government sector, as manifested in the indbility to
cover defense and other non-development spending from current government revenues, has been
the mgor contributing factor to poor nationd savings performance. The rate of private savings
has actudly gone up moderady over the lagt fifteen years, whils negative government savings
have averaged nearly Rs.90 billion per annum or 3.2 percent of GDP during the last four years
(Table6).

On the one hand, government non-development spending has risen sharply snce the early
1980's mainly because of rigng interest payments. On the other hand the tax revenue to GDP
ratio has tended to decline: this ratio, at 12.7 percent in 1999-2000, was actudly lower than in
1980-85. (Table 7) The tax base has remained narrow, tax machinery been both corrupt and
ineffective and repeeted attempts to raise revenues through additiond taxation have largdy
faled.

Itis hardly surprising, therefore, thet fisca deficits have perssted & a high level and
public debt burden has grown steadily. Despite numerous IMF agreements since the early
1980's, there wasl little fiscal adjustment over the last two decades (Table 7). The average fiscd
deficit, during the last five years, has been close to 7 percent of GDP.
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Table 7 - Fiscal Indicators
(At 1999-2000 Prices)

Rs. Billion
Tax Total Total Current Dev Fiscal Primary
Rev Rev Exp Exp Exp Deficit | Surplug/(Deficit)
1980-85 192.6 236.0 334.8 223.9 110.7 90.6 -65.4
[13.5] [16.6] [23.6] [15.9] [7.9] [6.4] [-4.6]
1985-90 272.0 344.8 505.5 376.3 128.3 150.3 -92.2
[14.1] [17.9] [26.3] [19.5] [6.7] [7.8] [-4.8]
1990-95 325.3 434.3 618.4 474.9 146.6 184.6 -47.8
[13] [17.5] [25.0] [19.7] [5.9] [75] [-2.0]
1995-99 402.5 478.8 685.2 569.6 124.0 206.4 -7.0
[13.8] [16.4] [23.5] [19.5] [4.3] [7.1] [-0.3]
1999-2000{ 406.8 524.4 730.7 642.2 95.6 206.3 37.0
[12.8] [16.5] [23.0] [20.2] [3.0] [6.5] [1.2]
2003-04" 565.7 681.4 797.2 662.1 135.0 115.7 47.2
[14.7] [17.7] [20.7] [17.2] [3.5] [3.0] [2.5]
2009-10" 923.1 1062.5 1163 911.9 251.1 100.4 90.4
[16.5] [19.0] [20.8] [16.3] [4.5] [1.8] [1.6]
2003-04° 528.7 627.8 742.2 634.4 107.8 114.4 102.9
[13.7] [16.3] [19.2] [16.4] [2.8] [3.0] [2.7]
2009-10° 7745 896.2 991.4 832.7 158.7 95.2 100.4
[13.9] [16.1] [17.8] [14.9] [2.8] [1.7] [1.8]

1) The projected figures assume strong fiscal adjustment with high revenue growth combined with high growth in
social and development spending.
2) Projections based on strong fiscal adjustment scenario, with moderate revenue and expenditure growth.
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Table 8 dealy brings out the changing dynamics of public debt growth and dearly
highlights the two current problems: stagnant government revenues and high cost of borrowing.

The very high growth rate of red debt in the 1980's did not immediately lead to a
sharp rise in debt burden because revenues were rising, development spending was
high, and growth rates of both revenues and GDP were strong. But it sowed the seeds
of future trouble, with the unsound dructure of taxation (which relied heavily on
foreign trade taxes) and debt service payments gradudly beginning to cut into
development outlays.

The sharp increase in public debt burden during 1996-1999 was mainly because
growth in red revenues was negative. This was in contrast to red revenue growth of
8.2 percent per annum in the 1980s and 3.9 per annum percent during 1990- 1996.

Public debt is now driven largdy by interest rate costs as the primary fisca baance
(i.e. bdance before interest payments) is now in surplus. Unfortunately, the red
borrowing costs of government debt rose shaply to 5 percent per annum during
1996-1999 (compared to 1-2 percent higoricdly) reflecting the combined effect of
dow down of both domedgtic and internationd inflation, while nomind interest rates
on borrowing declined little, and red depreciation of the exchange rate, which
increased the cost of servicing external debt. (See Box 4)

Table 8 — Dynamics of Public Debt Burden

Primary Real Cost * Real Growth Real Growth Real Growth of
Fiscal Deficit® | Of Borrowing of Debt in Revenues Debt Burden
As% of GDP % per annum % per annum % per annum % per annum
1980's 4.7 2.5 9.9 8.2 1.6
1990-96 2.0 -0.5 5.7 3.9 1.8
1996-99 -0.3 52 5.8 -0.7 6.5
2000-04° -25 44 2.7 6.8 -4.1
2004-10° -15 25 -0.1 7.7 -7.5

! Deficits before interest payments. Does not include government's borrowing for off-budget purposes.

Minus sign denotes a surplus
2 Includes capital losses on external debt.
3 2000-10 projections are under High Revenue Scenario
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Box 4 - Real Cost of Public Borrowing: Determinantsand Trends

The real cost of domestic borrowing is the nomina interest rate minus the rate of inflation. As the
table below indicates, the real costs of Pakistan's domestic debt have varied gregtly over time. During the
1980’ s the average nominal cost of 7.7 percent per annum was largely offset by an inflation rate of 7.2
percent per annum. The real cost of domestic public debt was thus only 0.5 percent per annum. At first
sight, this may appear surprising because the Government started paying very high nominal interest rates
on Nationa Saving Schemes (NSS) in the early 1980s while inflation was till relatively low. Two factors
dampened the impact of high rates of return on NSS instruments on government interest payments. First,
the initial weight of unfunded debt (borrowing through NSS) was small. Second, the reported interest
payments on NSS were low because the bulk of this borrowing is in the form of zero coupon five or ten
year certificates, the interest on which is recorded only where the term certificates are encashed. There is
thus a considerable lag in interest payments. But the principal reason why government nomina and rea
interest rates were low in the 1980s was that the bulk of government borrowing was at less than market
rates as al interest rates were administratively determined and government debt was sold in segmented
markets. The large reserve requirements for commercial banks (5 percent cash reserve requirement and 30

per cent liquid asset requirement) forced them to buy low-interest Treasury paper.

Real Cost of Public Debt

(% Per annum)

Red Cost of Real Cost of Tota Cost of

External Debt Domestic Debt Public Debt
1980s 34 0.5 25
1990-96 -0.9 -0.3 -0.5
1996-99 54 49 5.2
2000-4(Projected) 4.4 4.4 4.4
2004-10(Projected) 1.8 34 25

Financid sector liberdization, initiated in 1989 with the assstance of the World Bank, led to a
full market-based auction program for government borrowing. However, this liberalization was premature
and ill timed because it assumed a quick reduction in fiscal deficit to sustainable levels (Hasan, 1998). Its
impact, on the contrary, was to sharply raise the Government interest bill. Between 1987-88 and 1993-94
interest payments on domestic debt increased nearly trebled and the average nominal interest rate rose by
84 percent to 11.5 percent. Paradoxically, the much higher interest payments made the fiscal deficit
reduction difficult and the Government resorted during 1990-1993 to very large borrowing from the
banking system to finance the burgeoning deficit. The sharp acceleration in inflation during 1990-1996
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ultimately wiped out the effect of higher nomina interest rates, so that average real interest rate on
government domestic debt was dightly negative during 1990-1996 (T able 17).

For the most part of the last two decades, the rea cost of government domestic borrowing has
been negligible and, therefore, the growth in burden of public debt was moderated. The Stuation now is
sharply different. The real cost of domestic borrowing jumped upto the average of 9 percent per annum
over 1998-2000, as the inflation rate dropped and nomina interest rates stayed high. Even with the sharp
reductions in the rates of return on NSS since May 1999, the average interest rate paid on these schemes
will remain high for some years because of the very substantia time lags mentioned above. The Debt
Committee is assuming that the real cost of government domestic borrowing can be brought down to 3-4
percent in the coming years mainly through a sharp reduction on rates offered for fresh borrowing.

The issue of interest payments on foreign debt has not received much attention, at least in relation
to public debt. Nominal interest payments on foreign debt a Rs. 47 hillion in 1999-00 were only a
fraction of the interest payments on domestic debt of Rs. 198 hillion. As a percentage of GDP, interest
payments on foreign debt have rarely exceeded 1.5 percent. The average annua nomina interest rate on
external debt until recently did not exceed 4 percent because in general Pakistan avoided high cost
commercid borrowing till the mid-1990s. But just as in domestic debt, the relevant rate for externa debt
is the real rate of interest after alowing for internationd inflation. Internationd inflation, aready low in
the 1980s, came down to zero during 1995-1999, implying a steady rise in the red interest rate on
Pekistan’s foreign debt in Dollars. Furthermore, there has been red devaluation of the Rupee, which
increases the rea interest rate by increasing the real burden of external debt. There has been, in fact,
substantial real depreciation of the Rupee during the 1980s, relatively little change during 1990-1996 and
significant real devauation since then.

In estimating the real cost of foreign public debt, the Committee has added the capita loss on
foreign exchange to the nomina interest payment on external debt and then adjusted this nominal cost for
the rate of domestic inflation. The calculations suggest that real cost of external debt averaged 3.4 percent
per annum during the 1980s. It has risen dgnificantly since then, reflecting both low international
inflation and the accelerated pace of rea depreciation of the Rupee during the last few years. For the
period 1996-1999, the real cost of external borrowing is estimated at 5.4 percent per annum, even higher
than the high cost of domestic debt. In projecting future costs of external debt, it is necessary to take into
account the expected changes in the nomina value of Pekistan's currency, which captures both the
differential between international and domestic inflation and real depreciation, if any.
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The public debt problem has been greatly aggravated by declining effectiveness d use of
resources, both borrowed and domestic, during the last decade or s0. This has severa aspects.
There has been a serious upsetting of the balance between defense and development since the
early 1980s. The share of development in totd government spending, which was 40 percent in
1980 and 25 percent in 1990, declined to 13 percent in 2000. (Table 9 Almog dl of the increase
in share of interest payments has come a the cost of deveopment. While defense spending in
constant prices more than doubled between 1980-81 and 1999-00, real development expenditure
actually declined over that period.

Government borrowing for consumption has grown geadily during the lagt fifteen years.
As mentioned above, parts of the fiscal deficits were used to finance government consumption
rather than investment. It is evident that even with the given levd of fiscd deficits, the debt
burden would have been lower if the entire borrowing had been used to finance public
development spending, because higher public invesment would have contributed to higher GDP

and government revenue growth.
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Table 9 - Pattern of Public Expenditures

(At 1999-2000 Prices) (Rs. Billion)
Year Interest Payments Defence Development Other Total
1980-81 26.5 68.8 116.0 74.6 285.9
[9.3] [24.0] [40.5] [26.1] [100.0]
1984-85 56.2 108.7 112.8 120.6 398.3
[14.1] [27.3] [28.3] [30.3] [100.0]
1989-90 116.3 146.2 139.7 149.7 551.9
[21.1] [26.5] [25.3] [27.1] [100.0]
1995-96 174.6 159.0 147.6 234.2 715.5
[25.6] [23.1] [18.2] [33.1] [100.0]
1997-98 241.1 148.6 114.8 207.6 685.1
[33.9] [23.5] [18.0] [24.6] [100.0]
1998-99 2195 147.7 112.2 190.8 670.2
[34.7] [23.3] [16.1] [25.9] [100.0]
1999-2000 243.3 150.4 95.6 241.4 730.7
[33.3] [20.6] [13.1] [33.0] [100.0]
2003-04" 212.9 150.4 135.0 298.8 797.2
[26.7] [18.9] [16.9] [37.9] [100.0]
2009-10* 190.8 167.4 251.1 553.7 1162.9
[16.4] [14.4] [21.6] [47.6] [100.0]
1.0n the basis of high revenue and high growth scenario. On the basis of moderate-revenue and moderate-expenditure
projections for 2003-2010 are given below:
2003-04 2171 148.8 107.8 268.6 742.2
[29.3] [20.0] [14.5] [36.2] [100.0]
2009-10 195.6 159.0 159.0 478.0 991.5
[19.7] [16.0] [16.0] [48.2] [100.0]

Figuresin parentheses are % of total expenditure.
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Worse, there are many cases of low priority projects having been undertaken on politica
and other congderations. Motorways, Saindak copper and Tamir-i-Watan program are some of
the more obvious examples of misdlocated resources. In other cases, large and important
projects, notably Left Bank Outfal Drain (LBOD), Nationa Drainage Program (NDP), Chashma
Right Bank Cana Project and Socid Action Program (SAP) have not had the desired impact
because of poor desgn or feashility, poor coordination, delays in implementation or leskages in
the sysem. Deterioration in the deveopment impact of spending, & a time when the overdl
public invesment rate was declining sharply, has played havoc with the economy, depressing the
growth rate, causng serious shortages of infradtructure and limiting progress towards meeting
socid gods. There are widespread complaints about the dominant role and poor qudity of
foreign consultants, the growing role of donor agencies in the sdection of projects, inadequate
consultation with provincid governments, and unnecessary proliferation of umbrdla projects.
But a the heat of these falures to efficiently use public development resources are ether
political interventions, bypassing edablished procedures to ensure financid and economic
discipline, or grave weaknesses in the public sector inditutiona capacity to prepare, monitor, and
implement projects, and a tendency for top-down decison meking and increesing centraization
of powersin the Federd Government.

Roots of External Debt Problem

Large as the public debt in Pakigtan is, the debt criss was essentidly triggered by the
unsustainability of the leve of the current account baance of payments deficits and the pattern
of their financing in the 1990s.

During the ten years 1990-1999, Pakistan ran current account balance of payments
deficits (despite accruas of Resident Foreign Currency Deposits, (RFCDs) of US$ 6.8 hillion)
totaling over US$25 hillion, or an average of 4.8 percent of GDP. If accruas to RFCDs are
treated as borrowings rather than earnings, as they should have been, the cumulative current
account deficit during the 1990s was US$ 32 hillion, or over 6 percent of GDP. This means that
about one third of totd investment was financed from externa borrowing as againg dightly over
20 percent in the 1980s. The leves of current account deficit incurred in the 1990s are not
sugtainable even with a very rgpid expanson of exports. And in Pakistan, export and remittances
growth dowed down substantialy in the first haf of the 1990s, and has Since stagnated.
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Box 5 - Social Action Programme (SAP)

This report has sressed the importance of borrowing judicioudy and using borrowed
funds with utmog efficiency and effectiveness.  When this principle is not adhered to, there is an
increase in debt with meager economic outcomes in terms of growth, exports and revenues, and
thus the debt burden increases. The Committee has identified a number of examples where the
choice of projects was poor. The Socid Action Program (SAP-I) represents another kind of
falure falure of implementation.

Degpite an annua average growth rate of the economy around 6% over the decadel980-
1990, the fruits of growth did not trickle sufficiently down, leaving a large number of households
poor. It was againg this background that SAP-1 was conceived and launched by the Government
in 1992-93, initidly with its own resources and subsequently with support from donors in 1993-
94. An outlay of Rs.127 hillion for 3 years was provided by the World Bank, Asan Development
Bank, Netherlands and UK, with GOP and donors shares at 75% and 25% respectively.

The program addressed four important sectors, viz. primary education, basic hedthcare,
population wefae and rurd water supply & sanitation. Despite subgtantid dlocation of
resources, improvement in inditutionad capacity was not satisfactory, problems of teacher
absentediam, deployment of qudity teachers, lack of accountability, nonadherence to Ste
selection criteria, and dropout rates remained endemic. Some physical asset creation occurred,
but operational and procedurad bottlenecks impeded efficiency, accessbility and qudity of
sarvices. Further, locad communities, NGOS and private sector were not involved in SAP-1 in
any meaningful manner. Finaly, bureaucratic procedures and delays hampered donor financing.

In order to correct some of these problems and accelerate the pace of human
development, the Government launched a 5% years SAP-1I beginning in January 1997, a a totd
cos of Rs499 hillion of which Rs101 hillion was to come from the internationa community.
The program comprises a wider scope and severd new initiatives, in education (addition of
middle schools), hedth (tuberculoss and referrd hospitds) and provison of water supply
(extended to include urban dums).

There is generd agreement that performance outcomes, financing and governance under
SAP have been disgppointing thus far. The overarching god of SAP is to improve access and
quaity of basc socid services, and any meaningful review of progress to date must be based on
an andyss of outcomes in education, hedth, population, and rurd water supply & sanitation.
The availability of PIHS data for 1998-99 makes possble an andyss of outcome trends from the
dat of the program. These data show that education outcomes have not improved during the
SAP-1 years. In hedth, some improvements in core hedth datus indicators has occurred, but
utilization of government primary hedth fadilities is dill low. There have been sidfactory
fertility outcomes in the population sector. RWSS performance data show some increase in
access to clean water in rurd aress, but the Stuationis il far from ided.

Ovedl, it gppears that despite the Socid Action Program and complementary sector
invesment projects, improvement in public service ddivery is dther not being achieved, or is
occurring a a very dow pace. This is especidly perturbing in education, where dmost hdf the
population of school-going age is not enrdlled in public schools. Those who can afford it, and
aso some who cannat, are turning to the private sector.
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In face of sizedble current account baance of payments deficits, poor export performance
in the 1990s (Table 10), declining remittances and a decline in totd foreign exchange earnings,
from US$ 12.8 hillion in 1996 to US$ 11.2 hillion in 1999, not only aggravated the externa debt
burden but adso adversdy affected public debt. Furthermore, the frequent depreciation of the
exchange rate in recent years, necesstated by the baance of payments crises, has directly added
to rupee vaue of public foreign debt. Indeed, capitd losses on foreign exchange have been as
important a source of public debt growth as fiscal deficits.

There were two fundamenta causes of very disgppointing export performance in the
1990s. Fird, structura wesknesses in Pakistan's industry and exports (excessve reliance on
cotton-based textiles, subsdized till late-1980s due to the export duty on cotton), hampered
export development. Thus, upon curb of subsdy on raw cotton, the textile industry found it
difficult to face competitive pressure. Second, because of the ready availability of foreign
exchange through Foreign Currency Deposts (FCDs), there were lags in adjustment of the
exchange rate to high domedic rate of inflation, which contributed to eroson of export
competitiveness. FCDs were essentidly short-term obligetions of the country to deposit holders,
and therefore a certain proportion of FCDs should have been kept as reserves. However, dl
FCDs were used to finance the external sector deficitsin the 1990s.

The darm bells on externd debt did not ring partly because until 1996 only about haf of
the baance of payments financing required resulted in an increase in externd debt, the rest being
financed from accruds to resdent and nonresident foreign currency deposits and direct,
portfolio and IPPs-rdaed foregn invesment. Net foreign invesment inflows in the five years
1993-1998 done amounted to US$ 6.5 hillion. The consequences of the large exceptiona
financing, being notably FCDs and foreign investments in the energy sector, with guaranteed off-
take and guaranteed price for dectricity saes, on the long-term badance of payments Stuation
were gpparently not carefully considered either by the Government or the World Bank and IMF-.
In generd, Pakistan needed externd adjustment as much as it needed the fiscd adjustment that was
so much the focus of IMF agreements for more than a decade. But until recently, the baance of
payments targets suggested by IMF were much less stringent than fisca targets. Indeed, the 1997
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IMF agreement considered a current account balance of payments deficit of roughly 6 percent of
GDP (before accruas to RFCDs) quite feasible for 1997-98.

Table 10 - Exports, Imports and Trade Deficit (US$ Million)
Y ear Exports Imports Trade Deficit
1980-81 2958 5409 2451
[10.5] [19.3] [8.7]
1984-85 2491 5906 3415
[8.0] [19.0] [11.0]
1989-90 4954 6935 1981
[12.4] [17.4] [5.0]
1994-95 8137 10394 2257
[13.3] [17.0] [3.7]
1995-96 8707 11805 3098
[13.7] [18.5] [4.9]
1996-97 8320 11894 3574
[13.2] [18.9] [5.7]
1997-98 8628 10118 1490
[13.9] [16.3] [24]
1998-99 7779 932 1653
[134] [16.2] [2.8]
1999-2000 8569 10309 1740
[14.0] [16.8] [2.8]

Figuresin parentheses are as % of GDP

The Government, IMF and World Bank were too sanguine about the prospects of large
additions to resdent foreign currency depodits though it had been evident for some time that a mgor
factor in therr increase was the large implicit subsidy provided by the State Bank of Peakistan
through foreign exchange risk cover a a rate much below the expected depreciation of the Rupee.
The decline in export earnings after 1995 should aso have raised concerns about the desirability of
further large increases in externd obligations. Specificdly, the large repayment obligations related
to IPPs should have been explored in the context of the medium term baance of payments before
meaking irrevocable commitments. That there was a policy falure on many fronts is evident from the
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fact that not only was reliance on externd flows excessve, but aso these flows were used to finance
consumption rather than investment. In relation to GDP, much larger current account balance of
payments deficits were run in the 1990s compared to the 1980s. Nonetheless, the investment rate
actualy tended to decline in the 1990s.

Thus, the lessons from Pakistan's experience with externd debt are the rather obvious ones:
(a) debt problems can dso arise if non-debt flows are either unsustainable or too costly; and (b) debt
problems cannot be separated from broader issues of economic strategy and management.

The full impact of payments to IPPs on the baance of payments is yet to be fdt, given
that the Hubco dispute has been settled only recently and al projects have not yet been
completed. Notwithstanding this, invesment income payments (including interest payments) had
risen from US$ 1.3 billion in 1991-92 to US$ 2.5 hillion in 1997-98. According to various
estimates the tota impact of 1PPswill be to increase them by US$ 1.0 billion annudly.

Table 11 - Dynamics of External Debt Burden

Period Non-Interest | Real Cost of Real Growth of | Real Growthin Growthin
Current Borrowing External Debt |Foreign Exchange| External Debt
Account Earnings Burden
Deficit/Surplus
1980s -2.9 2.0 6.4 4.7 1.7
1990-96 -2.5 2.8 6.9 54 15
1996-99 -1.3 4.0 7.6 0.1 75

Unit value of imports of industrialized countries at 1980=100 has been used as deflator. Narrow
definition of debt, excluding all forex accounts, is used. External debt burden growth is thus
understated for the 1990s.

The above table emphasizes the pronounced relative deterioration in the externa debt
gtuation during 1996-1999. During this period the red interest rate on external debt rose while
red growth in foreign exchange earnings turned negative. Behind these economic aggregates, the
red problems have been: (8) poor economic management; (b) over rdiance on externd
resources, especidly during the last decade; (C) neglect of domedtic savings, (d) less than
effective use of borrowed resources, and (€) in extreme cases, borrowing for sustaining
consumption rather than invesment. Given the enormous current account balance of payments

deficits and the very fragile pattern of ther financing through RFCDs, there was a certan
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inevitability about Pakisan's foreign exchange crigs The impogtion of economic sanctions in
June 1998 merely accelerated its arrival.

Consequences of High Debt Burden

The sngle biggest consequence of the high and growing public and externa debt burdens
has been a sharp dow down of Pakigan's economic growth from over 6 percent per aanum in
the 1980s to less than 4 percent in late-1990s. This in turn has led to a sharp increase in the
incidence of poverty. But it is dso true that dow growth has compounded the debt problem
because debt-servicing capacity has been adversdly affected. The links between high debt burden
and dow growth need to be understood better.

Because df reliance is being forced on Pakisgtan by: (a) the overhang of heavy debt
savice payments, (b) limited ability to contract fresh borrowing on maket terms (C)
unfavorable climate for foreign investment; and last but not least (d) drying up of sources of
concessonad assgance due to politica factors, domedtic investment will have to rdy amost
entirdy on nationd savings during the next few years. Unfortunately, the naionad saving rate has
actualy declined in recent years.

Foreign savings which accounted for over 30% of our investment during the 1990s, due
to rigng debt service payments, came down sharply to a little over 10% of invesment in 1999
00. A further decline in foreign savings (current account baance of payment deficit including
officid tranders) by 2003-04 is likdy and only about 5% of invetment will therefore be
financed from externa sources in 2000-2004. This will clearly dow down recovery of

investment unless nationa savings register a sharp increase.
On the domedtic dde, the steady rise in interest payments on government debt to an dl-
time pesk of 7.6% of GDP (or 33 percent total government expenditures) in 1999-00 has had a

devastating impact on public development spending.

Findly, domestic and foreign private investment is being discouraged by:
= Large government domestic borrowing, which is keeping the red interest rates high.
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= The shortage of complementary infradructure and inadequate skill development,
attributable directly to shortage of fisca resources.

= Limited access to internationd capitd markets and increased uncertainty among
foreign investors on account of externa debt rescheduling and the prospect of
additiona debt rescheduling.

Debt Trap
There is little doubt that Pakigtan is in the firm grip of a debt trgp. The country is caught

in the vicious circle of high debt payments leading to stagnation in invesment and growth, with
low growth, in turn, limiting the capacity to service debt and reduce debt burden.

Inherent Dangers
Can Pakigan bresk this vicious circle? Certainly, if it tries had and remans on the

course of reform and adjustment. But the past record is not encouraging. Little fiscd adjustment
was undertaken over the last two decades. There has been virtudly no reduction in fiscd deficit,
and negative government savings have increased deadily, where development has borne the
brunt of relative cutsin norinterest pending.

The consequences of not deding effectively with debt problems would be disastrous for
the economic and politicd future of the country. Word-case scenarios are eadly imaginable,
where rising debt burden would lead to:

= Further dow down in growth.

= Lage scde printing of money (if revenues do not rise), leading to a rising rate of
inflation.

= Consequent free-fdl in the vaue of the Rupee.

= On the extend Sde default or technicd default, triggering economic isolation and
forcing reliance on economic controls.

= Adverssimpact on flows of trade and technology.

Need for a Multiprong Strategy

The present burdens of both public and external debt are totaly unsustainable. Currently
it is not possble to meet our externd debt service obligations without seeking debt rescheduling
from the Paris Club and exceptiond assstance from the IMF, World Bank and ADB. On the

domedtic Sde, even though the fiscd podtion now shows a primay surplus, huge interest
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payments on rupee debt are kesping government internd borrowing requirements and red
interest cogts high. Clearly, the externa debt burden needs to be brought down so that Pekistan
does not need exceptiond financing from the internationd financid inditutions (IFls) and
periodic rescheduling from the Paris Club. Smilarly, it is dedrable that red, if not nomind,
growth in government domestic debt, come down to zero in order to relieve the pressure on
domestic interest rates and capital markets.

Since, the debt problem has risen because of policy failures on a broad front and over a
sustained period, there is no quick fix for debt reduction. The satifactory resolution of debt
problems will take both time and aggressve policy actions. Moreover, desrable though it is, the
reduction of debt to sustainable levels cannot be the only economic god. There is dso an urgent
need to revive economic growth has dowed down on a trend basis to 4 percent annum. As
mentioned earlier, the dow down in growth is on the one hand a mgor consequence of the
sharply risng debt burden and, on the other hand, compounding the debt problem by adversdy
affecting debt service capacity. In order to free itsdf from the debt trgp, Pakistan needs an
integrated economic revival and debt reduction drategy. The twin gods of this drategy should
be (&) a notable reduction in debt burden, and (b) a sgnificant increase in the growth rate over
the medium term. In the short-run of two to three years, some difficult trade-offs between debt
reduction and economic growth will be unavoideble. But the Committee is confident that with
drong financid discipling, forceful sructurd reforms and improved governance, economic
growth can be revived to a sound 5.5 percent per aanum by 2003-04. At the same time, red
external debt burden can be reduced by 25-30 percent and the need for exceptiond assistance
from the IMF and Paris Club rescheduling phased out by 2004. In the second haf of this decade,
economic growth can recover to over Sx percent per annum while public debt burden can be
brought sharply down by 2010.

Growth Revival and Debt Reduction
An integrated economic revival and debt reduction drategy should have the following
eght interrelated dements.

» Reviving economic growth notwithganding financid condraints, by focusng on
improvements in factor productivity through both sructurd reforms and improved
governance. The most promising sectors for expanson are agriculture, manufactured
exports and il and gas.
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= Improving debt carying capacity through growth in exports, remittances and other
foreign receipts, and growth in government revenues.

Reducing the rate of future borrowing by reducing the fiscd and current account
balance of payments deficits, and reducing the large losses of state owned enterprises
that augment the budget deficit.

= Working towards an agreement with IMF for Poverty Reduction and Growth Facility
(PRGF) for 2001-2004, which will dso ensure: (8) exceptiond financing needed from
other multilaterd organizations, (b) debt rescheduling from bilateral sources, and (C)
reasonable risk rating in internationd financia markets.

= Bringing down the red cos of government borrowing, especidly domestic
borrowing.

= Accderding the process of privatization and private sector development. Improving
the dimate for domedtic and foreign investment, increesing attractiveness of foreign
private investment flows especidly for export-oriented activities, and reducing
incentives for flight of capital abroad.

= Improving the effectiveness of government expenditures especidly the use of
borrowed resources, spedificdly through dimination of government borrowing for
non-development expenditures and more effective use of foreign aid.

= Adopting a medium and long-term debt strategy with clearly defined goas of debt
burden reduction and putting into place debt management and monitoring systems to
effectively review and monitor progress on debt induding on contingency
management in the context of arolling medium-term macroeconomic framework.

The agenda outlined above is extremey tough. It will require single-mindedness, a
grong will to stay the course and determined efforts to overcome implementation problems.
Pakigan's higtory is littered with failures of important economic initistives. Nothing less than a
magor bresk from the past is needed to rectify magor policy mistakes. Skepticism abounds but
the Committee is confident thet the Government will be able to successfully implement the
integrated economic revival and debt reduction Strategy provided (8) it pursue macro-adjustment
and dructurd reforms  gngle-mindedly (b) improves governance (¢) drengthens public
inditutions for development sgnificantly, and (d) drongly ressts pressures from wel established
vested economic interests, namey redundant employees in the public sector, recipients of
economic rents in the private sector, corrupt officids, especidly in the tax and police
department, and labor unions.
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The Committee recognizes tha the Government is dreedy emphasizing many eements
of the above drategy. It is focusng on the reduction of fiscd deficitss mohbilization of
government revenues, expanson of exports, privatization and drengthening of oil & gas and
information technology sectors. It is dso ataching high importance to maintaning a program
with the IMF with a view to moving towards a three year Poverty Reduction and Growth Facility
(PRGF) which will provide the basis for exceptiona assstance from the World Bank and ADB
and further rescheduling from the Paris Club till 2004.

However, actua progress is dill impeded by the interrdated problems of implementation,
vay limited inditutiond capacity and poor governance. Even though many of the eements of
debt reduction drategy (expanding exports, rasing revenue, improving private investment) are
closdly linked to broader issues of economic management and governance, it is beyond the scope
and capacity of the Committee to ded in depth with this large range of issues. The main focus of
the Summary Report is to define redigtic objectives of externd and public debt reduction,
identifying the means to achieve those objectives and putting them in the context of other
economic goads. The Committee is stressing the need to adopt a medium and long-term debt

drategy with clearly defined goas of debt reduction, arrangements for contingency management
and an inditutionad framework to monitor and review progress towards debt reduction goas. But
gnce debt management is intimady connected with overdl economic management, andyss,

findings, and recommendations are made in the context of an overal macroeconomic framework.

Revival of Growth with Financial Congraints

Since drong economic growth, accompanied by an expanding level of government
revenues and foreign exchange earnings, is essentid for reducing not only the present debt
burden but aso for cregting capacity for future borrowing, the acceeration of growth initidly to
5.5 percent per annum by 2003-04 and further to over 6 percent in the second haf of the decade
deserves high priority. The dilemma is that the recovery of investment rate would a best be dow
(the ratio of investment of GDP is projected to increase from 15 percent to 16.8 percent over
2000-2004).

The chdlenge before the Government is to use the improvements in productivity and
better governance to achieve accderation in growth. In principle, this should not be difficult
because economic resources have not been used very efficiently in the past and poor governance
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hampered the effectiveness of ddivery of public services. Agriculture, manufactured exports,
information technology and oil & gas should be the leading edge of growth. In dl these sectors, a
number of policy steps can contribute to reviving growth in the short to medium term even
without a lot of new invesment. For ingtance, agricultural output can be expanded by (a) better
use of exiging water resources through improved cand irrigation and maintenance, and (b)
providing better incentives for water use and on farm development by sharply raising water rates.
Smilaly, a forceful use of the regulatory authority can help reduce adulteration in seeds,
pedicides and fertilizers.  In indudry, the Government needs to be highly sdective in reviving
sck industrid units. Closing down unvigble plants and avoiding use of scarce resources on sick
or nearly dead units will force attention on new economicaly profitable avenues of exports and
industry. Policy focus on vaue-added exports and a move away from cotton yarn would aso
help. In generd dso, the objective in the export fidld should be increasing unit values as well as
volumes. In the oil and gas fidd, gas price adjugments and firm commitment to full gas price
deregulation over the next two to three years will not only speed up privatization and accelerate

gas development but aso result more immediately in amore rationa use of energy.

Table 12 - Macroeconomic Proj ections

[1980's 1990-95 1995-99 1999-2000  2000-2004 2004-10]

Rea GDP Growth 6.5 49 4.0 4.8 4.8 6.2
Inflation 7.7 115 9.8 3.6 5.6 6.1
As % of GDP
Investment 18.7 195 17.6 15.0 15.9 19.7
National Savings 14.8 14.8 129 134 150 17.9
Foreign Savings' 39 4.7 4.7 1.6 0.9 1.8

ICOR® 2.8 37 40 2.8 31 2.9

! Defined as the current account balance of payments deficit.
2 Incremental capital-output ratio

Another area where much more can be achieved, with a given amount of resources, is
public spending on education and hedth. Without mgor dructura improvements, including
much grester autonomy and higher cost recovery, momentum in these sectors will continue to
move towards the high cost but reaively high qudity private sector in education and hedth. The
government should use its plans to devolve authority to locad levd for massve decentrdization
of education and hedlth services.
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The macroeconomic scenario presented in Table 12 tries to baance a number of
economic gods that may conflict, a least in the short run. The scenario provides for acceleration
of annuad economic growth from around 4 percent a present to 5.0 percent in 2001-2003 and 6.2
percent over 2004-2010, while the drategy and economic projections underpinning the scenario
target ggnificant reductions in externd and public debt burdens over time (See Box 6).
Economic growth during the next few years will continue to be condrained by the reatively low
rate of investment in relatiion to GDP. The average investment rate over 2000-2004 will be barely
16 percent against an average of over 18 percent in the 1990s. The reduction in the investment
rate reflects, among other things, a reduction in the availability of externd resources as a result
of the heavy burden of externa debt payments.

Rdiance on externa resources to finance over 30 percent of investment in the 1990s was
both unsugtaingble and undesrable. Our macroeconomic scenario assumes that Pakistan  will
have to manage with very limited net foreign savings (that is, current account badance of
payments deficit) over 2000-2004, but redtoration of externd debt equilibrium thereafter will
endble larger inflow of both externd loans and foreign private investment. Specificdly, it is
assumed that the current account baance of payments deficit will continue to decline till 2004,
because of externd financid congraints, but will gradualy increase to 3% of GDP by the end of
the decade with reasonable export growth. Still, rdiance on foreign savings will be less than 10
percent of total projected investment during 2004-2010. Thus the pattern of development will
tend towards sdf-rdiance. Investment is thus projected to average 19.7% of GDP during 2004-
2010, dightly higher than the previous peak of 19.5 percent during 1990-1995.

The invesment recovery, combined with expected improvements in productivity, could
push the GDP growth rate to 6.6 percent per annum by 2009-10. Pakistan’'s population growth
rate is expected to drop gradually from the present level of 2.2 percent to 1.8 percent per annum
by 2009-10, reflecting the demographic trangtion that has begun, to maintain which, aggressive
policy steps to further femade education, public avareness and provide extended family planning
services are necessary. There are thus good prospects of achieving a per capita GDP growth rate
of over 4 percent per annum in the second half of this decade.

The viddility of the criticd short-to-medium term scenario depends on three key
conditions maeridizing, namdy (@ a dgnificant nationd saving effort, (b) broad internationd
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support to meet the large overhang of externa debt payments, and () magor improvements in
productivity.

The scenario for 2000-2004 assumes that the national saving rate will increase from 134
percent of GDP in 1999-00 to 16.7 percent in 2003-04, implying a margind saving rate of over
30 percent. This improvement in saving is fessble because it is projected to come mainly
through turning the large Government revenue deficit (3.7 percent of GDP in 1999-00) to a smdl
surplus by 2003-04 (see discusson below). The task of putting a financia package together so
that Pakistan can meet its externd obligations in an orderly fashion is dso discussed a length
laer in the report. An equdly big chdlenge will be to bring about distinct improvements in
productivity. As Table 12 indicates, the basic assumption is that the incrementa capita-output
ratio which increased sharply in the 1990s, denoting inefficient use of resources, can come down
a leest patly towards the historicd average as a result of dructural policy and governance

improvements.

Box 6 - Key Assumptions of M acroeconomic Framework

Pekistan is currently experiencing deceleration in economic growth. Real GDP grew by an
average rate of 6.1 percent in the 1980s but Sowed to an average of 4.9 percent during 1990-1995 and
further to 4.0 percent during 1995-2000. The Committee envisages that the economy will revive gradually
with real GDP growing by 5.5 percent in 2003-04 and further by 6.6 percent in 2009-10. The Committee
has noted that unrealistic growth targets were set in the past, which could not be redlized, in the process
undermining the Government’s credibility. Consequently, athough these growth targets may appear low,
the Committee believes that taking the economy from a low and declining growth path to a relatively
higher and sustainable path will not be a meager achievement. Indeed, it will till require a significant
improvement in the marginal efficiency of capital. We have assumed that the Incremental Capital Output
Ratio (ICOR), 3.0 during 2000, will show significant improvement over the trend (around 3.8) in the
1990s.

Investment in the medium-term (2003-04) will remain constrained by baance of payments
developments. The current account deficit as percentage of GDP will decline to a low level by 2003-04.
As a result, only limited foreign savings will be available to supplement national savings to maintain a
higher level of investment. Investment is thus projected to increases from the current level of 15 percent
of GDP to 16.8 percent by 2003-04, and 22.6 percent by 2009-10. Of this, pubic sector investment is
projected to rise from the current level of 5.3 percent of GDP to 5.8 percent by 2003-04, and thereafter to
8.0 percent by 2009-10. The private sector share is estimated to rise from the current 8.1 percent to 9.5
percent of GDP by 2003-04 and further to 13.1 percent by 2009-10.

With foreign savings remaining low until 2003-04, it is largely nationd savings through which
domestic investment must be financed in the medium-term. Savings as percentage of GDP are projected
to rise from 13.4 percent currently to 16.7 percent by 2003-04 and 19.6 percent by 2009-10, with and
implied margind saving ratio close to 30 percent. It is desirable that government dissaving ultimately be
eliminated.
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Inflation in Pakistan has come down to 3.6 percent in 1999-00 from a double-digit average in the
1990s. It is projected to remain close to 6.0 percent over the forecast period. With fiscal improvement and
prudent monetary management, limiting inflation to 6.0 percent per annum should be attainable.

While the productivity improvements required are subgtantia, there is at least a higtorica
precedent. Pakistan needs to learn from its own experience in the second haf of the 1960s when
very high growth rates were achieved notwithstanding a sharp decline in the invesment rate. The
growth in that period was made possble in part by the sporead of green revolution. The task now
is to utilize the potentid in agriculture, manufactured exports and information technology and the
unutilized economic capacity in power and industry to bring about dgnificant increases in
output. There is aso the need to keep drict control of longer-term invesment projects that will
not necessarily aid growth in the short run.

The riks tha the dedred accderation in the medium-term growth raie will not
materidize are condderable. They aise from the possbility that domestic policy actions
egpecidly on the implementation sde will not be forceful or speedy enough. They dso aise
from the danger that international response to Pakigan's externd debt problem will not be
adequate. If the growth rate does not recover, there will be mgor negative consequences for
employment and welfare of the poor and the risk of palitical ingability will grow. But if Pakisan
can safdy navigate the turbulent economic waters during the difficult trangtion period of next
three to four years it will have lad the basis of high, sdf-sugtaining and equitable economic
growth.

Centrality of Fiscal and External Adjustment

The firg and mogt immediate step towards reducing the debt burden is to implement the
extremely tough fiscd and externd adjusment, implied in the recent agreement with IMF, and
follow it up with a longer-term agreement under a three-year PRGF. With this, Pakistan can
ressonably hope to diminate the need for further IMF programs. In the meantime, however, an
IMF program is a pre-condition for present debt rescheduling.

If the Government wishes to diminate the need for an IMF program, it has absolutdy no
dterndtive to implementing the adjusment measures, which ae in Pekisan's long-term
economic interest. Table 13 summarizes the naure of the fiscd adjustment needed, which is

35




centered on reduction of the fiscd deficit from 6.5% of GDP in 1999-00 to 3.0 percent by 2003-
04. The toughness of the fiscal and externd adjustment can be seen from the fact that it requires:

= A nealy 75% increase in government tax revenues from Rs. 407 billion to Rs 704
billion over a three-year period, rasng the tax revenue to GDP ratio from 12.8% in
1999-00 to 14.7% in 2003-04.

»= A dramatic improvement in exports (f.0.b.) from US$ 8.2 hillion in 1999-00 to US$ 12.0
billion in 2003-04, raisng the share of merchandise exports from 13.3% of GDP to 17%
over the period. In incrementd terms, this will require that well over one third of the
additiond output of the country during 2001-2004 be exported. But it must be
emphasized that merchandise exports actudly stagnated during 1996-2000 and Pakistan
lost its market share.

= A subdantid rddive reduction in share of defense spending from 4.7% of GDP in
1999-00 to 3.9% in 2003-04, implying no increase in security-related expenditures in
red terms.

= Himination of dzesble negaive government savings or  borrowing for  non

development expenditure, including defense, in three years.

Even if we assume that the Government will take tough measures, it cannot be safely
ensured that key varidbles in externad debt (such as net export, differences between the interest
rate and growth rate of foreign exchange earnings, accumulation of foreign reserves or other
capitd inflows) and in the public debt (such as primary fiscd surplus, difference between interest
rate and growth rate of public revenue and exchange rate vauation effects) will remain on the
required growth paths to achieve the postulated outcomes. As discussed below, there is a need to
underteke risk management and make contingency plans to ded with shortfdls in key targets.
This is ds0 the reason why the Debt Committee has worked with two fiscd variants of the
macroeconomic scenario. (See discussion below)

Public Debt Burden Reduction

Pakistan’'s public debt problem has less immediacy than its externa debt problem. Indeed
some may ague that because the domestic pat of public debt can dways be rolled over
relaivey eadly, and in the word-case scenario can be repaid through printing of money, it does
not pose a serious problem. This reasoning is flawed because it ignores that a large part (51%) of
the public debt is externd in nature and payable in foreign exchange. Furthermore, repaying
public debt by printing money will have serious inflationary consequences for the economy,
especidly for the poor.

36



The dynamics of recent debt growth aso suggest that the public debt problem is
relatively more intractable. Four factors deserve attention in this regard. Firdt, the fiscd deficit is
dill high (6.5 percent of GDP in 1999-00 compared with an average of 7 percent during the last
five years) while the externad current account balance has dready come down dragticaly (1.6
percent of GDP in 1999-00, compared with 4.7 percent of GDP during the last five years).
Second, the effective real cost of borrowing of domestic debt, which pesked at nearly 9 percent
during 1998-2000 will reman high in the near future. The continued high interes payments on
Defense Saving Caertificates, interest on which is accounted on cash rather than accrua basis,
will remain a drag on public debt for many years to come, notwithstanding the sharp cuts in rates
of return since May 1999. Third, the large expected fisca contingency payments (mainly on
account of losses of PSES) will continue to exert an upward pressure on government domestic
borrowing. Fourth, the reative contribution that privatization proceeds can make towards
reducing public domestic debt is smaler than that in the case of externd debt. Totd public debt
is close to Rs 3200 hillion while net proceeds from privatization are not likely to exceed Rs 200
billion in the next five years.

Formulation of a public debt reduction drategy must be in the context of a
macroeconomic framework to ensure consstency of debt reduction gods with projections for
key macroeconomic aggregates like growth, inflation, invesment, government revenues,
expenditures, fiscd deficit, and the badance of payments. The Committee has andyzed the
prospects of public debt burden reduction with the hedp of its medium-to-long-run
macroeconomic scenario presented above, but with two fiscad variants. In both variants the fiscad
adjustment in terms of reduction of fiscd deficit is the same. The overdl fiscd deficit is assumed
to decline from the current level of 6.5 percent of GDP to 3.0 percent by 2003-04 (a reduction of
3.5 percentage points in four years) and further to 1.8 percent by 2009-10. It may be pointed out
that the long-run sudtainable fiscd deficit may be in the range of 3 to 4 percent by GDP for
Pakigan. However, we have envisaged that fiscd deficit must decline and reman beow 3
percent of GDP till such time that the public debt burden stabilizes a a managegble level.

The fird fiscd scenario assumes mgor fiscd efforts in terms of mobilizing tax revenue
and prudent expenditure management (Table 13). It dso assumes that higher resource
mobilization efforts will enable the Government to enhance public sector development programs
and socid sector spending relatively quickly. This drategy is consgent with the Government's
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resolve to improve socid indicators, arrest risng trends in poverty, take the economy gradudly
to ahigher growth path, and reduce the debt burden to sustainable levels.

The second fiscd scenario assumes a relativey modest tax effort on fisca front. It dso
assumes that inditutiona capacity, which has been eroded over the years for a variety of reasons,
will improve only gradudly. In other words, the Government’s ability to collect taxes on the one
hand and spend money efficiently effectivdly on the other will remain a mgor issue, a leaest in
the medium-term.

Having caefully consdered options, incduding possble trade-offs between debt
reduction and economic reviva in the short-to-medium term, the Committee is of the view that
orderly reduction of public debt burden to a sudtainable level of 350 percent of government
revenue will take a decade even under the high revenue scenario. Reduction in public debt
burden at a faster pace as compared to the one presented in Table 14 could ether hurt economic
growth or result in ahigher rate of inflation.

Key assumptions of the high revenue and high expenditure fiscal adjustment scenario are:

- Increasing tota revenue at an average rate of 12.8 percent over the next four years
(up to 2003-04). Revenue must increase theredfter at an average rate of 14.2
percent per annum. Tota revenue should increase by 50.0 percent in the next four
years and double in the remaining Sx years. Tax revenues as percentage of GDP
grow from 12.8 percent in 1999-2000 to 14.7 percent in 2003-4 and 16.5 percent
in 2009- 10.

- Magor efforts to contain expenditure at least over the next four years (up to 2003-
04) are envisaged. Totd expenditure increases by an average rate of amost 8
percent per annum over the next four years and 13.0 percent during the remainder
forecast period. Fortunately, this adjusment is greatly helped by the dedining
share of interest paymentsin total government expenditure.

- Maintaning expenditure redrant gill makes it possble to bring about sgnificant
changes in the compogtion of expenditure. While development expenditure must
increase gradudly form 3.0 percent of GDP to 3.5 percent by 2003-04 and 4.5
percent by 2009-10, current expenditure will decline dgnificantly from 20.2
percent of GDP to 17.2 percent by 2003-04 (a reduction of 3 percentage point in
four years) and further to 16.3 percent by 2009- 10.

- Magor success in curtalling current expenditure will come from a dgnificant
reduction in interest payments. As percentage of GDP, interest payments must
decline from the current level of 7.6 percent to 54 percent of 2003-04 (a
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reduction of 2.2 percentage points in four years) and further to 3.3 percent by
2009-10. The sharp reduction in interest payments is made posshble both by
reduced level of debt, change in its compostion towards concessond externa
debt and reduction in interest rate on domestic borrowing (red interest rate
declines from 10 percent in 1999-2000 to 4.5 percent by 2003-04 and further to
3.5 percent by 2009-10).

- The sharp reduction in interest payments makes it possble to generate primary
aurplus to the extent of 2.5 percent of GDP by 2003-04. The primary surplus will
continue, therefore, dbet & a more modest pace, helping Stabilize the debt
burden of the economy.

- More importantly, revenue deficit mugt turn into surplus by 2003-04 and the
aurplus continues to rise. This means that borrowing for current consumption will
be diminated by 2003-04. The surplus in revenue account will help to increase
nationd savings to finance domestic investment.

Table 13 - Strong Fiscal Adjustment
(High Revenues and High Social and Development Expenditur e Scenario)

(RsinBillion)
1998-99 1999-2000 | 2003-2004 | 2009-2010

Total Revenue 475 524 847 1885
(16.3) (16.5) (17.6) (19.0)

- Tax Revenue 389 407 704 1638
(133 (12.8) (14.7) (16.5)

Total Expenditure 651 731 991 2063
(22.9) (23.0) (20.7) (20.8)

Current Expenditure 564 642 823 1618
(19.3) (20.2) (17.2) (16.3)
- Interest Payments 213 243 262 326
(7.3 (7.6) (5.4 (33

- Defense 144 150.0 187.0 297.0
(4.9) (4.7) (39) (3.0)

- Others 207 249.0 374.0 995.0
(7.0 (7.8) (7.8 (10.0)

Development Expenditure 109 96.0 168.0 445.0
(37) (3.0 (35 (4.5)

Fiscal Deficit -176.3 -206.3 -143.9 -178.1
(6.0 (6.5) (3.0 (1.8

Revenue Deficit/Sur plus -88.6 -117.8 24.0 267.3
(3.0 (3.7) (0.5) (2.7)

Primary Surplus 37.0 37.0 120.9 160.4
(1.3 (11 (25) (1.6)

Total Public Debt 2971 3196 4414 6256
(102.0) (100.4) (92.0) (63.2)

- Foreign Debt 1582 1625 2533 3900
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(154.3) (51.0) (52.9) (39.4)
- Domestic Debt 1389 1572 1882 2356
@77 (49.4) (392 (239
As % of Total Revenue
Tota Debt 626 610 521 332
Domestic Debt 293 300 222 125
Estimates above do not include allowance for either contingency payments or privatization receipts. Contingency

payments over the four years 2000-4 may be as large as Rs.100 billion. However, they will be more than offset by
privatization receipts, which could total nearly Rs 200 billion even after allowing 10% of thetotal for poverty reduction
Note: Figuresin parenthesis are percentage of GDP

As a result of the fiscd developments outlined in Table 13, public debt burden declines in
an ordely fashion without jeopardizing growth and macroeconomic sability. Domestic debt
declines sharply from the exiging level of 49.4 percent of GDP to 39.2 percent by 2003-04 (a
reduction of ten percentage points in four years) and further to 23.8 percent by 2009-10. As a
percentage of total revenue, domestic debt declines from the current level of 300 percent to 222
percent by 2003-04 and further to 125 percent by 2009-10. Total public debt burden aso declines
sequentidly, from the current level of 100 percent of GDP to 92 percent by 2003-04 and further
to 63.2 percent by 2009-10. As percentage of tota revenue, tota public debt declines from 610
percent to 521 percent by 2003-04 and further to 332 percent by 2009- 10.

Table 14 presents the more modest tax and expenditure scenario. Key eements of this
scenario are;

= Tota revenue increases a an average rate of 10.8 percent per annum over the next four
years (up to 2003-04) and by 13.4 percent per annum during the remainder period of
forecast. Tax revenues as percentage of GDP grow from 12.8 percent in 1999-00 to 13.9
percent in 2003-04 and 14.6 percent in 2009-10.

= Totd expenditure increases a an average rate of 6.3 percent per annum over the next four
years and by 10.2 percent per annum during the next sx years. Development expenditure
remains a 3.0 percent of GDP by 2003-04 and gradualy increases to 3.5 percent of GDP
by 2009-10.

= Development expenditure increases at an average rate of 10.8 percent over the next four
years but accelerates to an average rate of 15.8 percent thereafter. The acceleration at the
later part of the forecast period is based on the assumption that ingtitutional capacity will
improve gradudly.

As per the projections in Table 14, public debt burden will not reach a sustainable level
of 350 percent of tota revenue in one decade. Domestic debt as a percentage of total revenue
declines from the current level of 300 percent to 238 percent (as opposed to 222 percent in the
first scenario) by 2003-04 and further to 140 percent (as compared to 125 percent in the first
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scenario) by 2009-10. Similarly, totd public debt as a percentage of tota revenue declines form

the exiging levd of 610 percent to 559 percent (as compared to 521 percent in the first scenario)
by 2003-04 and further to 373 percent (as compared to 332 percent) by 2009-10. Since
inditutiona weeknesses in spending money efficiently congrain the revenue effort and debt

burden reduction, it is highly degrable to improve inditutiond capacity especidly through the

devolution plan.

Table 14 - Strong Fiscal Adjustment
(Moderate Revenue and M oder ate Development and Social Expenditure Scenario)

(Rsin Billion)
1998-99 1999-2000 | 2003-2004 | 2009-2010
Total Revenue 475 524 790 1677
(16.3) (16.5) (16.5) (16.9
- Tax Revenue 339 407 665 1449
(133 (12.8) (139 (14.6)
Total Expenditure 651 731 934 1855
(22.9) (23.0 (19.5) (18.7)
Current Expenditure 564 642 790 1508
(19.3) (20.2) (16.5) (15.2)
- Interest Payments 213 243 262 326
(7.3 (7.6) (5.9 (3.3
- Defense 144 150 187 297
4.9 4.7) (3.9 (3.0
- Others 207 249 41 885
(7.0 (7.8) (7.1 (8.9
Development Expenditure 109 96 144 346
(37) (3.0 (3.0 (35
Fiscal Deficit -176.3 -206.3 -143.9 -178.1
(6.0 (6.5 (3.0 (1.8
Revenue Deficit/Sur plus -88.6 -117.8 0 168.3
(30 37 0.0 1.7
Primary Surplus 37.0 37.0 120.9 160.4
(%) (11 (25) (1.6)
Total Public Debt 2971 3196 4414 6256
(102.0) (100.4) (92.0) (63.2)
- Foreign Debt 1582 1625 2533 3900
(4.3 (51.0 (52.8) (399
- Domestic Debt 1389 1572 1882 2356
47.7) (49.9) (39.2) (238
As % of Total Revenue
Total Debt 626 610 570 373
Domestic Debt 293 300 239 140

Estimates above do not include allowance for either cont
payments over the four years 2000-4 may be as large as Rs.100 billion. However, they will be more than offset by

ngency payments or privatization receipts. Contingency

privatization receipts, which could total nearly Rs 200 billion even after allowing 10% of the total for poverty reduction
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Note: Figuresin parenthesis are percentage of GDP

Table 15 illugrates that, should these projections be redized, interest payments will
decline from 33.3 to 16.4%, whilst defense will fadl from 20.6 to 14.4% of public expenditure.
Development expenditure will thus have space to rise from the current 13.1 to a hedthier 21.6%.

Table 15
Structure of Public Expenditure:
High Revenue/High Social and Development Expenditur e Scenario RsBillions
1980-1981 | 1989-1990 | 1998-1999 | 1999-2000 | 2003-2004 | 2009-2010
Inter est 5 47 213 243 265 339
Payments (9.3 (21.2) (32.8) (33.3 (26.7) (16.4)
Defense 13 59 144 150 187 297
(24) (26.5) (22.0 (20.6) (18.9 (14.9)
Other 18 60 185 242 371 982
Current (32.1) (27.1) (28.5) (33.0) (37.5) (47.6)
Expenditure
Development 19 56 109 9% 168 445
Expenditure (34.6) (25.3) (16.7) (13.1) (16.9 (21.6)
Total 55 222 651 731 991 2063
(100.0) (100.0) (100.0) (100.0) (100.0) (100.0)

Figuresin parentheses are percentage sharesin total

Table 16 highlights the projected trend in domestic public debt in red terms, provided
the assumed strong adjussment takes place. It shows that red domesic debt will gradudly
decline over 2000-10. Thus the Government will not be a net borrower in red terms and this will
have a great sdutary effect on domegtic borrowing costs. The decline in rea domestic debt is
made possble by the expected exceptional assgance by internationd organizations for the

baance of payments. This will help relieve pressure on government domestic borrowing given
the leve of planned fiscd deficits

Table 16

Trendsin Domestic Public Debt

RsBillions

Years Rsin Constant As% of GDP As % of Revenues
1999-00 Prices

1979-80 341 39 155
1989-90 1012 47 245
1995-96 1205 42 219
1999-00 1572 49 300
2003-04" 1521 39 222
2009-10" 1453 24 125

1. Projected
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Contingent Liabilitiesand Fiscal Risks

It is widdy beieved tha limiting the fiscd deficit can contain public debt. However,
planned fiscd deficit reductions may be compromised on account of contingent ligbilities These
lidhilities either show up as (hidden) borrowing outsde the budget, or enter the budget through
lower recavables (versus potentid) or higher payables. Therefore, unless the fiscd impact of
contingent liakilities is taken into account, the illuson of fiscd adjustment may create a sense of

complacency.

The Government has to assume responshility for dl contingent ligbilities in one form or
other. It has, however, no syssem for managing them, and has yet even to consolidate these
obligations and their totd magnitude en bloc, for induson in overdl fiscd andyds and
expenditure planning. According to our edimates, actud contingency payments amounted to
over Rs. 55 hillion during 1998-2000. We aso believe that expected contingency payments over
the next three years may add Rs. 66 hillion to the real burden of debt.

A unique feature of contingent ligbilities is the time lag with which such unexpected
forms of public financing requirements arise. Contingent fiscal risks may continue to accumulate
before they ae redized and thus require subgtantid government financing. In this respect,
government guarantees are extremdy important. A government's commitment to accept
obligations contingent on future events amounts to a hidden subsidy that may cause a mgor
unexpected drain on govenment finances in the future. This implicit subsdy aisng from
government guarantees has ranged from 0.2% of GDP in 1996 to 1.2% of GDP in 1998,
according to our estimates.

While looking a contingent fisca risks, we have based our andyss on both explicit and
implicit contingent ligbilities. As it turns out they manly aise from losses incurred by public
sector enterprises which, as in the past, and continue to exert mgor clams on the budget. Public
corporations like TCP, GCP, CEC, RECP, Saindak etc. had been incurring substantial losses and
huge operating deficits. To cover their losses government guaranteed bonds were issued, which
assigned to the government the responshility of repaying ether a pat (only interest payments)
or the entire amount (interest and principa payments) owed on account of these bonds if the
corporations could not service these bonds themsdves But from the very outset, these

corporations could not service these bonds and the Government had to take over the entire
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ligbility. As the Stuation stands today, the Government is servicing the entire amount payable on
these bonds. Since (interest and principal) payments on these loans and bonds are now being
serviced from the budget, amounting to dmost Rs. 50 billion, they should be consdered a part of
public debt, especidly asthisamount is likely to increase subgtantidly in the coming years.

In addition, Pekigan Sted Mill had taken out government guaranteed loans, which it
could not service. These (non-performing) loans, of around Rs. 19 hillion, represent an explicit
contingent liadility, which will now have to be serviced with Government support. The
resdructuring of Peakigan Sted Mill is underway and government is trying to ensure that the
entire burden of its non-peforming loans (NPLs) should not fal on the budget. However, the
Pakigan Sted Mill loan portfolio represents a dgnificant risk of exerting future cams on the
budget.

Edimates of contingency payments should dso incdude such implict  contingent
lidoilities like Government balout of even nonguaranteed debt obligations of draegicaly
important state corporations and authorities, like WAPDA and KESC. Even if these corporations
have huge losses and cannot meet their obligations, the Government cannot alow them to close
down and declare bankruptcy, necesstating that the Government come forward to provide

massve financid relief to para-statal enterprises, as has occurred a number of times.

During 1999-00, WAPDA had outstanding debt servicing lidbilities (DSL) to the
Government of around Rs. 36.4 hillion, which it could not meet owing to a number of reasons.
payments to IPPs and higher fud cost being two mgor ones, plus the associated effect of
exchange rate depreciation. A debt-for-equity swap was thus introduced, which effectively wiped
out WAPDA's lighilities to the Government for 1999-00, by reducing its receivables.

This transaction was shown as an investment in Government accounts, but was actudly a
permanent reduction in the Government’s recaivables by Rs 364 billion, thus lowering its net
worth. Clearly, subsequent steps have to be taken to ensure that the need for another such equity
injection, or some other form of bailout, does not arise. Though WAPDA'’s restructuring is well
underway and it is believed that the need for further financid relief will not arise, the risk of such
a posshility ill exigs. According to WAPDA's own projections it believes that it will enjoy
cash surpluses during the period upto 2000-03. However, we are of the view that those estimates
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may have been based on assumptions of lower fud prices and consequently lower payments to
IPPs. Using revised egtimates of WAPDA’s payments to IPPs provided by WAPDA, we have
edimated a dgnificant cash deficit for WAPDA over the next three years. Although, this entire
amount may not have to be picked up by the Government, the risk of a consderable additiond

damremans.

The case of KESC is even more complicated as it faces an estimated cash shortfdl of Rs.
56 billion till 2002-03. This shortfal will principdly be met by three means. Frg, through the
converson of Rs. 22 billion worth of subordinate loan and DSL into equity. Second, by
aranging a bridge financing facllity of Rs. 9.6 hillion, through Mudim Commercid Bank
(MCB), with an explicit guarantee by the Government for payment without recourse to KESC;
and rolling over exising guarantees of Rs 8 hillion. Third, redemption of Term Financing
Certificates (TFCs) worth Rs. 11.5 hillion through the issuance of 10-year bonds with a
government guarantee. The last two avenues of balout fdl in the ambit of explicit contingent
ligbilities as they make the Government contractualy liable for these liabilities. The bonds worth
Rs. 11.5 hillion for to redeem TFCs, though approved, have not yet been issued, and therefore
not incdluded in our caculation of contingent ligbilities, as ther terms and conditions have not
been findized.

Unfunded losses of public sector banks, to the tune of Rs. 57 hillion (in 1997-98), are
another source of implicit contingent ligbility, which may ultimately fdl on the State Bank of
Pakisan (SBP). In that case, it will be reflected in lower SBP profits and nornrtax revenue
receipts of the Government.

If the Government wants to bring about red fisca adjustment, the root cause of these
public sector corporations losses must dso be tackled by comprehensive restructuring,
introduction of corporate management Structures, and ultimate privetization. Till then, the effect
of such unexpected hits on the budget will have to be taken into account and andyzed for future
budgetary planning.
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Box 7 - Losses of State Enterprises

There is a general belief that growth of public debt can be curtailed by containing the fiscal
deficit. However, this may not aways be possible, on account of contingent ligbilities. These are
Government commitments (contractualy binding or otherwise) outside the budget, which are dependent
upon future events that may or may not materiaize. Contingent liabilities may continue to accumulate
over time and ultimately add to public debt, thereby thwarting efforts at containing public debt by limiting
the fiscd deficit. The contingent liabilities of the Federal Government mainly emanate from losses of
public sector corporations and banks. During 1999-00 losses of mgjor state owned corporations amounted
to around Rs. 28 hillion, some of which entered the budget while the rest remained outside it. It is
expected that these losses will be even higher during 2000-01 and ultimately increasing the debt burden.

L osses of Public Sector Corporations

(Rs. Millions)

L oss Cumulative L oss Projected L oss

1999-00 1999-00 2000-01
Pakistan International Airlines (PI1A) 1,172 7,046 N.A.
Pakistan Steel Mill 1,341 9,526 N.A.
Karachi Electric Supply Cor poration
(KESC) 12,768 37,186 11,979
Water and Power Development Authority
(WAPDA) 8527 N.A. 12,397
Pakistan Railways (PR) 2,773.6 27,918 4,155.8
Others® 1,236.3 10,438.7 N.A.
TOTAL 27,817.9 92,114.7 28,531.8

Source: Ministry of Finance

1. Government converted WAPDA'’ s pending debt servicing liability of Rs 36.4 billion into equity, during 1999-00. Thelossof
Rs. 8,527 million was achieved in spite of the equity injection.

2. Include: Pakistan National Shipping Corporation (PNSC), Karachi Steel and Engineering Works (KS& EW), Utility Stores
Corporation (USC), Heavy Mechanical Corporation (HMC), State Engineering Corporation (SEC), Pakistan Engineering
Corporation (PEC), Heavy Engineering Complex (HEC), Pakistan Broadcasting Corporation (PBC), and Pakistan Tourism
Development Corporation (PTDC).

For example, Pakistan Sted had been incurring huge losses for years, to cover which it
accumulated Government guaranteed liabilities of Rs. 19 hillion towards five commercia banks by 1999,
which it subsequently could not service. The Government, therefore, initiated a process of financial
restructuring of Pekistan Stedl and divided the entire ligbility into two portfolios of Rs. 11.3 hillion
(principa payments) and Rs. 7.7 billion (interest ppyments). The Government decided to take upon itself
the responsbility of repayment of the latter (interest) portfolio, directing Pakistan Stedl to initiate
payments from its own resources on the former (principal) portfolio when it fals due. It is not dear,
however, that Pakistan Steel will be able to meet this financial commitment.

In addition to such contractudly guaranteed ligbilities there are other (non-guaranteed) liabilities
fdling due on drategically important corporations, which are equaly significant. This is because the
Government cannot allow these corporations (especialy banks) to fail (or shut down) even if they face
financid ruin, as closure may result in significant disruption of economic activity. Thus bailout of such
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corporations, which are too important to fail, will also lead to a rise in public debt burden. This was
clearly demonstrated in the recent bailout of KESC, which had been facing severe financial difficulties
since the mid 1990s and an estimated cash shortfall of Rs. 56 hillion till 2002-03. In order to keep KESC
solvent till then, the Government has adopted a three-pronged gpproach. First, Rs. 22 billion of its debt
obligations have been converted into equity, thereby effectively writing them off at Government expense.
Second, Term Financing Certificates (TFCs) worth Rs. 11.5 hillion are in the process of being redeemed
through issuance of tenyear government guaranteed bonds, thereby raising the specter of future
government outlays. And third, by arranging a bridge financing facility of $225 million from the ADB
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to allow KESC to cover its losses, increasing direct government liabilities commensurately. All this has
been done to keep KESC afloat though the effect of these actions will be to raise the level of public delt.

Then there is the WAPDA bailout of 1999-00. During 1999-00, WAPDA had outstanding DSL
(debt servicing lighilities) to the Government of about Rs. 36.4 billion it could not meet. A debt-for-equity
swap was thus orchestrated, which effectively wiped off WAPDA's liabilities to the government for
1999-00. This transaction was shown as an investment expense in government accounts, but was actually
a permanent reduction in government receivables by Rs. 36.4 billion and thus a lower net worth. Both in
the case of WAPDA and KESC subsequent steps need to be taken to ensure that need for another such, or
some other form of, bail out does not arise. Though, restructuring of both these corporations is well
underway and it is believed that the need for further such financia restructurings will not arise, however
the risk of such a possibility, and a substantid rise in claims on government exchequer, still remains.

The banking sector’ s non-performing loans (NPLS) are another source of debt-creating contingent
liaality for the Government. In December 2000 NPLs of the banking sector amounted to Rs. 282 hillion.
Though the present Government initiated an effective loan recovery drive after taking over, the ratio of
NPLs to total advances went up between end-June 1998 and end-December 2000, from 25.8 to 27
percent. Thisis, however, areflection of tighter prudential regulations of the State Bank of Pakistan
(SBP) on specialized banks and DFIs, to provide accurate records of their lending operations.
Notwithstanding this, as of end-December 2000, banks and DFIs were holding provisions of only Rs 133
billion, covering around 47 percent of their classified portions, which congtitutes a significant risk and
may necessitate equity injectionsin publicly owned banks to meet prudentia regulations. In 1998, United
Bank Limited (UBL) received an equity injection of Rs. 21 billion while Habib Bank Limited (HBL)
received Rs. 9.7 billion. During 2000, UBL and HBL had requested significant additiona equity
injections. Even though these injections are ostensibly a Government investment, it is actually aform of
fiscal loss, with a distinct possibility that the Government may not be able to recover these investments.
They will ultimately be covered by raisng debt or reflected in lower SBP profits and Government non-tax
revenue receipts.

At times it is the inefficiency of public sector corporations (PSCs) that is responsible for these
losses, but that is not always the case. There are pricing issues as well that sometimes lie behind these
losses. The most pertinent example relates to the issue of automatic fuel price adjustment clause for
WAPDA. This clause will alow WAPDA to adjust dlectricity tariffs in line with changes in fuel prices.
However, in order to keep electricity prices low, NEPRA has disallowed WAPDA from making this
automatic adjustment, thereby forcing it to bear the brunt of any fuel price increases. Thisis an inefficient
way of subsidizing electricity at WAPDA'’s expense. If the Government wants to subsidize consumers, it
should be explicitly financed from the budget and not through indirect means, which leads to losses and
contingent liabilities. The only way to mitigate risk of contingent liabilities therefore is to tackle the root
cause of these PSCs' losses. Introduction of corporate management structures through comprehensive
restructuring is helpful, but privatization is the most effective way to stop the accumulation of losses and
ligbilities. Till then the effect of such unexpected hits on the budget will have to be taken into account and
incorporated, from the very outset, in the design and implementation of policies.

Fiscal Contingency M anagement
There is an urgent need to drengthen and consolidate inditutiond arrangements for
contingency management.

Clearly, the information base in the Ministry of Finance about guarantees, both issued
and outdanding, is less than satifactory. Therefore, it is imperative that responshbility for

48




identification, messurement and reporting of al contingent explicit and implicit ligbilities should
be drengthened within the Budget Wing. As a firsd step we suggest that the Secretary Generd
Finance should address a letter to al Financid Advisors in various Minidries to dicit
information on guarantees and commitments on contracts, loans and investment projects with a
time frame This informaion should be accompanied with some assessment of the risks
associated with guarantees and their likelihood of being cdled. Furthermore, a committee headed
by the Additiond Finance Secretary (Budget) should be st up to collate, examine and andyze
thisinformation, which should form base for anew Contingency Cdl in the Budget Wing.

Provison of guarantees should be by dipulation of a high-leve authority, such as the
Cabinet or ECC, but only after its likely impact on Government finances and debt has been duly
andyzed through explicit cost-benefit consderations, on an accrud rather than cash accounting
basis.

Moreover, provisons (through creation of a guarantee reserve fund or guarantee cover)
should dso be made in the budget to cover risks associated with Rupee and foreign exchange
guarantees. This would serve to cover any (potentid) future clams emerging from the

guarantees.

In the past, guarantees have even been issued to nonpublic entities like Army Wefare
Trust and Pek-Arab Refinery, without an assessment of the impact that such contingency
commitments may have on the budget. Though the AWT guarantee has not yet been caled, the
amount has dready been rolled over aice. Moreover, as part of the officid petroleum policy, ol
refineries have been guaranteed an annud rate of return of about 20%. However, the fiscd
implications of these guarantees are not clear. Experience with guarantees to IPPs and other
private sector companies suggests a high degree of wariness for the future about private sector
guarantees. The entire policy of guaranteeing financial outcomes for private projects needs to be
reconsdered. Such guarantees should only be consdered in exceptiona cases where there is a
cear and dominant gain accruing to the Government from the issue. Monetary limits should be
placed on tota government exposure, for example, ceilings on total guarantees outstanding, as a

percentage of government revenues.
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I ssuesin Privatization

A promising avenue of reducing the outstanding debt is the dlocation of a large pat of
the privatization proceeds for the retirement of debt. According to the Privatization Ordinance
2000, 90% of the proceeds of privatization will be used for debt retirement, and the balance of
10% will be utilized for poverty dleviation.

The medium term program drawn up by the Privatization Commisson for the next three
years rightly focuses on the sde of mgor assats in tdecommunications, oil and gas, power and
banking sectors, including giants of PTCL, PPL, OGDC, PSO, KESC, HBL and UBL.

Though the overdl contribution of privatization revenues to debt retirement will be

modest:
= Accdeated privatization is absolutely essentid for tiding over the current payment
criss.

= |t will ds0 have important sgnding vaue for the role of the private sector and will
generate confidence.

= |t will help reduce the losses of public sector corporations, which have contributed to
public debt build up in the past.

= It will enhance the quantity and qudity of goods and servicesin the country.

» Ensurethat federd investigation teams carry out their work with an open mind and in
aprofessiona manner so as not to demordize saff and prevent them from taking
decisions based on sound business practices.

The god should be to mohilize a least US$ 3 hillion over the next 3 years and to use the
privatizetion proceeds partly to retire high-interest short-term externd debt partly to build up

foreign exchange reserves.

There are dgnificant problems and policy issues which need to be resolved speedily if the
opportunities that privatization offers for relieving the baance of payments condrant, improving
economic  efficency and dimulating both domedtic and foreign private investment are to be
reasonably exploited.
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Theseinclude:

= Dismantling the Gas Price Agreement of PPL and raising PPL wellhead pricesto the
levesfacing private gas producers.

= FHrm commitment to full gas price deregulation over the next 3 years. Any subsidiesto
consumers should come from for the budget. To minimize the budgetary impact, this
requires raising the average gas price by about 50 percent in real terms over 3years. The
producer and consumer price adjustments are necessary not only for Speedy privatization
but dso for acceerated gas development and more rationd use of energy, factorswhich
can make a powerful contribution to the balance of payment improvement.

= Theneed for aclear and unequivoca commitment to privatization of PTCL and OGDC
and overcoming the resistance of management and labor with afirm hand.

= Strengthening the regulatory framework for telecommuniceations, power, and gas,
establishing the regulatory agency for petroleum, and staffing regulatory agencies with
competent people who are supportive of private participation in their sectors.

» Resolving some tax issues affecting the banking industry that are hampering the sde of
HBL and UBL, increasing the flexibility of banks to shut down branches, and permitting
majority foreign ownership of banks.

Box 8 - Privatization, Foreign Private Investment & the Balance of Payments

Accderated privatization in Pakistan is critica at this stage to give a strong signd to the
private sector, both domestic and foreign, that the Government wants to shed direct public sector
industries and is genuinely committed to private sector development. Privatization will adso help to
improve efficiency, reduce losses in the public sector and help mobilize foreign exchange resources to
retire debt and build up foreign exchange reserves. Foreign private investment should particularly be
encouraged in areas of technology transfer and export development. It is aso hoped that foreign
companies buying Pakistani industrial and commercia assets will expand capacity and undertake new
investment.

But while foreign investment flows for acquisition of existing or new assets will stimulate
investment and growth, they will also entall profit transfers, which will have a negative impact on the
balance of payments. If foreign investment is guaranteed a high rate of return, as with I PPs, the balance of
payments impact can be relatively severe and rather quick. If on the other hand, foreign investment
interests facilitate technologica improvements, promote exports and reinvestment the balance of
payments will improve. Sale of existing assets to foreigners will also generate profit transfers abroad. The
sde of very profitable companies may fetch a high price but will not increase investment income
payments. In any case, the likely impact of growing stock of foreign investment, including privatization
sales, deserves as much attention as the debt stock. The census of Foreign Private Investment undertaken
by the State Bank of Pakistan should be strengthened and used to analyze future non-interest investment
income payments on aregular basis, so that there are no surprises for the balance of payments.

I ssuesin Resource M obilization
Revenue mobilization is perhaps the most chalenging task before the Government and is

certainly recaiving the most economic attention.
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Broadening the tax base, documenting the economy, making sdes taxation effective and
improving confidence in the tax sysem and adminigration through mgor dreamlining and
restructuring are rightly being emphasized.

Because revenue mobilization targets are quite ambitious, the Government will need to
ensure tha larger revenues are rased in a fashion that long-term gods of éadic and a fair,
growth-promoting system of taxation are not sacrificed. In other words, the Government may not
be able to avoid some conflict between short and long-term gods in taxation.

Adequate taxation of the rich, egpecidly of luxury consumption or windfdl gans
(through capitd gans tax) deserves attention. Fairness and equitable income distribution issues
adso suggest the need to examine the incidence and impact of higher resource mobilization on

various income groups.

Grester cogt recovery in educdtion, hedth and provison of irrigation water is another
important source of resource mobilization. Findly, anti-smuggling efforts need to be redoubled,
gnce smuggling conditutes a mgor source of revenue and foreign exchange loss and adverse
impact on domestic indudtria outpt.

Issuesin Export Development

Even though foreign borrowing was clearly excessve in 1990s, Pekisan's foreign
exchange crises during the decade would not have been so severe if exports had not stagnated
after the mid-1990s. Looking to the future, smply curbing the current account balance payment
deficits will not solve Pakigan's externd debt problems. Export expanson must provide the
bass both of increase in debt carrying capacity and financing additional imports, especidly the
capitd goods imports so essentia for reviving economic growth.

As mentioned earlier, the Committee has assumed that merchandise exports will grow by
nearly 50 percent over 2000-2004 to US$ 12 hillion. Some part of this increase will be smple
recovery of the ground lost during 1995-2000. Even so, the assumption of over 10 percent annud
growth in nomind terms for the next 4 years cannot be taken for granted. The present
Government has dreedy taken a number of initiatives in the export fidd, notably streamlining
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the sysem of import duty refunds, grester focus on export potentid by the Ministry of
Commerce, and drengthening of the Export Promotion Bureau. But Pakistan ill seems to lack a
conviction and long-term vison that will place exports a the centre of the country’s economic
plans. A drategic gpoproach must come to grips with the extreme weskness of Pakistan’'s present
export dructure, its heavy dependence on cotton-based exports and export policy failures of the
past, and must clearly spell out the policy changes needed to increase Pakistan's share in world
exports, especidly in manufactured goods.

There are three basic reasons that Pakistan did not make fuller use of the opportunities
offered by the explosve growth in world trade in manufactured goods over the last three
decades. Firdt, exports were never given the priority they deserved. Secondly, there has been a
drong anti-export bias due to trade policy digtortions resulting from reatively high duties on
intermediate products. Third, there has been an excessve preoccupation with indudridization
based on domestic raw materids. (Hasan, 1998)

The fundamenta policies concerning exports, therefore, need to be st aight. Fird,
exports must be a nationa priority and not consdered as a resdue. The tadk of an exportable
aurplus, clearly implies concern with meeting domestic market need fird. Second, the
competitiveness of our exports has to be ensured at dl times. In the 1990s, the exchange rate
adjusments needed because of the higher rdative rate of Pekigan's inflation tended to be
delayed, negatively impacting export development. Exchange rate policy now is soundly based.
The Committee has assumed that market-based exchange rate adjustment will be frequent and
will have a modest dement of red devduation, necessary in the next few years to provide a push
to diversfication of exports. However, it should be recognized that a country’s competitiveness
in exports is not only a matter of the exchange rate but also depends on nationa productivity and
non-economic factors such as product qudity, rdiability of ddivery, etc. Congdering that
devauaion dso has cods in terms of higher inflation and higher fiscd burden, the gpproach to
improving competitiveness must be broad-based, encompassng issues of human deve opmernt,
labor killsand domestic costs of utilities as wll.

Third, a policy god should be to further reduce the anti-export bias by lowering duties on
intermediate products. Pakistan must dso explore the possbilities of creating virtud free trade
zones as the present system of duty drawbacks works imperfectly at best. (Khan, 1998)
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Fourth, the mgor weaknesses in Pakistan's exports and industrial structure need to be
remedied by targeting foreign invetment especidly from the newly indudridized countries to
promote technology and exports.

Fifth, the opportunities that will be available to reativdly newcomers like Pakistan after
the expiry of multi-fibre agreement in a few years mugt be fully explored through a dtrategy such
as Textile Vison 2005, preparation by firms to mantain internationd quaity standards and rapid
achievement of 1SO conformity by export oriented enterprises. It is important for Pakistan to
search for new markets through scientific market research and srengthened professonal @pacity
of the Export Promotion Bureau.

Sixth, there is dso a need especidly to review and improve labor laws and policies and
faclitate the avalability of traned and skilled manpower, which is likdy to become the biggest
congtraint on future development of exports.

Issuesin Cost of Borrowing

As mentioned earlier, borrowing cogts are driving the growth of public debt, since the
Government is now generating dgnificant primary surpluses for the firsg time in Pakigan's
financid higory.

Public debt growth cannot be dowed without reducing the red cost of government
domestic debt, which averaged nearly 9 percent per annum during 1998-99 and 1999-00 (Table
17). The norm should be 3 to 4 percent per annum.

The problem centers on the high cost of borrowing under the Nationa Saving Schemes
(NSS). On theinitid assumption that NSS serves a population of smdl, rdatively
unsophisticated savers (such as widows, orphans and pensioners), who are unlikely to place their
funds with banks or other financial indtitutions, rates of return on these instruments have tended
to be st arbitrarily and on the high sde. Initidly, limits were placed on sze of holding but were
later withdrawn. In the 1980s, as budget deficits grew, reliance on NSS instruments increased
and these certificates were made extremely attractive through highly positive tax-free regl
returns. Naturdly this attracted mgjor inditutiond investors. Peaking during the period end-

1996 to mid-1999, compound rates on Defense Savings Certificates (DSCs) of 10 years maturity
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were 18.04%, when held to maturity. The latest yields on 10-year DSCs held to maturity are
14% per annum. Yields on these bonds are tax-free except Zakat payable. Theimplied yied for
5 yearsis 12.9% per annum

Despite the sharp reductions made in rates on NSS instruments during the past two
months, red tax-free long-term rates of return remain a nearly 8 percent (assuming inflaion rae
of 6 percent per annum). These returns on sdfe assats are high by internationd standards.
Undoubtedly, the reductions in rates of return on NSS have not been popular and the
Government must do a better job of educating the public in this regard. In any case, it is clear
that the bulk of public debt interest payments go to Pakistanis and unless these payments can be
reduced, the domestic debt problem cannot be solved. The recent decison to apply witholding
tax to new issues of NSS certificates from July 2000 is welcome.

Table 17 - Nominal and Real I nterest Rates: Domestic Public Debt

Stock of I nterest Nominal Price Real Interest
Domestic Payments Interest Change Rate
Year Debt? Rate

(Rs. Billion, end of period) (% Per annum)
1980s 3534 35.9 7.7 7.2 0.5
1990-96 846.8 104.5 109 11.2 -0.3
1996-99 1124.7 175.3 139 9.0 4.9
1998-99 1288.2 175.3 13.6 5.9 7.7
1999-2000" 1480.5 198.4 13.4 35 9.9

1. Provisional
2. Stock of debt each year is estimated by averaging previous year and closing years outstanding levels

There is an urgent need to broaden domestic debt instruments, reduce reliance on high
cost Nationad Saving Schemes and restructure the latter so that returns correspond to a market-
based yield curve, based on Federa Investment Bonds. It is important to be aware, however, that
these measures will only affect future unfunded debt obligations. Since reductions in NSS rates
aoply to new invesments, the effect on ovedl cog of servicing will be incrementd,
materidizing in full only when the exigting sock of NSSis run down.
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Further, there is a strong probability that the cuts in NSS rates aready implemented will
produce a “lock-in" effect, whereby investors forgo discounting of higher-yidding assets, for as
long as the find maturity. Thus, a decline in gross mobilization, due to both lower rates offered
and the banning of inditutiona investment in NSS bonds in the lagt fiscd year, may ill result in
aless than corresponding decline in net mobilization.

Sgnificat reductions in the red costs of government domedtic borrowing will be
possble only when fresh government borrowing and the red value of domestic debt begin to
decline. This will be a credible prospect only if tough fiscd adjusment can be implemented
successtully during the next three years.

In generd, the average cost of foreign borrowing by Pakistan has not been high. Average
nomind cods till the mid-1990s were in the range of 3 to 4 percent per annum and even with
internationd inflation dropping to 1 to 2 percent per annum recently, the mgority of externd

debt remains concessiond.

Despite foreign borrowing by Pakisan largely being on concessond terms, there has
adso been excessve rdiance on norma term borrowing from the World Bank and ADB. As a
result, multilateral debt service payments will average US$ 1.3 billion per annum over the next
severd years and are the mogt inflexible part of our foreign exchange obligations. Efforts need to
be made to reduce the relative burden of multilateral debt service over time by:

Seeking much higher IDA and Asan Devdopment Fund dlocations from the World
Bank and ADB on creditworthiness grounds. (If the desred soft blend is not
available, Pakisan must necessarily reduce overadl borrowing from these indtitutions
tominimd leves)

Confining limited norma term borrowing from these indtitutions to non-project
assigtance aone.

= Phasng out borrowing from internationa organizations for locad currency costs due
to high indirect costs of foreign aded projects involving largely locd currency costs.
Evidence of such indirect cogts is found in widespread complaints about the over-
desgn of projects and highly paid foreign consultants who are often not needed for
relatively smple infrastructure projects.
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Box 9 - Pakistan I nvestment Bonds

The segmented market from which the Government borrows, comprising the commercia
financia indtitutions (FIs) and the non-bank National Savings Schemes (NSS), is a ddliberate (though, not
well thought-out) result of the rates of return offered on NSS instruments. Arbitrariness in the setting of
NSS rates and increased reliance on them to finance budget deficitsin the last decade, led to excessively
high returns on NSS assets and correspondingly higher interest payments on public domestic debt. In the
absence of regtrictions on individual and ingtitutional holdings of these assets and availability of NSS
certificates “on tap”, these rates have posed a problematic benchmark for term deposit rates offered by
Fls, and the cost at which corporate and private borrowers can access longer term funds. NSS instruments
aso have an edge over commercial schemes, in that they are largely tax exempt, except for payable Zakat.
The freezing of foreign currency accountsin May 1998 heightened the level of competition for domestic
rupee funds in the financia sector, since commercial FIs (specifically private and foreign banks) relied
mainly on foreign currency deposits to drive deposit growth. Tax and Zakat exemption on Real Income
Certificates (RICs) purchases from converted funds, effectively provided afacility for converting these
frozen accounts into NSS holdings, pitching commercia Fls directly against the NSS.

Concern over excessive rates offered on NSS instruments mounted in 1999, specifically as
inflation declined, which led to reduction in rates. Fresh ingtitutiona investment in NSS was banned in
April 2000, followed by afurther reduction in rates. Interim recommendations of the Debt Reduction and
Management Committee included another decrease in NSS rates by at least two percent as well asthe
development of a market-based yield curve. The rising debt burden and distortionary effect of excessive
NSS rates on deposit mobilization in the financia sector have made manifestly clear the need to develop a
long-term investment option for ingtitutional savers. A market yield curve, based on arestructured
federal investment bond, would serve this need and provide a benchmark for commercid lending as well
as deepen the corporate debt market.

The Government therefore decided to renew issue of federal investment bonds through the State
Bank of Pakistan (SBP) and to link savings rates (on Defense Savings Certificates from January 2001,
and other instruments from the beginning of FY 02) to such a market yield curve — to contain overall
government borrowing. Benchmarking NSS rates thus will, moreover, ensure aleve playing field for al
debt instruments in the financia sector, achieving greater allocative efficiency. Findly, the need to
develop an efficient secondary market for newly issued bonds is aso clear, in order to rationdize unit
costs of government borrowing, and bring them to competitive levels.

SBP has conducted three auctions of the Pakistan Investment Bond (PIB), since November 2000.
These bonds are offered for maturities of three, five and ten years, with returns payable bi-annudly and
withholding tax applicable at ten percent. Rates have ranged from 12.5% on the 3-year maturity, 13% on
5-year, and 14% on the 10-year bond; with SBP raising Rs 4.0 billion, Rs 10 hillion and Rs 15 billionin
November, December and February, respectively. PIBs are digible for discounting, repurchasing option
(repo) transactions and may be held against statutory liquidity requirements (SLR). They have thus been
launched as ardatively liquid asset, to deliver a market-based yield curve and enhance the ompetitiveness
and efficiency of the financia sector in mobilizing and alocating funds. For progress on reducing the
increment to public domestic debt, however, it remains for regulatory authorities to link NSS rates to this
new benchmark.

Effectiveness of Public Spending
As mentioned above, poor use of borrowed resources has also been a major factor
in the emergence of debt problems. How can the use of public resources be made more effective
in future? A sub-committee of the Debt Committee headed by Secretary, Planning and including
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Secretary  Economic Affars and Provincid Representatives among others, has examined the

subject and made suggestions.

Our basc recommendation is to extend the control of the Planning Commisson over
agencies that in the past were able to bypass generad planning procedures because of the specid
datus granted to them (this we understand has dready been done). In addition we wish to make
three recommendations for more effective use of resources in the public sector and better

programming of foreign aided projects.

i) Since the present public sector development program is over-extended and money
is being spent thinly on projects, it is recommended that attempts should be made
to consolidate the program by reducing its sze by 10 to 15 percent through
gdimination of low priority projects or components, projects which have serious
implementation problems or projects which do not have the srong support of
implementation agencies.

i) The above exercises should not be redtricted to domesticaly funded projects but
should dso cover foreign-aided projects. The present pipeine of undisbursed
foreign loans is around USS$ 6 hillion. Our suggestion is to cut 10 to 15 percent of
the pipdine by applying the same criteria as in (i). Secretary Planning has dready
undertaken tentative steps in this regard.

if) It is dso worth consdering whether adl new projects can be put on hold for the
next 2 to 3 years, except in exceptiona circumstances, thus enabling the process
of consolidation and focus on high priority spending to proceed.

In addition, as suggested above, the Government needs to be highly sdective in foreign
borrowing for projects, which are disbursed mainly in loca currency and should phase out such
lending, the direct and indirect costs of which are perceved to be high. Also complaints about
performance of donor agencies and foreign consultants and their high cost are widespread,
though lack of inditutiond capacity in the Government may be the red problem. Professond
cgpacities in Government, especidly in economic fidds but not confined to economids, have
been gresatly run down.

The task of inducting more and high level professond saff in the Finance, Planning and
Economic Affars Divisons should not await generd civil sarvice reform. Although the present
economic team of technocrats offers a unique opportunity for effective reform, it cannot be fully
exploited if professond daff is not avalable for criticd andyss, planning and problem solving
on the implementation side.
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Implementation capacities are weak in the Provinces aso, though Punjab and Sindh
gopear reldively wdl placed with the authority given to Additiond Chief Secretaries, Planning
and Devdopment. The Minisry of Finance should support efforts to broaden the base of

professona expertise both at the center and in the provinces.

Tackling External Debt Overhang

The most immediate economic problem facing Pekistan is to cope with the mountain of
externa debt service payments due during the next few years. On the assumption that deposits of
foreign government and centra banks (currently US$ 1.4 billion) and Specid US$ bonds owed
to residents (US$ 1.3 hillion) will be rolled over, debt service payments due are etimated at US$
11 billion for the two years July 2000 - June 2002, and gpproximately another US$ 10 billion in
the subsequent two years. These huge externd debt repayments due, totaing nearly US$ 21
billiom™ over 2000-04, would pre-empt a large part (at least over one-third) of foreign exchange

earnings, even assuming a robust expansion in exports.

Faced with the progpect of making these heavy debt payments and generating current
account surpluses (before interest payments)® or net resource transfers to the outside world at
least for a few years, it is hardly surprisng that voices are being raised in favor of externd debt
default. Those suggesting this option argue that, instead of undergoing the rigors of a difficult
adjustment process under the watchful eye of the IMF and other creditors, Pakistan should
condder smply putting a moratorium on its externd debt service obligations till such time as the
foregn exchange dtudion improves. Having carefully reviewed international experience in this
regard, the Committee feds dtrongly that a debt moratorium or default cannot redly be
conddered an option. A default may appear, a firs dght, to provide short-term reief by
reducing the modest net transfer of resources abroad, compared to an IMF-asssted adjustment
scenario, but in fact will render incaculable harm to both short-term and long-term interests of
the country. (See Box 10).

! These include amounts recently agreed to be rescheduled by the Paris Club members

2 The concept of non-interest current account bal ance of payments surplus corresponds to the concept of primary surplusin the
fiscal accounts.
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Box 10 - Some Frequently Asked Questions about Exter nal Debt

Q.

Will Pakistan not save very large amounts of foreign exchange by reneging on its external
payment obligations even though there may be a cost of debt default in terms of loss of confidence
in Pakistan and drying up of fresh flows of capital ?

As Table 18 suggests, the external debt service obligations are estimated at US$ 20.6 hillion
during 2000-04. However, only a very smal part, only US$ 3 hillion, or about 15% of the total,
will be generated from resource transfer to the outside world. In the financing plan suggested in
Table 18, the rest of the non-interest current account surplus of US$ 3.8 hillion and privatization
proceeds of US$ 3 hillion will be used to increase foreign exchange reserves. The ‘cost’ of this
modest resource transfer of resources in the medium term must be weighed against the serious
disruption to the economy and the prospect that a debt default will foreclose the possibility of
obtaining substantial net transfers of resources from abroad in the future. There is no reason that a
financidly stable Pakistan cannot prudently attract US$ 1 — 2 hillion annually in net transfers in
the latter part of this decade through foreign private investment, concessiona multilateral and
bilateral assistance and private inflows.

Why does Pakistan have to put up with the IMF conditionalities? Why cannot it walk away from
the IMF?

The Internationa Monetary Fund (IMF) is the international agency charged with providing
balance payment support to member countries in order to enable them to cope with foreign
exchange crises. It, however, provides financid assistance by insisting that economic policies be
put in place, which will remove the source of external payments, disequilibria. As the rules of the
international financing system have evolved, the maintenance of a satisfactory program with the
IMF is a pre-condition for obtaining exceptional balance of payment assistance from the World
Bank, the Asian Development Bank, and bilateral sources. The private sector also looks to a
country’s relationship with IMF as an indicator of the financia health of the economy.
Admittedly, the size of IMF's own assistance is not aways large. Pakistan, for instance, can
expect only moderate net disbursements from the IMF under the PRGF (Poverty Reduction and
Growth Facility) or other facilities. However, the Paris Club rescheduling and other exceptiona
assistance needed will not be available to Pakistan if an IMF program is not in place. Walking
away from the IMF will thus greatly increase the danger of default.

Has Pakistan not repaid its external debt already in terms of very high interest payments?

It is a popular misconception that the average terms of Pakistan's external debt have been
onerous. A large part of Pakistan’'s medium and long-term debt from multilateral and bilateral
sources has been on concessiona termsi.e. on low interest rates and with long maturities. At least
till the mid 1990s when the foreign exchange crisis began to erupt, the high cost and relatively
short-term external borrowing by the Pakistan Government was quite limited. It is only in
recently years that a resort to expensive short-term funds became necessary in order to avoid
default. However, even with the increase in share of more expensive loans from private sources,
the average nomina interest rate on outstanding external debt and other foreign exchange
obligations does not exceed 5 percent. If average international inflation is assumed at 2 percent
per annum, the rea cost of external debt is around 3 percent per annum. Moreover, with the
restructuring of externa debt which is proposed, the average nominal cost of external debt should
return to approximately 3 - 4 percent per annum in three or four yearsi.e. 1 — 2 percent per annum
in real terms, the level that prevailed in the beginning of 1990s.
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Default isnot an Option

Bascdly, a willful default will trigger a complex chain of retdiatory actions on the part
of the internationa community as foreign creditors seek to obtain satisfaction of their cdams by
seeking to impound the country’s assets, whether movegble (eg., PIA planes) or immovable
property (eg., embassy buildings), under well-established legal procedures recognized by courts
of law the world over.

As consequence of debt default, short-term growth will suffer because not only will
norma trade reations be disupted but domestic investor confidence will adso be adversdy
affected, inducing capitd flight and thus further pressuring the exchange rate. The medium and
long-term development will be even more severdy impacted because Pakistan will be shutting
itsdf off from internationd flows of capital and technology. It must be redized that net resource
transfer that Pakistan is being forced to generate for the next few years would not be a permanent
feature of our baance of payments. Beyond the trandtion period of external debt consolidation,
it should be possible to run moderate non-interest current account balance of payments deficits of
1 to 2 percent per anum (especidly if exports ae expanding vigoroudy) financed largely by
foreign private investment and prudent levels of net public and private borrowing. These positive
reource transfers after 2005 will hdp supplement domestic savings moderatdly  without
changing the essentid character of a df-rdiant growth drategy for the future. Moreover,
Pakigan cannot afford to isolae itsdf from the internationd community & a time when
knowledge is becoming a key determinant of growth and information technology exports offer

an important source of increasing foreign exchange earnings.

Restoring External Debt Equilibrium: An Exit Strategy

The Government fully recognizes the above arguments againgt default, is committed to
honoring its externd debt obligations and appears determined to follow strong macroeconomic
adjusment policies. It is serious about reducing the large macro-imbaances, especidly on the
fiscd gde Policies of fiscd redrant, which are dearly in Pekigan's long term interest, will not
only help to create conditions for price and exchange rate stability but adso provide a boost to
economic growth through creating confidence in Pakigan's currency, discouraging capita
outflows, and encouraging foreign private investment. They will, above dl, lay the bass for
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elimination of the need for IMF assgance in about three years and obviate the need to obtain

additiond debt rescheduling after mid-2004.

Meanwhile, the daunting externd financing chdlenge remains Lage scde exceptiond
assigtance from the IMF, World Bank, ADB and hopefully some hilateral donors, additiona debt

relief, large privaizatiion recepts, and Szesble non-interest current account surpluses will al

needed to meet debt service payments and build up foreign exchange reserves to adequate levels.

be

Box 11 - Elements of an Exit Strategy

Pakistan has needed fairly regular access to the IMF during the last two decades. In the last few years, the
maintenance of a program with the IMF has been a condition for obtaining debt reief from the Paris
Club. Pakistan will continue to need financia assistance from the IMF during the next three years which
combined with further debt relief from the Paris Club should enable it to meet its externa debt
obligations. The country, however, needs to clearly define the goal of an “Exit Strategy” from the IMF.
The Debt Committee believes that it should be possible to eliminate the recourse to fresh IMF assistance
after the next PRGF (Poverty Reduction and Growth Fecility) from the IMF which hopefully will be
successfully negotiated by the middle of 2001 and would provide the basis of IMF assistance and further
debt relief from the Paris Club for another three years ending in 2004.
The goals of an “Exit Strategy” should be:
(i) No need for further assistance from the IMF beyond the proposed PRGF;
(i1) No need for any additional debt relief after 2004
(iii) Reduction in the externa debt burden to the sustainable level of 200% of foreign exchange earnings
by mid-2005,
(iv) Ability to withstand unexpected economic shocks by building gross foreign exchange reserves
to US$ 5.0 hillion by mid-2004, and
(v) Limiting short term debt i.e. debt with a maturity of less than one year, to less than 10% of total
external foreign debt obligations.

The main instruments for reducing Pakistan's externa debt burden sharply and eiminating the need for
further fresh injections from the IMF will be:

i) sharp improvement in the trade account through both export expansion and import saving,

1)) large scale privatization salesto foreigners,

iif) further restructuring of Paris Club debt,

iv) exceptionally quick disbursing assistance from IMF and other multilateral and bilateral sources

notably, World Bank and Asian Development Bank (ADB) amost entirely on soft terms, and
V) retirement of relatively expensive external debt.

Pakistan has higtorically run large current account balance of payments deficits (before interest payment).
In others words, it has received large net resource transfers from abroad. During the years 1995-1998, this
deficit averaged US$ 1.7 billion per annum (including accrua to foreign currency deposits). It dropped to
USS$ 0.7 billion in 1998-99 and was replaced by a surplus of over US$ 0.7 billion in 1999-2000. There is
need to increase this surplus gradudly over US$ 1.0 hillion by 2003-04 through both expanding exports
vigorously and dowing down the rate of growth of imports. But as discussed elsewhere (see Box 10), this
resource transfer abroad can then gradually be reduced and turned into net resource transfer from abroad
in the latter part of this decade.

The reduction in burden of external debt to sustainable level requires that much of the new foreign
borrowing during the next few years be on concessiona terms. Pakistan's indebtedness to multilateral
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ingtitutions is hgh and because IBRD and ADB do not reschedule loans, the multilateral debt service is
the most inflexible part of Pakistan’'s debt service. The disbursed and outstanding loans from IBRD and
ADB (own capital resources) stood at US$ 2.4 billion and US$ 2.1 hillion respectively at the end of 2000.
A government policy objective for the medium term should be to gradualy reduce or at least contain the
outstanding normal term debt to IBRD and ADB. Pakistan needs to largely diminate its norma term
fresh borrowing from World Bank and ADB for the next three to four years. The IBRD and normal terms
ADB borrowing, if any, should be confined to non-project assistance i.e. for meeting the financing gap.
There should be no borrowing for projects on hard terms for afew years.

Inadequacy of gross foreign exchange reserves has been a major source of Pakistan's foreign exchange
difficulties. The building up of foreign exchange reserves level to US$ 5 billion or equa to at least four
months foreign exchange payments is highly desirable. The foreign exchange reserve target needs to be
pursued even at the cost of some loss of short-term momentum in growth of imports and investment
because both domestic capital flight and foreign private investment decisions are significartly affected by
acountry’s level of foreign exchange reserves and its perceived ability to withstand economic shocks.

Table 18 - Sour ces and uses of Foreign Exchange
An lllustrative Scenario: July 2000 — June 2004

(USs Billion)
Sour ces Uses
Non-Interest Current Account Surplus 3.8 |Debt Service Payments' 20.6
Normal disbursement of medium and long term loans | 6.2
Net Foreign Private Investment 2.5 |Increase in Foreign Exchange 3.8
Reserves
Rescheduling from Paris Club & Non-Consortium| 5.1
Debt Countries
Privatization Proceeds 3.0

Exceptional quick disbursing Assstance from IMF/| 6.0
World Bank/ADB

Trade Finance 0.3

Least Possible Shortfalls -2.5

1. Incl. Payments due to institutional investors of FCAs; but assuming automatic rollover of deposits of foreign central banks
with SBP, as well as special US$ bonds owed to residents.

Table 18 shows the broad ranging efforts needed to meet Pakistan's externd financing
needs in the period up to mid-2004. First and foremogt, Pekistan will have to generate a surplus in
the non-interest current account of the baance of payments of nearly US$ 1 hillion annudly over
2000-04 or about 1.5% of G.D.P. This will be in sharp contrast to average annual resource deficits
of US$ 1.5 hillion, about 3 percent of GDP, run in the 1990s and will require maor export
expanson aswell as subgtantid import saving. In addition, the Government should mobilize a
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leest US$ 3 hillion from privatization sdes to foreigners. Even so, Pakistan will need exceptiond
assstance of US$ 6 hillion from IMF (mainly under PRGF), World Bank and ADB and debt
rescheduling totding about US$ 5 bhillion (including the amount recently agreed by the Paris Club).
If the latter flows do not materidize, Pakistan will not be able to meet its debt obligations even if it
succeeds in implementing a srong adjustment program. It is dso important that exceptiond
assstance for the period 2000-04 be available dmost entirdly on concessond terms to soften the
present onerous burden of multilatera debt service. If this does not occur, multilateral debt service

payments will become extraordinarily large, in relative terms.

It is of course in Pekistan's interest to reduce the present vaue of debt outstanding to
multilatera indtitutions, but by improving the mix of assgance, the IBRD and the ADB can dso
reduce their exposure in Pakisan and increase ther flexibility in responding to the country’s future
development needs. Without formaly seeking to become an IDA only country, Pekistan should
grive that 80-90% of its annua borrowing needs from the World Bank, estimated by the Committee
a US$ 700 million, be met from IDA resources at least for the next few years. An equivaent
treatment of ADB will be required, annud borrowing from which is estimated at least at US$ 600
million. In addition, about two-thirds of tota assstance from World Bank and ADB will need to be
in the form of quick disbursing assstance.

The Debt Committee recognizes that the scae, pattern and terms of the exceptiond
assigance it is proposng will require changes in current policies of the World Bank and ADB
towards Pekistan. We propose that IDA dlocate US$ 600 million annually for Pekistan during
the next four years, well above the average annud IDA dlocation of US$ 215 million during the
years 1996-1999. (Only US$ 86 million was committed from IDA in the two years 1998-99 and
1999-00). We dso propose that two-thirds of IDA assgtance be in the form of quick disburang
policy loans or non-project assstance. At present IDA quick disbursng lending is confined to
the socia sector for the blend countries, i.e. countries recelving both IBRD and IDA funds.

We further propose that Pekistan seek US$ 400 million annudly in the next four years
from ADF, compared to the average of around US$ 300 million from the soft window of the
ADB, and that two-thirds of this asssance be in quick disburang policy related loans. We
assume that IBRD and ADB normd term loans will be limited to US$ 100 million eech annudly

and will be confined to quick disbursing assstance. In other words, borrowing for projects would
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be moderate at best and that too only under IDA or ADF. The exceptions to policy required in
the World Bank group and ADB are judtified in our view by the fact that Pakistan's externa debt
burden is extremdy high and in many aspects matches that of the HIPC countries, and the
financing gap tha Pakigan will face despite a mgor domedtic adjusment effort, is huge. As
mentioned above, if Pakigan is not able to meet this gagp on the scae and terms suggested above,
it may have no option except to seek an IDA-only status and apply for debt reduction rather than
debt rescheduling from the Paris Club. In the absence of a suitable response from World Bank
and ADB, lage-scde negaive nat trandes to multilaerd inditutions will continue and

compound the problems of making other debt service payments.

Box 12 - The Heavily Indebted Poor Countries (HIPC) Initiative

The debt crisis of the 1980s prompted the internationa financial community to help debtor
countries in reducing their debt burden through the provision of concessiond financing from international
financid ingtitutions (IFls), debt relief from officid creditors in the context of Paris Club rescheduling,
and, in some cases, through bilatera actions by the creditors. While these approaches were quite
successful in dleviating the externa debt burden of many middle-income countries, many poor countries,
especidly in sub-Saharan Africa, continued to suffer from heavy external debt burdens and grinding
poverty levels. In order to tackle the problems of these Heavily Indebted Poor Countries (HIPCs), the
World Bank and the IMF jointly launched the HPIC initiative in September 1996. The key objective of
the initiative, as it was originally conceived was to reduce the debt burden of eligible HIPCs to a
“sustainable’ level in areasonably short period of time.

A country can be considered to have achieved externa debt sustainability if it acquires the ability
to meet its current and future external debt service obligations in full, without recourse to rescheduling of
debt or the accumulation of arrears, and without adversely affecting its growth. The initiative envisages,
among other tings, additional debt relief on top of existing (traditional) mechanisms which include: ()
the adoption of stabilization and economic reform programme supported by concessiona loans from the
IMF and World Bank: in support of these programmes (b) flow-rescheduling with Paris Club Creditors on
concessional terms (such as a 67% net present vaue reduction under Naples terms), to be followed by ()
a stock-of-debt option after three years of good track record under both the IMF and rescheduling
agreements, (d) agreement by the debtor country to seek at least comparable terms on debt owed to non-
Paris Club bilateral and commercia creditors and to seek bilatera debt forgiveness of officia
development assistance; and (€) new financing on appropriate concessionary terms.

Eligibility for receiving exceptional assistance is limited to countries digible for Internationa
Development Assistance (IDA) credit from the World Bank and for the Enhanced Structural Adjustment
Fecility (ESAF)—now being transformed into Poverty Reduction and Growth Facility (PRGF)—that
have established strong track record of performance but are not expected to achieve a sustainable external
debt situation even after the full use of traditional debt relief mechanisms.

The key indicators of externa debt sustainability in the origina initiative was to bring the ratio of
the net present value (NPV)* of debt to exports to a range of 200 to 240 percent. In addition, countries
with very open economies (defined as those with export-to-GDP ratio of at least 40% and making strong
efforts to generate revenue (indicated by fiscal revenues of at least 2% of GDP) could aso be considered
digibleif the NPV of their debt exceeded 280 percent of government revenues.
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Following a comprehensive review of the HIPC initiative in early 1999, jointly under taken by the World
Bank and IMF, a number of modifications to the origind initiative were made in which: (a) the NPV of
debt-to-export target was reduced to a single target of 150 percent from the 200-250 percent range, (b) the
NPV of debt-to-fiscal-revenue was reduced to 250% from 280% and (c) the digibility thresholds for the
openness of the economy (indicated by exports-to-GDP ratio) was brought down from 40 to 30 percent
and for the revenue effort from 20 to 15% of GDP.

The revised initiative is caled the Enhanced HPIC Initiative that requires a nationaly owned,
comprehensive poverty reduction strategy paper (PRSP), for future lending to low-income member
countries through PRGF. Furthermore, greater emphasis is being placed on good governance, especially
full transparency and effective monitoring of government budget and the efficiency of socid
expenditures.

* Thisisthe sum of future debt service obligations (interest and principal) on existing debt, discounted at the market
interest rate. Whenever the interest rate on loan is lower than the market rate, the resulting NPV of debt is smaller
than itsface value, with the difference reflecting the grant element.

The Committee recognizes that large-scade disbursements from multilatera resources will
further increase preferred creditors exposure in Pakistan, which is dready high. But this,
hopefully temporary, increese in exposure must be viewed in the context of Pakigan
subgtantialy reducing its externa debt burden and thus minimizing the risk of defaullt.

On the Pakigtan sde aso, subgtantid effort will be necessary to develop policy packages
that could be supported by quick disburang assstance from World Bank and ADB. These loan
requests mugt try to be innovatlive and should indude seeking of financing for time-dices of
important programs such as irrigation rehabilitation and maintenance, poverty dleviaion, ec. In
al, ten to twelve policy operations may be needed over the next 4 years to negotiate adequate
support from the World Bank and the ADB.

The above andyss suggests that in order to avoid default Pakistan will need to make
drong policy efforts to expand exports achieve dgnificant import subgtitution and increase
private transfers. This effort will have to be supplemented by large-scde international support.
Clearly, the financing scenario is not without risk. Resource surpluses of the magnitude
envisaged might not materidize ether because of shortfdl in export targets, unfavorable trends
in remittances or further deterioration in terms of trade. Privatization proceeds may not be
forthcoming - ether because of international conditions or dow domestic implementation of the
program. Similarly, internationad exceptional assstance and debt relief may not be avalable in a
timely fashion.
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But while it will not be essy, a fundamenta transformation of the externa debt postion
can be reached in three to four years, provided strong domestic policy action is combined wth
requiste international support. Redtoring externd debt equilibrium  will enable Pekigan to
manage its externd finances without the help of IMF program for the firg time in twenty years.
It will dso 9gnd a new era of Hf-rdiance. The criticdl elements of this ‘Exit Strategy’ are
summarized in Box 11, above.

Risk Management

In order to minimize risk of financid shortfdl and ded with possble economic shocks,
such as harvest falures or further terms of trade deterioration, it is proposed that foreign
exchange reserves be built up over time to around US$ 5 hillion, equivdent to a least three
months of foreign exchange payments from 1 month equivdent in mid-2000. Furthermore, we
have made contingency provison of US$ 25 hillion or about 10 percent of gross externd
finance requirements as possble shortfals in sources of financing for 2001-2004. Aiming a an
even higher level of privetization receipts, conddered feasble by many, would be another way of
building a further cushion into the financing plan. But even these measures will not totaly
eiminate the risk of a perasent foreign exchange criss smply because the overhang of externd
debt payments is s0 large and the financing plan relies on a very diverse st of nationd and
internationadl policy actions and initiatives. On the domedic dde, there is little room for further
maneuver. The economic adjustment scenarios that the Committee has sketched out envisage
only a modest economic upturn in terms of recovery of the rate of investment and growth. Any
further economic tightening will set back government efforts to reverse the increasing incidence
of poverty and could invite serious political unrest. So the question arises, what additiond steps
can be taken to drengthen the financing picture? Fird, politica efforts must continue to resolve
the issues that have led to virtud drying up of bilatera concessond assstance. Second, the
Committee believes that if Pakisan can demondrate that continuing debt problems are not
because of any failure of domestic adjustment efforts, a case could be made to donors for softer
terms of rescheduling combined with some debt reduction. For instance, if necessary, Paris Club
could be approached to provide Naples terms instead of the Houston terms granted <o far, for the
next rescheduling period 2002-04 and to combine it with reduction of two-thirds of debt stock at
the end of the rescheduling period. The cost of seeking Naples Terms, however, would be to
formaly accept that Pakistan is not creditworthy and cannot, in the foreseegble future, borrow on
norma terms from IBRD, ADB or market sources. There could adso be an impact of debt
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reduction on new assstance from bilateral sources which otherwise could hopefully be resumed
in the near future. Another problem is that more concessona terms or debt reduction, as against
normd Pais Club rescheduling, while reducing net present vaue of debt sgnificantly, will not
in themsdves make an additiond contribution to meeting the financing gap in the short-to-
medium term. If Naples Terms and debt reduction result in actudly reducing the availability of
new finance from other multilaterd, bilaterd or private sources, the immediate financing
problem might be aggravated. However, if the financing plan is in jeopardy in any event and
orderly reduction in externa debt burden cannot be achieved through the scenarios outlined
above, the option of seeking softer terms and debt reduction from Paris Club should not be
foreclosed. (Box 13)

Box 13 - Debt Reduction versus Debt Rescheduling

Pakisan will of course benefit from debt reduction instead of debt rescheduling. However,
there are many practica difficulties in obtaining debt reduction. Pekistan does not at present
quaify for the broad initiative known as HPIC debt reduction. The countries included in this list
are, in generd, poorer and more heavily indebted than Pekistan and are clearly non-creditworthy.
At present Pakistan is not an IDA only country i.e. still has some creditworthiness.

Even if Pakisan was to seek an IDA only datus, it is not clear that it may qualify under
HPIC initigtive because it may not meet the test of no other debt solution being availdble. In any
cases the funding available for HPIC is inadequate for countries aready covered. Softer term of
re-scheduling from the Paris Club combined with debt reduction under Naples terms rather than
Houston Terms will be desirable but one problem here again is that Pakigtan is not an IDA only
country. Furthermore, Paris Club debt is less than one third of Pakistan's tota externa debt.
Pekigan's debt to the multilaterd inditutions is very high and these inditutions do not give
relief, with the exception of HPIC umbrella. Other mgjor creditors, apart from the private sector,
are reddents and foreign governments who hold deposts with the centra banks. Nearly 45
percent of our Paris Club debt is owed to Jgpan which frowns upon any debt reduction. Debt
reduction reduces the NPV (net present value) of external debt but does not help meet the
immediate financing gap, indeed may hinder it.

The Debt Committee has adopted a pragmatic approach:

It has not ruled out the possibility of seeking softer terms from the Paris Club.

It is recommending that dl of the exceptiond assgtance from internationa organizations

be on soft terms and fresh borrowing from IBRD and ADB (own capita resources) be

minimdl.

It is recommending the exploring of bilaerd initiagives (additiond concessond
assigtance from Jgpan) and unilatera debt reduction from USA, Germany, France, Canada and
other mgjor creditors.
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Desirable Outcomes

The Committee hopes, however, that its suggested policy gods and financing targets can
be met without compromising Pakistan's creditworthiness and seeking formal debt reduction. On
our assumptions, externd debt and foreign exchange obligations in absolute terms will increase
only moderady from US$ 35 hillion in mid-2000 to US$ 37 billion in mid-2005. If foreign
exchange reserves are taken into account, net externd debt will decline by US$ 2 hillion to about
US$ 32 bhillion over the period. As a percentage of foreign exchange earnings, totd foreign
exchange obligations will drop from 281 percent in mid-2000 to 200 percent in 2005 (See Table
19). However, it must again be emphasized that this assumes not only a moderation in the rate of
growth of externad debt but adso a more than 50 percent expanson in merchandise exports from
US$ 8.2 hillion in 1999-00 to US$ 12.0 hillion in 2003-04.

Table 19 - Future External Debt Growth and Burden (US$ Millions)

2000 2001 2002 2003 2004 2005

A. External Debt 32460 33226 34107 35969 36109 35363

B. Debt Obligation to Residentsin Forex

Bearer Certificates 147 108 74 53 36 15

US$ Bonds 1297 1297 1297 1297 1297 1297

Total (B) 1444 1405 1371 1350 1333 1312

C. External Debt, Incl. Obligationsto 33904 34631 35478 37319 37442 36675

Residents

Other Foreign Obligations

FCAs (Ingtitutional) 1072 79 392 0 0 0

Total (C) 34976 35427 35870 37319 37442 36675

External Debt as% of Foreign Exchange

Earnings (excl. accrualsto FCAS) 281.4 265.3 247.7 238.3 221 200.6

Debt Service 39.5 38.4 40.1 329 28.3 24.4

If one makes te plausble assumptions that () most of the expensve debt will be retired
fird (b) average terms of multilateral assistance will soften, and (c) Paris Club rescheduling will
have a least some concessona eement, the drop in net present vaue of externd debt will be
gregter than that in the nomind externa debt burden indicator. Though precise cdculations are
not yet possble, net present vaue of Pakitan's externd debt may begin to gpproach the
desrable levd of 150 percent of foreign exchange earnings by 2005 provided strong action is
taken on terms of new officia debt and export targets materidize. The ratio of externa debt
service payments to foreign exchange earnings will drop from the pesk of nearly 40 percent in
1998-99 to less than 25 percent in 2003-04. The proportion of short-term debt in total debt will
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aso come down. It may become feasble for Pakistan to gradudly retire the remaining high cost

short-term depodts from foreign governments if foreign exchange reserves continue to grow.

Reduce Risks and Ensure a Soft L anding

Since a soft landing cannot be taken for granted, what can the Government do to reduce
risks of mgor economic and socid disruption? Success of current Government efforts in three
aeas, namely greater domestic revenue mobilization, rapid export development and accelerated
privatization, will be critical for both revivd of growth and reduction of debt burden. However,
there cannot be any assurance that in the red world dl targets can be met and policies be
implemented  effectively and efficiently. For example, the anticipated privatization proceeds may
not materiadize or export earnings may fal short of assumed levels. Under these circumstances,
we cannot achieve reserve build-up targets or continue to service al categories of debt as
previoudy planned. Consequently, the dsrategy will have to be readjusted by, for example, giving
priority to projects related to the most costly short-term debt or reducing the foreign exchange

reserves target.

Therefore, there should be definite contingency plans to ded with shortfdls in certain
critic  variables such as exports and revenue targets and privatization proceeds through
curtallment of expenditures and imports. With the best of intentions and efforts to reduce the
riks of financid management, there remains a posshility that soft landing scenarios will not
work. The economic team must be ready to ded with Stuations of panic and technica defaullt.

If technicad default does occur despite policy efforts or if there is a bresk in relations with
IMF, public opinion should be mohilized to reinforce:

= Additiond taxation and/or control of consumption of luxury items;

= Sirong cuts in non-development spending

= Giving even higher priority to efficient import subdtitution in energy and edible ails.

The build up of foreign exchange reserves from the present low leve to at least US$ 2.5
billion by the middie of 2003 deserves high priority. With Pekistan's open capita account, the

level of foreign exchange reserves is probably one of the higgest eements influencing
confidence in the currency and thus private capita movements.
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Improving Ingtitutional Arrangementsfor Debt M anagement

Congdering the depth of Pakistan's debt problems, and the steady growth of debt burden
over two decades, it is surprising that no comprehensve debt management dtrategy or debt
management system exists.  Previous attempts by Dr. Hafeez Pasha and Dr. Ishra Hussan
unfortunatdly had limited policy impact and cetanly did not result in any improvement in
ingtitutiond arrangements for debt managemen.

One of the fears of the Debt Committee is that its report will meet a smilar fae It is
important, therefore, that this report not only be consdered a the policy level but dso that it be
published and made public in Urdu and English. When the report is available, disseminaion of
its findings, conclusons and recommendations should be undertaken as a tool for traning for
concerned daff as well as the education of the public. More importantly, it is critica that srong
ingtitutional arrangements be put in place to ded with issues of debt srategy, debt burden,
borrowing options, costs of borrowing etc.

Problemswith the Present | ngtitutional Arrangements

Farly comprehensve and reasonably up-to-date information on debt is avalable in
various parts of the Ministry of Finance (MoF), Economic Affars Divison (EAD), State Bank of
Pakistan and the Centrd Directorate of National Savings (CDMA). The problems are that

= reconciliation among data from the various sources is not aways complete or timely.

= daa gahering and entry except in the Economic Affars Divison, is done admost
entirely on amanua basis. Access across agencies to computers is non-existent.

» the data are fragmented and do not flow across smoothly even within the wings of
MoF.

= Computer Centers in EAD and Budget Wing of MoF are faced with shortage of
traned daff and computer professonads. The problem is especidly acute in EAD,
which houses a sophigicated debt management computer system, DMFA. Also,
computerization a CDNS is extremey basc and requires upgrading for timely and
adequate information flows.

Due to dl of the aove and the fact tha a conceptud framework for debt management
has not been developed, available information is not brought to bear on economic policy-meking
Indeed, as mentioned above, no debt management strategy guiddines exigt.
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There is dso no fiscd contingency management system: ad-hoc decisions are taken and
provisons made for guarantees that fal due when large losses materidize in PSCs. Legd and
adminigrative arangements for a modern debt management sysem have dso yet to be
developed.

The substantid technicd assigtance provided to EAD by ADB could have been usd
more effectively. The World Bank financed PIFRA project, which involves computerization of
the financid management informaion sysem, introduction of accrud based accounting
principles and resructuring of the Pakigan Audit Depatment has aso experienced
implementation problems.

There seems to be limited staff-work dedling with country assstance drategy issues with
the World Bank and ADB. It is not clear how the senior economic managers are advised on

issues such asthe IDA and IBRD blend and how they are supported in discussions.

Smilaly, there seems to be limited cgpacity to ded with issues of currency mix of

externa borrowing and issues relating to access to internationa capital markets.

Because of the dmog persgtent foreign exchange criss snce 1996, the government
dance on externa borrowing has been largely reactive and there has been no clearly defined
government policy about limits on short term debt and desred leve of foreign exchange
reserves, though the latter are much discussed and agreed upon in the context of an IMF
program. Specifying government policy on foreign exchange reserves and short-term debt needs
to be apart of debt strategy formulation.

On the domedtic 9de, as mentioned earlier, the heavy and growing reliance on NSS is
both undesirable and costly.

= Even though rates of return on the various nationa schemes have been reduced
severd times during the last 18 months, the red cost of these schemes remains high.

= More importantly, because the schemes are on tap, the Government is largely passve
in its domegtic borrowing strategy.
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=  Given that the Government is a prime and risk-free borrower and can obtain funds at
chegper rates than those available to certain public sector corporations, a study is
required to determine whether: (@) a ceiling is needed on the magnitude of savings
that could be used to finance the budget deficits and (b) additional sums mobilized
through saving indruments might be onlent to public sector enterprises a mutualy
agreed terms.

= Fndly, determination of rates of return on naionad saving schemes has been largdy
ad hoc.

There is need for a conceptua framework for setting the rates of return and guiddines for

amounts to be mobilized under NSS.

= The Government has dready agreed that returns from NSS will be subject to
withholding tax of 10 percent, as applied to other financid instruments.

» |t has ds0 been agreed that federa investment bonds, which are now being developed
by the State Bank of Pakistan, (Box 9) should st the yiedld curve and NSS rates
should be adjusted frequently to correspond in defined relationship to thisyield curve.

Elements of New Debt Management System

The above andyss suggests that improvement in debt management requires attack on
various fronts of debt policy formulation and inditutiona reforms (induding additions to
cgpecity) in various parts of Ministry of Finance, Economic Affairs Divison, Centrd Directorate
of Naiond Savings and State Bank of Pekigan. The following listing of steps for better debt
policy formulation and ingtitutiona strengthening is by no means exhaudive.

Firs and foremost, Pakistan needs a debt burden reduction strategy with defined gods of
extend and public debt reduction over the medium and long teem. Based on the
recommendations of the Debt Committee, the Government should adopt a debt strategy and debt
management guiddines including norms for acceptable cost of externd and internd borrowing,

limitations on short-term debt, level of foreign exchange reserves, etc.

Implementation of a debt burden reduction drategy, however, has to be integra to an
overdl economic drategy, the clearest manifestation of which should be in a 3 to 4 year ralling

macroeconomic framework.

There is urgent need to dsrengthen macroeconomic work in Government, which is

presently fragmented among the Planning Commisson and vaious Wings of the Minigry of
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Finance and the State Bank of Pekistan. It will not be wrong to say that at present the only
authoritative medium-term framework is the one developed by IMF teams in the context of
Fund arrangements after extensve discussons with the Government. This Stuation is clearly not

satisfactory.

The Government must have a dl times a comprehensve three-year rolling economic
framework including detals of financing, borrowing plans and debt trends. For the immediate
future, a rolling macroeconomic framework for 2001-2004 may be prepared by the Planning
Commission, for review and critique by the Minidry of Finance, State Bank of Pakidan, etc.,
considered and endorsed by the ECC and then presented to the IMF for discussion in the context
of the forthcoming PRGF negotiaions. It should be clear, however, tha as long as the IMF

program remains in place there would only be one macro framework — that agreed with the IMF.

Debt policy work needs to be strengthened in the various part of the Ministry of Finance
including the Externd Finance Wing and Budget Wing. Policy andyss in respect of nationd
saving schemes should be done in the Budget Wing but the Nationd Savings Directorate will
have to be organized to generaie the rdevant information in a timey fashion. There is a
particularly urgent need to edimate interet payments likdy to be made on maturing NSS
certificates over the next few years by adopting a clear methodol ogy.

Before any decisons on inditutional arangement are made, agreement will be required
on the various debt concepts and fisca contingency management. The recommendations of the
Debt Committee in this regard will have to be operationdized and the format and content of
future debt reports to be generated agreed upon.

Debt Policy Coordination Office

Given the paramount urgency of deding effectivdy with Pakigan's debt problems, there
is need for a high level Debt Policy Coordination Office, attached to the top management of the
Minigry of Finance. It will

= Coordinate preparation and regular updating of a comprehensve macroeconomic
framework in consultetion with other pats of the Minidry of Finance, Planning
Commisson, Federal & Provincid Governments and the State Bank of Pakistan.
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= Submit an annud report on implementation of agreed debt drategy to the Cabinet or
Economic Coordination Committee, on changes in nationa debt burden and need, if
any, to make adjustments in debt Srategy.

= Provide leadership on debt data questions and ensure compliance with agreed
reporting requirements.

= Give policy advice on externad borrowing and internd borrowing srategies and make
recommendations on reducing cost of borrowing, and keeping it low and conggent
with a prudent degree of risk.

= Monitor the implementation of contingency management arangements, which should
be located in the Budget Wing.

The Debt Policy Coordination office (DPCO) should be headed by a highly qudified
macroeconomist with broad internationd experience of economic policy and debt issues. He
should be a contract employee on a two-year (renewable) contract, with emoluments in the grade

of an M-1. He will report to the top management of the Ministry of Finance.

In addition to setting up the DPCO, there is need for strengthening macroeconomic
andyss capacity in the Economic Adviser's Wing and debt management capacity in the Externd
and Budget Wings of the Minisry of Finance, Economic Affars Divison, State Bank of
Pakistan and Nationa Directorate of Savings.

Patid funding for daffing and system components for DPCO is avaladle from ADB
T.A. project during 2000-01. But on a norma bass an annua budget Rs. 10-15 million will be
required. Findly, three points need to be emphasized:

= Since debt drategy must be an integral part of overal economic drategy, the location
of the DPCO in the Ministry of Finance and its heavy economic focus makes sense.

=  However, the role of DPCO must evolve over time as debt burden declines and access
to capital markets gradualy becomes the principal means of externad borrowing.

= The sting up of the DPCO would only be a first, abeit, important step towards
modern  debt  management, which  requires across-the-board  indtitutiond
improvements in sysems policy andyss and review in dl parts of the Government
dedling with debt issues.

= The DPCO would serve as a nerve center through its linkages with the EAD, Externd
Finance Wing (MoF), Budget Wing (MoF), SBP and CDNS informational databases.
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