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GDP target is possible, but challenging
INTRODUCTION
DESPITE the government’s claim about a V-shaped recovery in GDP growth during the current fiscal
year, 2020-21, the economy of Pakistan continues to be confronted with a challenging environment where
key economic indicators do not reflect a move toward sustainable growth.
Setting aside the much-debated controversy over a 3.94 per cent GDP growth achieved in the current fiscal year,
the performance of other key macroeconomic indicators is not promising either. For instance, the tax-to-GDP ratio
remained less than 10pc during the last two fiscal years, Gross Fixed Investment is on a persistent decline — 15.7pc
of GDP in 2017-18 to 13.6pc in 2020-21 — and exports continue to stagnate at levels seen in 2013-14.
On top of that, persistently high inflation and mounting debt obligations pose significant risks for even stabilisation objectives, leave alone the ambitious goal of sustainable growth. More importantly, the medium-term
economic goals have been set without any fundamental change in the pace of structural and institutional reforms.

Message from the Executive Director

L

IKE last year, the Economics Faculty of IBA’s recently
formed School of Economics and the Social Sciences (SESS)
is pleased to submit its analysis and review of the Federal Budget
for 2021-22 introduced in Parliament recently. This is the second
of our three events around an analysis of the proposed budget.
As many of us at the IBA and elsewhere are vaccinated, we were
able to hold a vibrant discussion of the budget physically at the
IBA recently and intend to bring out a more academic e-book of
the analysis undertaken by our dynamic Faculty.
At the IBA, we are looking forward, hopefully, to a world
where we can welcome back our students after an absence of
almost 18 months. Neither the students nor the Faculty have
enjoyed the teaching and learning experiences remotely, and
we hope that in the Fall, with everyone vaccinated, the IBA
campus will once again come alive with discourses around education, creativity and curiosity.
S Akbar Zaidi,
Executive Director, IBA
In this period of closure, we have not been idle at the IBA and
have taken the opportunity to reflect and innovate, and to plan
new and creative educational experiences. By setting up three independent Schools, hiring diverse
and well-trained Faculty, upgrading our infrastructure and facilities, we have worked towards
improving the educational experience of our nearly 5,000 student body. New programmes, such as
those in Masters in Development Studies, Finance, and in Data Science, have been launched and
add to our stellar menu of programmes and degrees at the IBA. The post-vaccination Fall semester
will not just be a return to the usual, we will continue to raise our standards and ensure even better
quality which defines the IBA.

KEY FINDINGS AND RECOMMENDATIONS
• We find that while growth has taken place in Pakistan this financial year 2020-21,
it is likely to be less than the 3.94 per cent announced by the government.
• Growth which has taken place this year has been on the back of a ‘base effect’
and the government target of 4.8pc GDP growth for 2021-22 looks possible, but
will be challenging.
• The leniency shown by the IMF on account of the pandemic allowed the government to avoid numerous tight constraints. This luxury will no longer be available
and autarky and austerity will return.
• This is clearly an election-cycle budget and will require a lot of fiscal spending,
targeting key political constituencies and groups.
• The Balance of Payments was salvaged by a slowing economy, and, hence, low
imports buffeted by high remittances. Increasing imports reaching US$60-70 billion will be the Achilles heel of the economy as remittances are unlikely to show
markedly growing trends.
• Inflation is likely to persist near double-digit levels as higher petrol and electricity rates are passed on to consumers.
• There is need to announce a new National Finance Commission (NFC) Award
and make it more egalitarian and progressive than the 9th NFC Award.
• The minimum wage must be increased to reflect the loss in purchasing power by
the poor.
• The BISP/Ehsaas programme needs to be further increased for at least the next
two years.
• Negotiations with the IMF must continue.
• Structural reforms in the economy, particularly addressing the power sector, fiscal
and tax reforms, and reforms in the agricultural and water sector, are urgent.

FISCAL POLICY
The federal budget proposals for 2021-22 strongly reflect an expansionary fiscal policy with a total outlay
of about Rs8.5 trillion, with an increase of about 15pc over the revised estimates of 2020-21.
The analysis of the budgetary performance during 2020-21 indicates that despite the government’s
claims about the achievements of the Federal Board of Revenue (FBR), the target of FBR revenues for
2020-21 is likely to be missed by Rs272 billion. This is surprising given that the tax base has increased,
imports are on the rise, and the estimated growth in nominal GDP is more than the targeted growth.
Revised estimates for 2020-21 show a collection of Rs1,789 billion under direct taxes against the target of
Rs 2,043 billion, indicating a shortfall of over Rs254 billion. The shortfall appears to be unrealistic considering the government’s claim of a higher-than-targeted growth in real GDP. Clearly, there is a mismatch
between economic growth and revenue collected through direct taxes.
Under indirect taxes, Rs2,902 billion were collected against the target of Rs2,920 billion — a shortfall of
only Rs18 billion. While the revenues from customs and the sales tax are more than the budgeted amount,
revenues from excise duty have not increased accordingly. It further reflects a compromise on equity and
progressivity by heavy reliance on indirect taxes. As per the budget estimates of 2021-22, a growth of about
26pc is envisaged for indirect taxes compared to 22pc in direct taxes.
As far as the federal non-tax revenues are concerned, like the previous year, the government again added
the petroleum levy, gas development surcharge, ICT taxes and the like, in the category of non-taxes.
Interestingly, non-tax revenues performed much better than the tax revenues by surpassing the target by
Rs94 billion; a collection of Rs1,704 billion against the target of Rs1,610 billion.
Overall, the State Bank of Pakistan’s profit and petroleum levy have together derived this growth.
Ironically, the federal government seems to focus more on non-tax revenues, such as the petroleum levy,
perhaps due to the fact that these revenues are not part of the divisible pool and, hence, not shared with the
provinces. The revenue from the petroleum levy grew by 70pc compared to a growth of 17pc in tax revenues.
Overall, the target for total tax revenue in 2021-22 is set at 10.8pc of GDP compared to 9.8pc in 2020-21,
which is not promising as it is even below the 11.4pc in 2019-20, a year prior to the pandemic.

FUTURE LANDSCAPE OF THE ECONOMY
Pakistan’s economy experienced a positive GDP growth rate in FY21. Major factors that may have contributed to this growth are the stimulus package of Rs1,240 million, a current account surplus, and consumption
growth due to the restoration of economic activity, resumption of the supply chain and higher demand.
However, the economic recovery in FY21 is still far below the potential on the forecast horizon due to myriad
challenges faced by Pakistan on the revenue and external fronts. Although tax revenues registered a double-digit
growth during FY21, the fiscal deficit widened despite strong fiscal consolidation efforts taken by the government.
Similarly, the trade deficit continues to negatively impact the gains of a positive current account surplus
as Pakistan’s exports base remained narrow. Private capital investment remained low as the government,
through various fiscal and monetary measures, struggled to restore private investors’ confidence in business activity to the pre-Covid-19 levels.
Different policy scenarios have been considered by the IBA team to make econometric projections of key macroeconomic indicators, including GDP for the upcoming three fiscal years, which are based on three scenarios: 1)
the country will not go into a lockdown again during the next fiscal year and the domestic and global economies
will follow the path of gradual recovery during the first quarter of FY22; 2) a scenario based on the proposed
budgetary spending in FY22 and current policy rate; and 3) the optimal spending and current policy rate scenario.
In all the scenarios, the GDP growth rate is positive for FY22 and in the range of 3.76-4.67pc, subject to
the fact that the assumptions hold true.
The estimates show that the GDP growth target for FY22 cannot be achieved with the allocated resources
(Figure 1). To achieve the targeted growth of 4.8pc in FY22, the government would require increasing the
public investment by 44-48pc, along with easing the provision of credit to the private sector by about 10-12pc.
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For scenario 2, inflation is projected to be higher (around 12pc) than the baseline and scenario, which is possibly
due to, 1) low policy rate and increase in government spending leading to higher money supply, 2) positive and
upward trend in oil and energy prices, 3) possible revision in electricity and gas tariff, and 4) higher demand of
food items outstripping supply due to slower recovery of supply chains leading to possible food inflation.

per cubic meter of water withdrawn, which is the eighth lowest in the world. This has negatively affected
agriculture, especially the crops sector.
From 2007-08 to 2019-20, the average growth rate of GDP was 3.39pc while that of agriculture sector was
2.15pc. Furthermore, the average growth rate in value addition of crops sectors was much lower, 0.55pc.
The production of water-guzzling crops, such as sugarcane and rice, has increased over time, while the production
of water-thrifty crops, such as oilseeds and pulses, has decreased. These trends are mainly due to the missing water
market, as irrigation water charges are too low to affect cropping patterns and use of water saving technologies.
The distorted incentives in both input and output markets have encouraged production of water-guzzling
crops, which are also being exported. These incentives have thus indirectly discouraged the cultivation of
water-thrifty crops, especially oilseeds, pulses, and high value crops.
The consumer demand for oilseeds and pulses is being met by importing vegetable oil and pulses. Thus,
Pakistan is has become a net exporter of blue virtual water.
It is important that both the federal and provincial governments in Pakistan take steps to transform the
country’s crops sector into one characterized by a water-efficient, high value crop-oriented, more climate
resilient, more cost-effective, and high capacity to accommodate an increasing population and urbanisation.

GOVERNMENT INTERVENTION TO BOOST THE CONSTRUCTION INDUSTRY
The government took several measures to boost the construction industry. As a result of an amnesty scheme,
1,083 projects valued at Rs340 billion have been registered with the FBR, and 292 tentative projects were also
itemised with potential investment of Rs43bn under the Prime Minister’s package for the construction industry.
The capital gains tax was reduced and people constructing, buying or selling their first houses were exempted
from several taxes and fees, including the Advance Tax, Capital Gains Tax, Stamp Duty Tax and Registration
Fees. Banks were instructed to increase financing for the construction sector to at least 5pc of private credit.
Furthermore, the tax rate on the construction sector was reduced with up to 90pc tax reimbursed, particularly on projects that were associated with the Naya Pakistan scheme. While it is too early to assess an
absolute impact of the construction packages and reforms, there have been certain indicators that the
industry is heading in the right direction.
Overall, the projections of the major macroeconomic indicators show that with the current set of economic policies, the growth targets for FY22 are difficult to achieve.
The optimal policy solutions to achieve these targets would be a mix of fiscal and monetary measures with
increased role of government to stimulate private investment on the one hand, and cushioning the poor
against rising inflation on the other.
In order to sustain this momentum of growth, the government needs to increase the export competitiveness
of the private sector as effects of the pandemic fade away and economies, especially the US economy, recover.
Despite some recovery, private-sector growth has not picked up and private capital investment is still too
short to make up for the jobs lost due to the pandemic. Therefore, in order to boost the business and household purchasing power, government social sector spending needs to be continued and accessibility of the
private sector to capital needs to be enhanced. The government’s programmes of housing finance and
micro-credit schemes, as proposed in the current budget, are, therefore, steps in the right direction.

THE NEED FOR ACCOMMODATIVE MONETARY POLICY
The recent growth figures indicate that the economy grew along with an increasing trend in prices (mainly
from the supply side). In the budget 2021-22, the reduction in the rates of Custom Duty and Federal Excise
Duty to facilitate industry and exports, on the one hand, and the increase in total development expenditure
to Rs. 964 billion, on the other, indicate a pro-growth and spending-led fiscal policy.
However, to achieve the target of a 4.8pc growth rate, the role of private sector investment cannot be ignored.
It is, therefore, important for monetary policy to remain accommodative for sustainable economic recovery.
For this purpose, the State Bank of Pakistan should decompose inflation variability into demand-side and
supply-side factors and avoid changing the policy rate to account for inflation coming from supply-side factors. This is similar to the decision of keeping the policy rate unchanged, made in the Monetary Policy
Committee meeting on May 28, 2021.
However, there are obvious signs of supply-side inflation in the coming months. The collection of Rs 610
billion through petroleum levy in the face of rising global oil and food prices is likely to put pressure on domestic prices. The use of demand management policies to reduce inflation — that may have been predominantly
caused by supply-side shocks — will lead to a significant decrease in the output by making the working capital
expensive for the private sector. This is a transmission mechanism called the cost channel of monetary policy.
The gradual adjustment in the policy rate in the face of demand-push inflation should also be made with
care to avoid hurting the economic recovery. For instance, the majority of the private-sector credit (Rs. 220
billion) in the first half of FY21 went to private-sector businesses compared to consumer financing (Rs. 85
billion). The policy tightening to reduce the consumer finance side of demand could hurt the business sector more through the channel mentioned above.
Hence, the challenge for the SBP will be to carefully tackle the tradeoff between inflation and output.
Further to this, the variation in food inflation is much higher than non-food inflation. Thus, the SBP policy
rate moves closely with the non-food inflation, signalling that it has little or no control over food inflation.
The use of demand management policies to reduce headline inflation if it is mainly caused by food inflation will lead to a reduction in output by raising borrowing costs for the business sector.

INDICATORS OF A GROWING CONSTRUCTION INDUSTRY
1) Cement output rose by 22.8pc during Q1-FY 21 whereas during the same period of last year it
had decreased by 1.4pc.
2) Long steel products that are more often used in the construction industry had an ascending
growth of output with billets production showing a rise of 26pc.
3) The market has begun to speculate this improvement and hence property prices have risen
countrywide.
4) Construction activity grew by 8.06pc due to an increase in government expenditure for FY20.

COVID-19 AND LABOUR MARKET DYNAMICS
As per the Special Survey on Evaluating the Impact of Covid-19, conducted by the Pakistan Bureau of
Statistics, 22pc of the respondents said that their employment was affected by the pandemic in some way.
The top three affected categories were: (i) piece rate workers (83pc), (ii) casual paid employees (76pc),
and (iii) non-agricultural own account workers (72pc).
While piece rate and casual paid workers will be able to get jobs as the economy recovers, those who are
self-employed will be the worst hit with many not being able to continue as they already face an uncertain
market. These hard-hit categories also reveal weak labour market institutions in terms of job security.
Although the minimum wage announced in the Federal Budget 2021-22 is Rs 20,000, the implementation
will be challenging because average wages declined significantly during the pandemic.
Another emerging employment issue, though not directly related to the pandemic, is youth unemployment. In 2019, the youth unemployment rate for Pakistan was estimated at 8.88pc, a 0.9pc increase from
2018. A significant share of the younger population looking for work is unable to find employment.

RECOMMENDATIONS:
1. The government needs to identify globally competitive skills and map them with provincial
TVETAs and academic institutions.
2. The pandemic further weakened the labour market in terms of vulnerability, social security,
and the absence of buffer mechanisms against any negative shocks. Future reforms must consider this as a warning and should establish related institutions.
3. There should be a focus on training younger people entering the market in Large Scale
Manufacturing as it is a major contributor to GDP.
4. Self-employed and newly-established businesses should be encouraged through tax exemption, and e-commerce should be facilitated.

ENERGY SECTOR

GOVERNMENT INTERVENTIONS AND EXPORTS
While the current account position improved in FY21, the trade deficit is also showing an upward trend
as the economy opens up. Increase in exports is a result of domestic (such as provision of subsidies, electricity and other inputs) and external factors including more challenging conditions due to Covid-19 in our
regional competitors, India and Bangladesh.
Exports from Pakistan are not only limited in terms of the level of diversification of the products in the
export basket, but also have high dependency on government assistance to improve their competitiveness.
The textile products are the major beneficiaries of government intervention. With a narrow export basket
even within the textile sector, the beneficiaries are likely to be limited. A few textile products not only report
higher values of comparative advantage relative to China and India, but also report lower export unit cost value.
It would be ideal to boost the capabilities of those producers that export products reporting high potential and
incur low unit value but not necessarily have the current capabilities to export their fair share (report low RCAs).
Since the provision of subsidies is biased towards cotton-based products, the trade policy interventions
may have been unfavourable for diversification into man-made fibre-based products and other textile products that can help increase exports. In addition, very few non-textile products are receiving similar benefits
through government interventions.
It is imperative to adopt a holistic approach which involves providing the right mix of resources including
cheap labour, material input, physical capital, human capital and aggressive economic diplomacy rather
than focussing on handouts and subsidies targeted to selected industries.

According to a 2020 report by the World Bank, Pakistan’s current electricity demand can easily be met if
the country uses 0.071pc of its area to generate solar power. Chinese companies have been major investors
in wind projects, accounting for 397.5MW, or 36.8pc of the new wind power capacity developed in Pakistan
between 2014 and 2018.
A major challenge for the sector is that Pakistan has one of the highest distribution and transmission losses
of electricity in Asia. In 2019, the losses stood at 18.3pc, taken as an average of all distribution companies.
Furthermore, as of April 2021, the circular debt in the energy sector had crossed Rs 2.55 trillion. Delayed
payments to power generation and distribution companies affect further generation of electricity.
In the current budget, a subsidy of Rs 425 billion has been allocated to the power sector, which will target
the circular debt and payment to independent power producers.

THE STATE OF EDUCATION DURING COVID-19
Pakistan’s primary school dropout rate is the third-highest (22.7pc) in the region, behind Bangladesh and
Nepal. With the decrease in incomes, closure of schools, and a shift towards online education, Covid-19 has
negatively impacted education goals. A survey shows that children’s education in 16pc of households was
discontinued as parents were not able to pay the monthly school fee. Moreover, expected years of schooling
for a Pakistani student stands at 9.3 years, but only 5 years are spent in learning.
Due to the pandemic, years spent in learning might reduce to 4.7 or even to 4.4. Moreover, as lessons
learnt from the Ebola crisis, girls are at a higher risk of losing out than boys.

BUSINESS CONFIDENCE INDEX (BCI)
The Business Confidence Survey is published by the State Bank of Pakistan (SBP) in collaboration with IBA. It provides information on the trends in business and economic conditions
within Pakistan by surveying businesses located across Pakistan belonging to manufacturing,
services, retail and wholesale and finance industries (380-400 firms).
The BCI has predicted the trends well. It explained the downturn at the onset of the pandemic
and then the recovery thereafter. The current business confidence indicator, the expected business confidence indicator, and the overall business confidence indicator were all in the positive
zone in February 2021, the first time since August 2018. All variables had collapsed into the
negative at the onset of the pandemic.
The post-March 2020 recovery is consistent with other economic indicators published by the
government. Similar trends are evident in the purchasing manager index, current and expected
employment index. The strong recovery in the expected employment index (in the next six months)
suggests that businesses are expected to create jobs in near future. The large-scale manufacturing
index and the export growth levels also follow a similar trend as the business confidence index.

EFFECTIVE WATER MANAGEMENT FOR AGRICULTURE
The available water resources are not being utilised efficiently as agricultural water productivity in
Pakistan is US$0.37 per cubic meter of water withdrawn. Total water productivity in Pakistan is US$1.38

SOCIAL PROTECTION
With as many as 21 million Pakistani getting laid off due to Covid-19 in 2020 and 2021, the unemployment
rate has been estimated at 25pc. Food inflation was around 13-15pc for most of the year, and millions of
households may have been pushed into poverty, representing almost 10pc of the population. Real wages
have fallen, causing precarious economic and financial prospects for many citizens.
The Ehsaas Emergency Cash (EEC) programme — a major initiative regarding the government’s response
to the pandemic — performed fairly well by covering 56pc of estimated income losses during the 46-day
general lockdown.
However, there is ample room for improvement for the welfare of the public. Some recommendations in
this regard include doubling the BISP/Ehsaas Programme, efficient allocation of cash transfers, wage
top-up for essential workers, creation of safe and efficient digital identities, providing incentives to retain
the best and the brightest, and developing an integrated social protection system. n
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