CHOICES FOR FINANCING FISCAL AND EXTERNAL DEFICITS
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The on going debate on the growing trade and current account deficits and fiscal deficit needs to be encouraged as it creates awareness of economic issues among the general public and puts pressures on the policy makers to take corrective actions. However, this debate has so far been dominated by a superficial or highly perfunctory analysis perpetuated by two extreme positions. Those who wish to criticize and find fault with the government paint a doom and gloom day scenario and argue that deficits are a result of mismanagement and wrong economic policies pursued and pose a serious threat to macroeconomic stability and future growth. Those supporting the government, on the other hand, convey a sense of complacency that may lull us to believe that there is nothing to worry about because these deficits can be financed at present. 
The majority of Pakistanis caught in the middle of these two extremes feel confused as well as concerned. They do not know what the true situation is. This article is aimed at those in the middle and attempts to shed some light on this important issue in a dispassionate and objective manner. The fact of the matter is that both these two extreme positions are untenable. We are neither faced with a doom and gloom scenario nor the availability of finances to meet the deficit in the short term is a guarantee that these deficits can be easily filled in the future. Unless serious efforts are made to mobilize resources in a way that does not damage the country’s productive capacity it would become increasingly difficult to meet these gaps. 

Deficits, by themselves, are not necessarily undesirable nor something to be shunned like plague. What they signify in simple and very broad layman terms is that the domestic savings of a country are not enough to meet its investment requirements. Developing countries are characterized by low per-capita incomes and widespread prevalence of poverty. They cannot generate sufficient savings from their own incomes after meeting basic consumption needs of their population to undertake required investment for expanding production, building infrastructure and strengthening human capital. Policy makers have two choices – either they limit investment to the exact level of domestic savings or they mobilize additional savings from outside the country and increase investment to a higher level than what is possible if only domestic savings were available. As public expectations from their governments are becoming quite heightened and the incidence of poverty needs to be lowered sooner than later developing countries have used foreign savings to augment their domestic savings and achieve a higher rate of economic growth. Let us illustrate this with a simple example. Under the first scenario if the domestic savings of a country is 12% of GDP then investment rate of 12% will generate annual growth rate of 4% annually. If the population growth rate is 2% and per-capita income is $ 500 it will take 35 years to double the per-capita incomes to $ 1000. How many political governments can afford to wait that long? Is it morally defensible that many countries may have per-capita incomes over $ 70,000 by then while a developing country is stuck with such a low per-capita income level? Now suppose that the government raises foreign savings equivalent to 3% of GDP every year the investment rate of 15% (domestic savings rate 12% + foreign savings rate 3%) will generate annual growth rate of 5% annually. With the same parameters per-capita income in this scenario will double within 24 years. Although this period is still too long but higher growth rates will also result in pushing domestic savings rate higher, which, in turn, will further reduce this period of 24 years. So it becomes clear that mobilizing foreign resources is an activity which a poor country such as Pakistan should not shirk away.


The critical question then is how to raise the volume of required foreign savings in a benign way that helps the process of economic development, does not mortgage the country’s future and assures stability in capital flows. Foreign savings can take the form of debt or non-debt creating flows. As a matter of prudence, the preference is always to minimize debt and maximize non-debt creating flows. The logic behind this proposition is simple – debt creates a fixed income charge. Whether the economy or the project for which debt has been contracted makes a surplus or not the fixed installment has to be paid under all circumstances. Most Pakistanis, not well versed in economics, are genuinely apprehensive that foreign borrowings may plunge us into a debt trap from which we have only recently gotten out. These apprehensions are justified if the proceeds from these borrowings are misallocated and misutilised. If the borrowings are not likely to contribute to expansion of the economy or do not fulfill economic and social objectives it is better to avoid them. But as long as the rate of return on the project is higher than the interest rate on which debt is contracted borrowing is justified.

Non-debt flows – mostly equity-will result in a payment as dividend only when the economy or the project is earning profits. So dividend outflows are dependent on positive income generation. Foreign direct investment not only brings foreign capital but also new technology, managerial skills and links with international markets etc. The economy thus benefits a great deal in many ways than is possible under borrowing. Therefore FDI or equity flows should be encouraged.

Another major source of non debt flows is the remittances of overseas nationals. These are simply exchange of foreign currency they remit from abroad with the local currency paid to their families or other beneficiaries in the country. These flows do not create any liability in form of foreign exchange payments in the future. That is why they are termed as unrequited transfers and are very helpful in filling in the trade gap and meeting current account deficit.
The third avenue is the privatization proceeds realized in foreign currency. Although these are non-recurring in nature, they have the double advantage of filling in the current account gap as well as the fiscal gap. To the extent, these proceeds reduce the demand for new debt the country is better off.

Portfolio flows to stock markets of developing countries are becoming quite common but in reality they are highly volatile and can create destabilization and financial crises as happened in Asia and Latin America in the past decades. Excessive and abrupt portfolio flows therefore need to be  avoided. 

Financial integration is spurring many developing countries to raise equity by selling GDRs/ ADRs of their companies on foreign stock exchanges. This mode of financing is relatively stable and enjoys many of the features inherent in FDI.


On the debt side the country has several choices – either to approach the official creditors or private credit markets. Among the official sources the main suppliers are the Multilateral Financial Institutions (MFIs) and Bilateral Creditors. MFIs offer concessional and non-concessional loans to developing countries. Bilateral countries increasingly provide grants to low income countries while their export credit agencies are interested in extending suppliers and buyers credit to support their businesses. Consessional loans and grants should be channelized to the maximum extent possible as they have only a mild burden on debt servicing capacity.

Multilateral and Bilateral Agencies provide project and non-project financing. Project financing for infrastructure and human capital development is to be welcomed as it supplements domestic investment in meeting critical deficiencies and shortages in the economy, introduces new knowledge and technical expertise and benchmarks the country to international best practices. Non-project financing provided mainly for budgetary support comes loaded with donor conditionalities. In case these conditionalities put limit on exercise of autonomy in decision making these loans should be taken only as a last resort and to avert crisis situations. Export credit has to be scrutinized more thoroughly to un-bundle its implicit or hidden costs such as tied procurement from explicit costs.


Private credit markets offer a much wider range of products such as Islamic Sukuk, bonds, syndicated loans etc. Access to these markets is limited to about 25 emerging economies in the world, which are graded by the credit rating agencies and found to be creditworthy. Pricing of these instruments depends upon the sovereign rating, the track record and assessment of economic prospects. Sovereign bonds act as the benchmark for corporates of the country to raise funds in the International Capital Markets. Care should be taken in accessing International Capital Markets as they penalize mismanagement and weak policies more severely than the official creditors do. Countries that do not practise good governance or are habitually indulgent in excesses should not access these markets.

For meeting fiscal deficits the choices are external borrowing, domestic borrowing, official grants, equity and privatization proceeds. The characteristics of external borrowing have already been discussed above. We will therefore only discuss the domestic borrowing and official transfers options. Equity can be raised by floating shares of state enterprise on stock exchanges or selling to private equity companies or through private placements. As these modes are similar in nature to privatization proceeds they can be considered together. They ought to be preferred for exactly the same reasons as FDI.

Domestic borrowing can take the form of bank or non-bank borrowing. Bank borrowing can be further divided into Central Bank and Commercial Bank borrowing. Central Bank borrowing for meeting fiscal deficit or losses of public corporations is not desirable as it affects high powered money creation and therefore generates inflationary pressures. Excessive Commercial Bank borrowing by the Government crowds out private sector credit within the target imposed by money supply targets and should also be discouraged. The two main channels for non-bank borrowing are Pakistan Investment Bonds (PIBs) and National Savings Schemes (NSS). PIBs are issues of medium and long term duration and mobilize institutional savings while NSS is targeted at individual or retail investors. As long as these instruments do not entail substitution or diversion from other financial sector savings they bring in additional household savings to the formal sector and should be encouraged. Remunerative but competitive rates of return should be offered to the savers under the NSS. Institutional savings should not be allowed to flow into NSS as this is bound to stifle the growth of Private Equity Funds, Venture Capital Funds, Pension and Provident Funds, Mutual Funds, Real Estate Investment Trusts, Long Term Mortgage Market and Corporate Bond Market.

The above analysis indicates that resort to foreign savings and contracting debt can help the developing countries in improving the living standards of their population more rapidly by attaining higher rates of economic growth. But the main focus should be on the management and utilization of these resources. A menu of options approach outlined in this article (presented in chart in the annex) can be helpful in examining and determining the relative costs and benefits of each of these options. The annual financing requirement including domestic and external borrowing should then flow from this examination and guide the policy makers in approaching the various creditors and equity markets etc. They can then carve out the slices or trenches from each source and negotiate the terms and conditions of each individual transaction.


The generalized dismissal of deficits and borrowing on one hand or an automatic and mechanical approach whereby all forms of financing are welcomed and accepted irrespective of their costs and benefits are the positions both of which should be discouraged. Neither subservience or submission to donors and creditors are in the larger public interest nor are the xenophobic piousness and narrow mindedness that condemn all forms of financial interactions with foreigners. The smart countries have used foreign savings and debt to their advantage and scrupulously avoided the pitfalls and blind alleys. Deficits are a natural outcome of the process of economic development. The trick is how to put these deficits to work in a way that accelerates the process of economic development and poverty reduction.
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(NSS)  National Savings Schemes 

(PIBs) Pakistan Investment Bonds 
(TFCs)
(SBP)  State Bank of Pakistan 
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