Pakistan and the IMF : 1988-2002*

A case study

ISHRAT HUSAIN?

Pakigan entered into nine different agreements with the IMF during the period 1988-
2000. Except for the last Stand-by Arrangement (SBA), most other arrangements were not fully
implemented and consequently amost haf of the agreed amount remaned undrawn. The
1990s, however, was a ‘logt decade for Pekistan's economy. During the previous four decades
the annud average growth rate was dmogt 5 percent and the incidence of poverty had declined
from 40 percent to 18 percent by the end of 1980s. During the 1990s growth in per capita
income dropped to dightly over 1 percent. Poverty resurfaced and about one third of the
populaion now lives bdow the poverty line of $ 1 per day. Socid indicators are worse than
other countries with comparable income. The country has turned from moderately indebted to a
heavily indebted country and was dso perceived as one of the most corrupt countries in 1996.
Indtitutiond decay hes been peavesve advasdy affecting the implementation and
adminidrative capacity.

Snce 2000, however, the SBA was fully implemented without any hiatus and the
progress on the Povety Reduction and Growth Fecility (PRGF) approved in 2001 is dso on
track. The externd sector has been secured and macroeconomic sability indicators look good.

Growth rae has, however, remained dismd and poverty reduction has not made much
heedway.

This case study examines the following three questions.

@ Why did successive governments opt for the IMF programs?
(b) What is different thistime? and

(© What are the lessons for the IMF from this experience?

Why did successve governments opt for the IMF programs?

Pakigan has had nine different governments (Bhutto, Jatoi, Nawaz Sharif, Mazari, Moeen
Qureshi, Bhutto, Mergy Khdid, Nawaz Shaif, Musharal) during 1988-2001. Pekistan entered
into nine different kinds of agreements with the IMF during this period. The motivations and
intentions of each government may be different but it can be deduced from their actions thet
there were a number of underlying factors common to dl of them. The exact weight of an
individud factor may have vaied during different periods but a more formd principd
component analysis would have reveded their Sgnificance. These factors are:-

1 Need to obtain financid resources for resolving baance of payments problem;
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2 Secure access of funds from other internationd financid inditutions and bilaterd
donors,

3 Get a*Sed of gpprovd’ for seeking commercid and export credit fadilities,

4) Shift the blame for some of t he paliticaly unpopular decisons to externd pressures
and compulsons,

5) The atempt of reformist economic managers to restrain and block the pursuit of
populigt policies by paliticd leaders,

6) In post 1998 period to get debt rdief and rescheduling.

The above catdog of motivating factors gppears to be quite plausble and reasonable.
The question then arises is. why did success in implementing these programs prove o0 dusve?
There are severd explanatory hypotheses, which are presented below.

Firg, it is interesting to note that the frequent changes in the government leadership led
to new agreements with the IMF and one of the reasons cited for dismissd of directly eected
governments was economic mismanagement. Whether the continuity of eected governments
and completion of their full teem would have made any dgnificant difference as far as
implementation of the IMF programs was concerned is the moot question. There is a viewpoint
shared by the economic managers of the dismissed governments that these programs, even if
they had gone off track temporarily, would have been back on track if there were no disruption
of the politicd process. It would be petinent to point out that there was no difference of
opinion among the two mgor political parties who dternated in power in the 1990s as far as the
nature of reforms was concerned. Their views also coincided with the IMF program contents.
In other words, economic management and meeting the commitments wih internationd
finandd community cannot be divorced from politicd management and the overwheming
reeson for Pekistan's poor track record can be ascribed to the uncertainty and discontinuity
caused by frequent changes in the government.

The second line of reasoning has been egpoused by this author in his 1999 andyss of
the Politicd Economy of reforms. According to this viewpoint the main motivation underlying
these programs was not longer-term transformation of the economic structure but short-term
injection of liquidity to avert foreign exchange shortages and replenish reserves. Adjustment
was thus teken as a purely short-term pdliaive measure to buy time rather than an opportunity
to introduce much desred policy and inditutiond changes The veded interes groups which
were likdy to lose out from these reforms had strong politicd and economic hold on the
decison making process under every dected government. They were therefore ingrumentd in
ensuring that only some cosmetic changes were made to obtan IMF and other externd
financing and then go ahead with busness as usud. The leadership in Pekigan during this
decade remained preoccupied mainly with the chdlenges of retaining power in the face of a
vigilant military oversght and in building coditions and dliances to preserve political power
and thus gticking to the lowest common denominator acceptable.



The third hypothesis can be termed as ‘Blame the IMF syndrome. The proponents of
this hypothess argue that the diagnoss of the economic problems carried out by the IMF Saff
is patid and incomplete. As they do not have any grounding in the specific politica redities or
awareness of the inditutiond cgpacity their technicad andyss is sound but does not capture the
ful feashility of implementation of reforms. More damaging is the indictment that the design
of the program is driven too much by dogmatic and ideologicd agenda of Wasgington
Consensus i.e liberdization, privetisstion and deregulation. The IMF holds a unifom st of
universd  economic precepts to be vdid across countries and the initid conditions, market
imperfections,  dructurd  rigidities, immobility of factors and other peculiar festures of
deve oping economies do not seem to figure in the design and famulation of the programs.

A vaiat of this hypothess argues that even when policy content is appropriate there is
a grest ded of resstance in accepting deviaions and variances from the specified performance
criteria. Nobody has perfect economic faesght to predict accuratdy the evolution of key
vaidbles over time. Unanticipated exogenous fectors outdde the control of the policy makers
do influence the outcomes and the IMF daff and Board are more often inclined to ignore or
give less weight to these factors during their review placing unreasonable demands for further
adjugment upon the authorities. If the targets themsdlves resulted from unredigic assumptions
in the program desgn then throwing the entire weght upon the country is conddered
unreasonable. The drict adherence to quantitetive indicators rather than a fed for the overdl
policy direction does cregte a dissonance between the Fund and the country authorities. The
tendency to micromanage and second guess the authorities has been a condstent complaint
againg the IMF by those who have been engaged in negotiations with them.

Wha do we conclude about the rdaionship between the IMF and the successve
governments during this period of 1988997 My own reading of the evidence suggests that
ghort term economic gains in tackling externd sector imbaances by getting infuson of IMF
and othea extend financd flows was the man driver of this rdaionship. Fundamenta
gructurd reforms that entailed heavy political codts were largedy avoided or were cosmetic in
nature, as these reforms would have added to the politicd insecurity with which these
governments were dready suffering. The dtruggle for surviving in the office was dready quite
messy and unpopular economic reforms would have accderaied ther exit from the office
sooner than laer. This need for survivd trandated itsdf into poor governance and wasteful
expenditures. The time inconsstency problem where the benefits of these reforms would have
accrued to their opponents later while the costs would have been borne by them was upfront a
redl one.

What isdifferent thistime?

An interesting question that is raised these days in Pakigan is why is it different this
time tha we have been able to complete the SBA without ary hiatus and are on track in
implementing the PRGF?

It must be recdled that the rdationship between Pekistan and IMF in the early days of
Musharraf Government was quite rocky and unessy. The dismissd of a democraticaly eected
government and take over by a military leader was not teken lightly by the mgor shareholders
of the IMF. On the top of this the new government had to inform the Board about the
migreporting of the fiscd deficit data in the year 1998-99. Thus there was an ar of suspicion,
scepticism and lack of credibility about the country. Voices were rased a higher levd of
management and the Board about the country’s track record in ddivering on its commitments



and promises to the internationd financid community. There was a little sympahy to the
proposd made by the GOP that they were willing to implement al the conditiondities
contained in the suspended ESAF/EFF program and that this program should be resumed. The
IMF responded that a number of key conditiondities should be implemented as prior actions to
demondrate good faith by the new government. Even if these actions ae teken the IMF
management will only recommend a 10-month SBA for Pakistan and not the resumption of the
medium term ESAF/EFF program. At that time the country had very few options, as default on
externa debt gppeared quite imminent. An agreement with the IMF was thus essentid in order
to obtain rescheduling of its Paris Club debt. The GOP had thus to pay a heavy price for re-
edablishing the country’s lost credibility and had to take some very tough measures as prior
actions. These actions triggered the approva of the SBA by the IMF Board. Subsequently, the
Govenment had to implement an equdly tough set of additiond messures to meet the
performance criteria, sructura benchmarks etc. during the next ten months. | would not go into
the detalls of the measures a this stage but | am not aware if any other developing country hed
embarked on such a wide range of deeprooted reforms during such a short span of time. This
happened a a time when per capita incomes were stagnant, investment had declined during the
previous five years, povety was rigng, fixed income groups had their sdaies frozen snce
1994 and widespread unemployment was a serious economic and socid problem.

Why wes there political willingness to implement these unpopular reforms thet had
been resged for a long time by successve governments? My own reading leads me to the
following condusons -

@ That the country was on the verge of a serious financid crids and the new
government had assumed power with a commitment to avert this criss;

(b) These reforms fitted in well with the strategic vision of Presdent Musharref;

(© The team of technocrats commissioned to carry out the reforms possessed the
requidite capacity and commitment; to design home grown program and

(d) Improved governance structure has facilitated the reform process.

(e Sakeholder conaultation provided a vehide to broaden ownership in the
formulation of the Poverty Reduction Strategy Paper (PRSP)

Presdent Musharraf had committed to the nation a the time of take over that good
governance, economic revival based on strong fundamentas and freedom from debt and socid
harmony were his man priorities. The digortions in the economy according to him were great
inhibitors in achieving this vison and had to be removed. The diagnoss of the problems
confronting the economy and the prescriptions required to fix them were shared by the
government's economic team and the IMF and World Bank aff. Although there were
differences of opinion about the intendty, sequencing, timing and phasing of various measures,
there was no serious disagreement on the nature of the reforms to be undertaken. The thrugt of
reforms suggested by the IMF was in the areas of fiscd prudence reducing indebtedness,
competitive pricing of outputs, inputs and public utilities, widening tax base and drengthening
tax adminigration; remova of concessions, exemptions and privileges, extenson of a leved
playing field to dl economic agents grester reliance on maket mechanism rather than



adminidrative discretion in dlocation of resources, privaisaion of dae owned banks, energy
companies and other large enterprises. This concurrence between the new government’'s
agenda, and the IMF program contents, the shared diagnosis of the problems and agreement on
specification of remedid actions paved the way for smooth and uninterrupted implementation.
It was not easy by ay means Public opinion, inteligentsa and popular media were dl
generdly opposed to this program and severd public office holders wished that the pace of
reforms could be dowed down. But the clear headedness and steadfastness of the key decison
meker of the country did not dlow any Sgnificant dippages to take place. The GOP, dso, for

the firg time made Poverty Reduction and Socid Sdafety nets as explicit and integrd part of

its economic revivd agenda The underlying logic was dear: reforms would hurt the poor in
more than one way, paticularly, if subsdies are withdrawvn and market prices are introduced.
To hdp the poor cope with this burden the Government had to put in place poverty targeted
interventions and socid safety nets.

The reaults of the efforts during the last two and hdf years have been mixed. Externd
sectors has been secured, debt burden indicators are faling, foreign exchange reserves are a a
record high inflation is low, exchange rae has remaned stable and governance has improved
gonificantly among the higher echdons of the public officids But growth has remaned
anaemic, invesment is dill dusve, povety has not been dented, government revenues and
exports have not reeched the desrable levds and unemployment is gill a burning issue. Of
course, there have been a series of continuing exogenous shocks such as the unprecedented
drought for last three years globa recesson worsened by September 11 events, the war in
Afghanigan, and growing tenson with India Domegsic non-economic factors such as a
virulent campaign agang extremisd and sectarian dements in the society and joining hands
with the internationa community in ther fight agang terrorism have not hdped much dther.
Indtitutional capacity condraints and the revolt of the previous powerful vested interests against
this regime have exacerbated the Situation.

What are the lessons for the IMF?

One of the important lessons that emerges is that the ingstence on prior actions and
conditions is widdy perceved in Pakisgan as an infringement of its nationd sovereignty. So
even dedrable policy reforms are ressted and opposed on this ground. It would thus be
preferable if there is a minimadist approach in the specification of conditions by the IMF and
more reliance is placed on the actions proposed and initiated by the governments themsdves.

This reading of Pekigan case study would be incomplete if the changes in the attitude,
behaviour and response capacity of the IMF are dso not recognized. Once the track record and
credibility of Pekistan were edtablished the didlogue between the two sSdes became more
productive and fruitful. There was a genuine desire to resolve outdtanding issues in a spirit of
openness and frank exchange. A better gppreciaion was exhibited about the variances and
dippages from the agreed targets and when it was demondrated beyond doubt that policy
actions were appropriate and timely but other factors outsde the control of the authorities could
explan the devidgions — wavers were granted consdently. For example, in rddion to tax
revenue targets where it became obvious that the underlying assumptions behind those targets
were not vdidated by actud course of events the IMF saff accepted this deviation. The IMF
gaff and management were more forthcoming and showed understanding as far as fiscd deficit
target was concerned when some one-off adjustments were made to clean up tax refunds to
banks, to meet the accumulated losses of KESC, and to increase the defence expenditure due to
troop mohbilization & the borders. As long as the policy direction showed the trend of reduction



in overd| fiscd deficit and generation of primary surpluses, the IMF did not have a serious
reservation on short term  dip in fiscd deficit. So long as inflation remained muted the IMF did
not object to the ease in monetary stance. But a the same time they were very vocd about the
dow down in socid sector spending or a cut in overdl devdopment expenditure. They were
dso keen on monitoring the impact of povety rdaed expenditues induding targeted
subsdies or transfers. The missions had interactions with a much larger segment of the Federd
and Provincd Governments busness leaders trade unions representatives and banking
community. The Fund Resdent Representative took advantage of public seminas and
conferences to  respond to the invaid criticism a the Fund program and was accessible to
media. The trangparency in putting out the Letters of Intent (LOI) and other documents is, in
my view, a gep forward to explan to the public & large the raionde and logic behind IMF
assigtance to Pekistan.

Of course, the image of IMF in developing countries and in Pekistan remains tarnished
because of the burden of historicad legecy, the increesing debate about the efficacy of the IMF
programs during the Adan criss and the politicd antecedents of a disproportionate influence of
the US and Western countries on decison making. More success gtories of mutua cooperation
and trust between the countries and IMF have to be generated to improve this imege The
feedback and second opinions emerging from the andyses of the Independent Evaudion
Office (IEQ) should dso help improve the qudity of internd governance within the IMF.

Condusion:

The higory of prolonged uses of fund resources in Pakisgan can be divided into two
periods. The fird period between 1988-99 can be characterized as less successful in achieving
the objectives st out in the programs agreed between the authorities and the IMF. Frequent
changes in government reduced the time horizon of the decison mekers and they avoided
taking decisons with long term postive benefits but short term and immediate costs. They used
IMF and other foreign resources to fix the externd payment imbaances during the pendency of
ther regime but did not gick to the complementary policy reform which would have teken care
of the root problems underlying these imbaances. Poor economic governance was very much
an inhibitor in the pursuit of sound economic policies, programs and investment decisons.

The second period beginning in the year 2000 has dated on a more podtive footing.
There is an essentid concordance between ownership and conditiondity as the agenda
designed by the Government has the right mix of policy actions which can be reinforced and
srengthened by conditiondity of the IMF and other IFIs. The economic managers can turn
aound to these conditiondities to protect themsdves from the pressures of undesirable policies
and unproductive expenditures. But for this to happen on a sustained basis there is a need for
the IMF to be more flexible and open minded in its approach, examine the evidence and the
consequences of various policy options without benchmarking them to edtablished orthodoxy.
The IMF management have to give a much freer hand to the country missons and Area
departments in the desgn and review of the programs compared to the current practice where
the centrd depatments dmost enjoy veto powers and ae the guadians of the Fund's
orthodoxy. The highly intrusve role of the Fund's Board is dso counter productive in o far as
the saff and management keep on second guessing the Board members reections to the
vaious innovative and unteted idess. The incentives for new approaches and non-
conventiond ways of thinking are thus non-exigent and the urge to conform to the usud
contours and space is highly compdling. The Managing Director’s initigtives for the IMF to
become a more leaning and respondve cooperative inditution trusted equdly by African,



Adan and Latin American member countries, will reman unfulfilled unless the role of the
Board and the Centrd departments within the IMF are redefined. It is suggested that the IEO

should be asked to examine the internd decision making process within the IMF..
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Financial arrangementswith the IMF

Annex |

(SDR miillion)
Period Amounts agreed Amountsdrawn % Undrawn
May 1972 — Nov. 1983 (5) 1598 1,393 13
Dec. 88 — Dec. 91 (Dec. 92) SAF 3% 332 0
Dec. 88 — Mar. 90 (Nov. 90) SBA 273 194 29
Sep. 93 — Sep. A (Feb. H) SBA 266 83 67
Feb. 94 — Feb. 97 (Dec. 95) ESAF 606 172 72
Feb. 94 — Feb. 97 (Dec. 95) EFF 330 123 63
Dec. 95 — Mar. 97 (Sept. 97) SBA 562 295 48
Oct. 97 — Oct. 00 (May 1999) ESAF 682 265 61
Oct. 97 — Oct. 00 (May 1999) EFF 455 113 75
1988 — 1999 3,605 1632 55
Nov. 00 — Sep. 01 SBA 465 465 0



