4 Public Finance and Fiscal Policy

4.1 Overview

The robust growth in revenues and moderate rise in expenditures® contributed significantly towards
the fiscal consolidation drive of the government during FY04. As a result, the overall budgetary
deficit declined for a second successive year in absolute terms, dropping from Rs 184.6 billion in
FY03 to Rs 173.9 billion in FY04. Moreover, due to the strong growth in the economy, as a
percentage of GDP the budgetary deficit dropped even faster, from 4.5 percent of GDP in FY03 to 3.9
percent in FY04, lower than the target for the year (see Table 4.1).2

The consolidated revenue receipts in FY04 recorded a strong 11.4 percent rise, which emanated from
a surge in both, tax collections and non-tax receipts. While the bulk of the tax revenue growth was
from CBR taxes, led by strong growth in trade-related taxes,? the rise in non-tax revenues was mainly
due to higher logistic support receipts as well as larger dividends from PTCL and OGDCL.

The rise in consolidated expenditures however, moderated to 7.9 percent YoY in FY04 compared to
9.2 percent YoY in the preceding year. This is attributed to the decline in current expenditures (2.6
percent) on the back of sharp drops in unallocable expenses,” grants, social services and subsidies.’
This helped in offsetting the increase witnessed in defense, law & order and debt servicing.®
However, the existence of sizable contingent liabilities (Rs 75.9 billion in FY04), largely owed to the
two power sector utilities, is matter of concern.’

An interesting development is the 3.8 percent YoY decline in federal expenditures (in the
consolidated accounts), even as the corresponding provincial expenditure and net lending to PSEs
grew strongly.

It appears that the improved health of WAPDA?® and KESC, and equity injections in the shape of net
lending to PSEs, led to a sharp YoY decline in unallocable and subsidy costs (in the current expenses
of the federal government) during FY04. The rise in provincial spending is probably due to the
increased cost of provincial authorities on law & order, higher debt servicing, and partly a shifting of
the responsibilities from the federal to provincial governments.

! It is hoped that the improvement would be sustained by the ongoing fiscal reforms. In particular, the FY04 the government
has introduced new accounting methodology and established debt policy coordination office to make the spending more
transparent and efficient. Moreover, the Fiscal Responsibility and Debt Limitation Law (FRDLL) have already been
presented in the national assembly; the enactment of this law is expected to help maintain fiscal discipline and bring the debt
burden within sustainable limits.

2 The GDP has been rebased from FY00 and onwards by including some new sectors; however, in order to make the data
consistent and comparable, the indicators used in the chapter have been calculated in terms of GDP on FY80 basis. Using
the re-based GDP (i.e. Rs 5458 billion) the fiscal deficit drops to 3.2 percent of GDP.

% While the resulting achievement of the tax revenue target is appreciable, the decline in tax buoyancy from 1.6 percent in
FYO03 to 0.8 percent in FY04 could be a matter of some disquiet.

* The substantial jump of Rs 57.7 billion in unallocable expenses during FY03 is largely attributed to the government’s
equity injection into the KESC.

% The major portion of subsidies is still laid for energy sector which includes WAPDA, KESC, PARCO etc and some to
PASSCO.

® The rise in expenditure on law & order is mainly engendered by the higher provincial spending, while the federal spending
rose marginally over FY03.

7 Please see the contingent liabilities detail in Economic Survey, 2003-04.

® The improvement in the WAPDA’s condition is linked with the improved utilization of thermal power stations and the
larger availability of the hydel power due to the increased water availability during FY04.
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Table 4.1: Summary of Public Finance (Consolidated Federal and Provincial Governments)

billion Rupees
FY00 FY01 FY02 FY03 FY 04 YoY change FY05
PA RE Absolute  Percent BE
1 Revenue receipts (a+b) 512.5 553.0 624.1 717.2 798.8 81.5 114 8419
a) Tax revenue 405.6 441.6 478.1 554.1 610.5 56.4 10.2 6874
of which CBR revenues 347.1 392.3 404.1 460.6 518.8 58.2 12.6 580
b) Non-tax receipts 106.9 111.4 146.0 163.1 188.3 25.2 15.4 1545
2 Total expenditure 709.1 717.9 826.2 901.8 972.6 70.8 7.9 1,040.9
a) Current 626.4 645.7 700.2 806.1 785.5 -20.6 2.6 856.5
b) Development 95.6 89.8 126.2 129.2 154.4 25.2 195  188.0 *=
c) Net lending to PSEs etc. -12.9 -17.6 -0.2 -335 32.8 66.3 -198.0 -3.6
d) Statistical discrepancy 9.7 14.8 -13.0
3 Revenue surplus/deficit (1-2.a) -113.9 -92.7 -76.1 -88.8 133 102.1 -115.0  -14.6
4 Overall deficit (1-2) -206.3  -179.7 -189.1 *  -184.6 -173.9 10.7 -5.8  -199.0
5 Financing through: 206.3 179.7 189.1 184.6 173.9 -10.7 -5.8  199.0
a) External resources (Net) 69.7 120.7 82.8 87.5 15.8 =717 -81.9 78.2
b) Internal resources (i+ii+iii 136.6 59.0 106.3 85.7 147.1 61.3 715 105.8
i) Domestic non-bank 96.7 92.0 85.0 141.6 73.0 -68.6 -48.4 74.7
ii) Banking system 39.9 -33.0 12.9 -55.9 74.0 129.9 -232.5 312
iii)Privatization proceeds 8.4 11.3 11.0 -0.3 -2.9 15.0
As percent of GDP (mp)
1. Revenue receipts (a+h) 16.3 16.2 17.2 17.7 18.0 0.3 17.1
a) Tax revenue 129 12.9 13.2 13.6 13.7 0.1 13.9
of which CBR revenue 11.0 11.5 11.1 11.3 11.7 0.3 11.7
b) Non-tax receipts 34 &3 4.0 4.0 4.2 0.2 3.1
2. Total expenditure 225 21.0 22.8 22.2 21.9 -0.3 21.1
a) Current 19.9 18.9 19.3 19.8 17.7 -2.1 17.3
b) Development 3.0 2.6 35 3.2 85 0.3 3.8
¢) Net lending to PSEs etc. -0.4 -0.5 0.0 -0.8 0.7 1.6 -0.1
3. Revenue surplus/deficit (1-2.a) -3.6 2.7 2.1 -2.2 0.3 25 -0.3
4. Overall deficit (1-2) -6.6 -5.2 52 * -4.5 -3.9 0.6 -4.0
5. Financing through: 6.6 5.2 5.2 45 3.9 -0.6 4.0
a) External resources (Net) 2.2 85 2.3 2.2 04 -1.8 1.6
b) Internal resources (i+ii+iii) 4.3 17 29 21 33 1.2 21
i) Domestic non-bank 3.1 2.7 23 35 1.6 -1.8 15
ii) Banking system 1.3 -1.0 0.4 -1.4 17 3.0 0.6
iii) Privatization proceeds . 0.2 0.3 0.2 0.0 0.3

Source: Budget Wing, Finance Division, Islamabad/ Economic Survey 2003-04, Ministry of Finance
PA: Provisional Actual, R.E: Revised Estimates, B.E: Budget Estimates, “ ...” not available

*If one-off expenditure of Rs. 52 billion incurred on KESC recapitalization (Rs.32 billion) and CBR bonds (Rs.20 billion) is
accounted for; the fiscal deficit will be 6.6 percent of GDP.

** Developmental Expenditures are adjusted by operational shortfall of Rs. 14 billion

Developmental expenditures during FY04 stood at Rs 154.4 billion against the budgeted Rs 160
billion — an under utilization of Rs 5.6 billion. Although, these expenditures are higher than FY03 but
it would clearly be more desirable to fully meet developmental spending targets.’

Although, the financing requirements have been declining over time, yet a significant shift was
witnessed in the financing profile during FY04. The notable decline was observed in (net) external
financing and borrowing from non-bank sources. The decline in the former is attributed to the end of
the Saudi QOil Facility and repayments of costly external debts that were partially financed through the
Euro Bond inflows. The drop in financing from domestic non-bank sources represents the negative

® However, if the operational shortfall of Rs 8.0 billion is taken into account, the FY04 development expenditures exceeded
the target by 1.6 percent.
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net receipts from the National Savings Schemes. Consequently, the borrowing from the banking
sector surged as compared to the net retirement in recent years.

4. 2 Fiscal Performance Indicators
The underlying improvement in the fiscal discipline during FY04 can be gauged by the positive
movements in key fiscal indicators.

4. 2.1 Balance Indicators . , .
Sianifi ti tis visible in all k Figure 4.1: Balance Indicators
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The revenue balance too saw striking improvement in FY 04, moving into surplus for the first time in
20 years.” A trend decline in revenue deficit (or sustained generation of surpluses) is a welcome
indicator of the availability of fiscal space to increase development expenditures. Unfortunately, it
seems that the FY04 surplus may not be sustainable as FY05 budget estimates project that the
indicator will slip back into deficit.

The primary balance, an indicator of solvency and debt repayment position of the economy has been
in surplus since FY98. In FY04, the primary surplus rose to 0.8 percent of GDP due to better revenue
receipts. The continued generation of primary surpluses, together with the growth in GDP in excess
of the average interest on the public debt (as seen in recent years) has raised the possibility that the
country’s debt burden could be reduced to the ‘safe limits’ set in FRDLL earlier than planned,
particularly if the impressive performance of FY04 is sustained.

4.2.2 Revenue Indicators

The robust 11.4 percent revenue growth in FY04 pushed up the revenue to GDP ratio for the fourth
successive year from 17.7 percent in FY03 to 18.0 percent in FY04; the highest for the last 10 years
(see Figure 4.2). While the steady improvement in this indicator in recent years suggests the
influence of the more recent tax reforms that increase the buoyancy and elasticity of the tax system,
the FY04 specific factors probably include the strong contribution from oil & gas surcharges, and the
exceptionally strong non-tax receipts.

10 GDP is at 1980 basis.

11 The Fiscal Responsibility and Debt Limitation Law proposes to limit explicit contingent liabilities in rupee lending, bonds,
rates of return, output purchase agreements, and other claims that may endanger the fiscal policy of the government.

12 The revenue balance used to record surpluses prior to FY85, but had remained in deficit thereafter.
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The role of the exceptional flows in
improving the revenue to GDP ratio however
suggests that a part of the improvement in
FY04 may not be sustained in coming years.
In particular, logistic support payments, and
the petroleum oil development surcharge
could vary significantly over years as a result
of exogenous factors. This suggests the need
to further improve on the gains in the tax
buoyancy by widening the tax base.

4.2.3 Expenditure Indicators

iThe expenditure indicators show a distinct
improvement in FY04 compared to the
previous years, with the total expenditure to
GDP ratio dropping to the lowest value since
the 1990s. Even more encouragingly, the dip
was caused by a deceleration in current
spending rather than development spending
(see Figure 4.3).

In fact, the current expenditure to GDP ratio
fell below the 18 percent mark for the first
time since the 1990s. The decline in current
expenditures together with the concomitant
increase in the revenue ratios clearly shows
the increasing availability of fiscal space to
increase development spending that will
emerge with the continuation of fiscal
discipline.

Interestingly, the FY04 fall in the current
expenditure to GDP ratio took place in the
face of a small rise in the ratios of defense and
interest payments to GDP (see Figure 4.4).
This is because a large part of the year-on-
year fall in current spending is caused by the
absence of the FY03 equity injections into
KESC; which clearly indicates how critical
the successful restructuring of the power
utilities or privatization is to the fiscal health
of the GoP.

The developmental expenditures, which are
important for generating future economic
growth and employment, have not so far been
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Figure 4.4: Key Components of Expenditure
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able to attain the peak level of FY92 (7.6 percent of GDP). After touching the lowest level (2.7
percent of GDP) in FY01, they rebounded and stood at 3.5 percent of GDP in FY04.

4.3 Fiscal Developments at the Federal Level

The revised Federal receipts for FY04 stood at Rs 761 billion against the targeted Rs 728.4 billion, a
rise of 4.5 percent over the budgeted amount and 8.5 percent over corresponding year of FY03. This
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rise largely stemmed from the 10.3 percent YoY rise in total tax receipts and the exceptional rise in
the non-tax revenues of 15 percent YoY to Rs 180.9 billion (as against the budgeted Rs 157.2 billion).

4.3.1 CBR Tax Performance

The revenue receipts from CBR, which contributes approximately 68 percent in the federal receipts,
surpassed the set target by Rs 8.8 billion and reached Rs 518.8 billion in FY04 as compared to Rs
460.6 billion in FY03 (see Table 4.2). This exceptional performance is a continuation of the trend
observed in FY03 when CBR marginally over achieved targets after a prolonged period. However,
the increase in tax revenues was not proportionate to the rise in rebased GDP in FY04.

During the 90s, government broadly introduced two phases of reforms in the tax system for collecting
the potential revenues and to counter the prevailing rigidities in the tax system. The first phase of
reforms included; (1) tariff reduction and rationalization; (2) introduction of GST (VAT mode) and
expansion of its base; (3) reducing the roles of central excise duties; and (4) increasing the range and
scope of direct taxes. The second phase of the reforms was largely directed towards the expansion of
the tax base and to improve the human resource (HR) conditions of the tax collection machinery.

These included: (1) automation of the sales tax and customs clearing system; (2) introduction of Large
Taxpayer Units (LTUs) and Medium Taxpayer Units (MTUSs); (3) introduction of self-assessment
system; (4) abolishing the wealth tax; and (5) tax survey and documentation drive. As a result of
these reforms, the structure of both direct and indirect taxes has changed drastically and now the CBR
taxes are more buoyant. However, in order to judge the performance of CBR individual taxes, it
would be appropriate to look at the major tax components of direct and indirect taxes.

Tax Analysis by Components

Direct Taxes

Growth in direct taxes accelerated to 8.8 percent YoY in FY04 from 6.6 percent in FY03, comfortably
exceeding the annual target (see Table 4.2). This reflects a number of developments including rising
corporate profitability stemming from increased economic activity, as well as result of efforts to
expand the tax base, introduction of self-assessment schemes, enforcement of risk-based audit, and
growing tax compliance.

Table 4.2: Tax Collections (Net) by CBR
billions Rupees

Difference with

Targets for Actual collections Absolute difference with _ Targets for (percent)

FY04 FY01 FY02 FY03 FYO04 Target FYO03 FY05 FY04

Direct taxes 161.1 1246 1425 1519 1653 4.2 134 181.9 10.0
Indirect taxes 348.9 267.7 2616 308.7 3535 4.6 44.8 398.1 12.6
Sales tax 223.1 1536 166.6 1951 219.1 -4.0 23.9 249.2 13.8
Central excise 47.7 49.1 47.2 44.8 44.6 -3.2 -0.2 45.7 2.6
Customs 78.1 65.0 47.8 68.8 89.9 11.8 211 103.2 14.8
Total 510.0 3923 4041 4606 518.8 8.8 58.2 580.0 11.8

Source: Central Board of Revenue

The encouraging increase in tax compliance is particularly evident in the rise in voluntary payments,
which surged by 23.5 percent YoY to Rs 66.5 billion in FY04.

Similarly, withholding taxes, which are deducted at source, rose 9.9 percent YoY in FY04. These
stood at Rs 66.5 in FY04 compared to the Rs 53.8 billion in FY03. The bulk of the growth came from
contracts (13.4 percent), imports (9.8 percent), exports (13.5 percent), salaries (21.1 percent),
securities, interest income and electricity (14 percent) & telephone bills (53.1 percent).
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Indirect Taxes
Figure 4.5: Structure of CBR Revenue
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consistent with rising imports in the economy

in FY04, while the low growth in sales tax on
domestic component probably reflects (1) the adjustment of advance payments of arrears collected
under electricity charges, and (2) a large rise (19.2 percent YoY) in the refund payments, largely due
to an upswing in exports.

Custom Duties

The performance of the custom duties has been exceptional during the last two years, recording
growth of 44 percent YoY in FY03 and 30.6 percent in FY04 (see Table 4.2). This exceptional rise
in custom duties demonstrates that lowering of tariff rates had positive impact on the revenue yield as
previously smuggled goods were diverted to official imports. Increase in the value and volume of
imports also played a key role in this upsurge.

A further analysis suggests that this surge is originating from the major items like CKD vehicles, iron
and steel scrap and products, edible oil, POL, and machinery and mechanical appliances. The rise in
the imports and custom receipts from these items is consistent with the ongoing domestic economic
recovery. In this regard, the rise in the import of iron & steel products is an indication of the rising
construction activity, while the higher textile machinery imports is aligned with the continuing BMR
activity in the textile sector. Similarly, the rise in the custom revenues from the motor vehicles can be
linked with the surging demand in the auto sector due to greater access to cheaper loans.
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Central Excise Duty (CED)

The CED is being gradually phased out by shifting the majority of the items under the ambit of sales
tax or custom duties. This is evident in Figure 4.5, which shows a drastic reduction in the CED share
from 22.5 percent in FY91 to 8.6 percent in FY04.

CED collections fell short of the target for FY04 by 3.2 billion and stood at Rs 44.6 billion against the
Rs 44.8 billion collected in FYO03 (see Table 4.2). However, given that this is inline with policy i.e.,
CED is to be gradually phased out and substituted by sales tax, there is no cause of alarm.”* A break-
up of the CED receipts shows that 82 percent of the revenues originated from five major items, i.e.,
cigarettes, cement, beverages & beverage concentrates, POL, and natural gas products. The collection
from the cigarettes, beverages, and natural gas has shown increases while the collection from the
cement has declined due to reduction of CED rates by 25 percent.*

4.3.2 Surcharges

At Rs 70.1 billion, the FY04 surcharges and other receipts were comfortably above the Rs 67.6 billion
annual targets. However, receipts from the two components, gas and oil development surcharge saw a
YoY decline of 9.4 percent®. This probably represented an increase in the cost of both petroleum as
well as gas (since well head prices is linked to international oil prices), which was not passed on
proportionately to consumers.

The Gas Development Surcharge (GDS) had also been expected to fall due to the increase in the rates
offered to older fields (e.g., Sui). This appears to explain the lower target set for FY04 (Rs 15
billion), relative to the actual receipts of Rs 21.4 billion in FY03. In the event, the FY04 receipts
nonetheless exceeded the target due to a strong 21.2 percent rise in gas production during the year.

4.3.3 Non-Tax Revenues

The consolidated non-tax revenues depicted exceptional performance and surged to Rs 182.7 billion
in FY04, as compared to the set targets of Rs 156.2 billion (see Table 4.1). The impressive growth in
the non-tax receipts resulted from higher dividend income from PTCL* and OGDCL, interest
income, logistic support that come under civil administration, and miscellaneous receipts.” The rise
in miscellaneous income is mainly due to larger receipts from UN, non-project grants, auction of
textile quota, and citizenship & naturalization, etc.

4.3.4 Federal Expenditures™

The expenditures on revenue account witnessed 9.0 percent rise as compared to the budgeted negative
growth of 0.7 percent over FY03. As a result, the federal expenditures on revenue account stood at Rs
773.2 billion in FY04, as compared to the budgeted Rs 704.5 billion, a rise of Rs 68.7 billion in

13 The CED on cement and paper & paper board was reduced in the federal budget of FY04; the reduction of duty on cement
is a step to boost the construction activity in the economy. The reduction of duty on paper & paper board is meant for
reducing the cost of text and general stationary for the masses.

14 As regard the cement demand, it increased 17 percent during FY04 owing to larger PSDP spending, surging exports and
rising construction activity in the housing sector.

15 The revenues from oil surcharges more or less matched the targets while they exceeded the target by Rs 3 billion in the
case of gas.

18 pPTCL has experienced a 26.4 percent rise in profits in FY04 as compare to FY03, which is primarily driven by increase in
call traffic. The surge in traffic is attributed to the rise in Access Lines in Service (ALIS) and reduction in NWD and
international calling rates. In addition, the enormous growth in mobile communication and data network operations during
FYO04 has also supplemented the earnings.

17 The miscellaneous receipts include income from sale proceeds, royalty on oil and gas, passport fee, workers profit
participation tax, foreign travel tax, airport tax and others.

18 As a part of reform process and improving the country’s Financial Accounting and Budgeting System (FABS),
government has introduced New Accounting Model (NAM) to initially operate on cash basis and eventually move towards
the accrual basis of accounting standards. Due to this, the government has changed the definition and reporting of a number
of variables. As a result comparison with data for preceding years is not meaningful.
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absolute terms (see Table 4.3). The main source of this variance is the pre-payment of $1.1 billion of
loan to ADB and hence actual debt servicing payments were higher by Rs 61.8 billion compared to
the FY04 budget estimates.

Table 4.3: Federal Government Expenditures
billion Rupees

FY01 FY02 FY03 FY04 FY04 Changeover (%) FY05 Changeover FY04

FY04  FYO03

PA BE RE BE PA BE  Absolute Percent

1. Revenue expenditure (A+B) 611.7 6945 709.2 7045 7732 9.8 9.0 786.2 13.1 1.7
A. Current expenditure 592.6 650.4 6733 6452 7140 10.7 6.0 700.8 -13.2 -1.9

General public service - - - 3779 4484 18.7 ... 4238 -24.6 -5.5

Defense affairs and services 131.1 1493 1601 160.3 1805 12.7 12.7 1939 134 7.4

Public order and safety affairs 13.0 14.0 8.4 15.1 1.0 7.3

Economic affairs 78.2 54.8 -29.9 48.8 -6.0 -10.9

Environment protection 0.1 0.1 0.0 0.1 0.0 3.0

Housing and community amenities 0.8 0.9 12.8 0.8 -0.1 -10.2

Health services 2.8 2.8 0.2 33 0.4 15.8

Recreation, culture and religion 2.0 2.0 0.0 2.2 0.2 9.7

Education affairs and services 9.6 9.6 -0.1 12.2 2.6 26.7

Social protection 05 0.7 37.8 0.5 -0.2 -26.9

Old Classification

Debt servicing 3127 3187 2574 255.9* 317.7* 24.2 234 265.3* -52.4 -16.5

General administration 50.8 54.1 55.1

Grants and subventions 369 66.7 55.6

Social services 9.9 13.2 13.6

Law and order 10.1 10.8 11.7

Community services 6.5 7.9 8.1

Subsidies 20.4 255 498

Economic services 5.9 3.9 4.1

Unallocable 9.2 0.3 57.7
B. Development expenditure 191 441 359 59.2 59.1 -0.2 64.9 85.5 26.3 445
11. Capital disbursements (A+B) 954 2543 1520 1233 1253 1.7 -175 1221 -3.2 -2.6
A. Current expenditure 30.8 1930 849 52.5 65.0 23.8 -23.5 38.7 -26.2 -40.4
B. Development expenditure 645 613 67.1 70.8 60.4 -14.7 -10.0 83.4 23.0 38.1
Total expenditure (1+11) 708.1 948.7 8612 827.7 8985 8.6 43 908.4 9.9 1.1

Source: Annual Budget Statement, Government of Pakistan
* Included in General Public Service under current expenditure on revenue account

Note: The Federal budget for FY05 has been prepared according to new accounting model that is different from the previous system.
The exact correspondence between historical data available on old classification system and estimates developed on the new system is
not technically feasible.

PA: Provisional Actual, BE: Budget Estimates, RE: Revised Estimates, ...= data not available

Other increases took place in defense expenditures, which stood at Rs 180.5 billion against the FY04
budget target of Rs 160.3 billion. This sizable increase in the defense spending is attributed to the
continued troops operations on the Western borders.™

These increases were offset to some extent, by a reduction in subsidies. The improved financial
position of WAPDA and KESC, as well as the capital injections into these utilities® led an 11.3
percent YoY reduction in subsides in FY04. Nonetheless, the energy sector still received almost 70

1% Defense expenditures had reached Rs 160.1 billion in FY03, approximately Rs 14 billion above the budget target. This
had been thought to represent a one-off increase related to the troop movements on the Eastern border. The FY04
expenditure is thus Rs 20.3 billion higher, due to activities on Pakistan’s Western border.

2 |n FY03 the capital injection into KESC had been through current expenditures (under unallocable spending). In FY04,
the continued capital injections are part of the net lending to PSE (which does not form part of current expenditures).
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percent of the total subsidies, with the remainder being accounted for mainly by Pakistan Railways
and Pakistan Agricultural Storage and Services Corporation (PASSCO).

4.3.5 Financing of Federal Budget

Although the reduction in the budgetary deficit significantly reduced the governments funding
requirements during FY 04, government borrowings from the banking system increased significantly
during the period (see Table 4.4). This was principally due to the lower availability of external
financing as well as the reduced availability of non-bank financing.

The former declined by 3.1 percent YoY during FY04 (largely due to the termination of the Saudi Oil
Facility). The consequent decline in net external receipts was only partially offset by the Rs 28.8
billion proceeds from the sovereign Eurobond issue in February 2004.

Table 4.4: Financing of the Federal Government Expenditures

billion Rupees
FY0O0 FYO01 FY02 FY03 FYO04 FYO04 Change over (%) FYO05
PA RE BE RE FY04 BE FY03 RE BE
. Revenue receipts (net) 387.7 3720 4476 5088 5135 549.6 7.0 8.0 557.2
1. Internal Resources (i+ii) 1442 1350 1634 1899 89.2 1048 175 -44.8 103.2
i Capital receipts 53.0 93.3 68.0 100.8 355 1161 227.0 15.2 102.7
ii Public account 911 417 95.4 89.1 537 -114 -121.2 -112.8 0.5
I11.  External resources (i+ii+iii) 1648 2093 2911 169.0 159.1 1448 -9.0 -14.3 156.4
i. Plan resources 99.3 1703 2255 1603 159.1 14438 -9.0 9.7 156.4
ii. Debt rescheduling 64.3 344 65.7 8.7 0.0 0.0 -100.0 0.0
iii Non-plan resources 1.2 45 0.0 0.0 0.0 0.0 0.0
IV. Total receipts (I+11+I11) 696.7 7163 9022 8676 7618 799.1 49 -7.9 816.7
V. Change in provincial cash balance 4.8 24.7 25.8 16.6 28.0 14.3 -48.8 -13.5 31.6
VI. Privatization proceeds 0.0 0.0 8.4 10.0 10.0 11.0 10.0 10.3 15.0
VII. Credit from banking system 40.0 -33.0 125  -33.0 279 74.0 165.0 -324.5 45.2
Total resources (IV+V+VI+VII) 7414 708.1 9487 8612 827.7 8985 8.6 4.3 908.4
Source: Annual Budget Statement, Government of Pakistan
PA: Provisional Actual, BE: Budget Estimates, RE: Revised Estimates, ...= data not available

The 48.4 percent YOY decline in non-bank financing is due to the sharp fall in net NSS receipts
during the period (see Section on Domestic Debt for details). As a result, the government’s
financing from the banking system increased to Rs 74 billion in FY04, as compared to the budgetary
estimates of Rs 27.9 billion.

4.4 The Budget - FY05

The FYO05 budget is a part of medium term framework presented by the government to project the
evolution of the various macro indicators. In this regard, the FY05 budget represents a significant
departure from past trends as it does not seek to further compress the fiscal deficit; in fact, the FY05
fiscal deficit, is budgeted to rise to Rs 199 billion or 4.0 percent of (projected) GDP. This stems from
the government’s increased focus on raising the poverty related spending as well as public investment
to improve infrastructure, in order to sustain high growth rates in the long-term.

Moreover, in order to create greater fiscal space to expand such expenditures, the government plans to
reduce the debt below 80 percent of GDP, earlier than originally anticipated through the Fiscal
Responsibility and the Debt Limitation Law (FRDLL).?

21 The proposed law is yet to be approved by the Parliament.
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4.5: Federal Government Revenue Receipts
billion Rupees

FY01 FY02 FY03 FY04 FY04 Change over FY05 Change over FY04
Head RE BE RE FY0O4BE FYO3RE  BE Absolute Percent
1.Revenue receipts (11+111+1V) 5351 619.1 7016 7284 761.0 32.6 59.4 796.3 35.3 46
|. Total taxes and surcharges 4228 459.1 5258 577.6 580.1 25 54.3 654.8 4.7 12.9
11. Total taxes 3923 4043 4589 510.0 510.0 0.0 51.1 580.0 70.0 13.7
Direct taxes 1246 1426 1450 161.1 1615 04 16.5 181.9 20.4 12.6
Taxes on income 1175 136.6 1388 1542 154.6 04 15.8 174.4 19.7 12.8
Wealth tax 15 05 00 ... -
Workers welfare tax 5.0 5.0 5.6 6.2 6.3 0.1 0.7 6.9 0.6 10.0
Capital value tax 0.6 0.6 0.6 0.7 0.6 -0.1 0.0 0.7 0.1 8.3
Indirect taxes 267.7 2616 3139 3489 3485 0.4 34.6 398.1 49.6 14.2
Customs 65.0 47.8 69.6 78.1 86.6 85 17.0 103.2 16.6 19.2
Central excise 49.1 47.2 46.5 47.7 435 -4.2 -3.0 457 2.2 51
Sales tax 153.6 166.6 197.8 2231 2184 4.7 20.6 249.2 30.8 14.1
I11. Surcharges & others 30.5 54.9 66.9 67.6 70.1 25 3.2 74.8 4.7 6.7
Petroleum 17.9 36.0 458 46.1 46.4 0.3 0.6 475 11 24
Natural gas 12.6 18.9 21.0 15.0 14.2 -0.8 -6.8 15.0 0.8 5.6
Others 6.4 9.5 31 9.5 12.3 2.8 29.5
V. Non-tax revenue 1123 1599 1758 150.8 180.9 30.1 5.1 1415 -39.4 -21.8
Property and enterprises 67.6 83.7 82.5 924 1014 8.9 18.8 95.3 -6.0 -6.0
Civil administration 23.2 484 66.0 33.1 45.3 12.2 -20.6 15.3 -30.0 -66.2
Miscellaneous 215 27.8 27.3 25.2 34.2 9.0 6.9 30.9 -3.3 -9.8
2.Less transfers to provinces 163.1 1715 1928 2148 2114 -3.4 18.6 239.2 27.7 13.1
Revenue receipts (Net) (1-2) 3720 4476 508.8 5135 549.6 36.0 40.8 557.2 7.6 14

Source : Annual Budget Statement
PA: Provincial Actual, BE: Budget Estimates, RE: Revised Estimates

4.4.1 Federal Revenues for FY05

On the revenue side, gross revenue receipts are estimated at Rs 796.3 billion, a growth of 4.6 percent
over the revised estimates of FY04 (see Table 4.5). The net revenue receipts (Rs 557.2 billion) are
expected to increase by only 1.4 percent largely due to higher disbursements to the provinces. The
transfer to provinces is estimated at Rs 239.2 billion in FY05, a growth of 13.1 percent YoY as
compared to 9.6 percent YoY in FY04. The gross revenue receipts are estimated to be boosted by a
12.9 percent rise in tax revenues (revenue from CBR and surcharges), while the non-tax revenues are
expected to decline by 21.8 percent (this reflects conservative estimates) largely on account of
cautious projections for the US logistic support inflows.

The break up of the federal revenues for FY05, indicates that the bulk of the revenues is expected
from the CBR revenues, which hopefully will remain buoyant during FYO05 (see Table 4.2).2 The
CBR revenues for FY05 are expected at Rs 580 billion,* 11.8 percent higher than the realized
revenues of Rs 518.8 billion during FY04.

The revenues from surcharges are budgeted to rise 3.1 percent YoY in FY05. This seems to suggest
the government will continue to partially insulate the domestic economy from the direct impact of the

22 The new tax measures in the budget are as follows (1) streamline the sales tax regime by enforcing the most effective tax
rate at rate of 15 percent (2) exclude all plant, machinery, and equipment from sales and withholding taxes (3) to
significantly to reduce the import duties on cars. However, it is expected that these would have meager negative impact.

23 Reports indicate that this figure has been revised upwards to Rs 590 billion. However, there is no official notification to
this effect.
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large rise in international POL prices. However, given the strength of the oil prices hike, this is
unlikely to be sustained for long.

Non-tax revenues are projected to decline by 21.8 percent, from Rs 181 billion in FY04 to Rs 142
billion in FYQ5. This sizable reduction is originating largely from dwindling defense receipts (logistic
support from US) and expected marginal drop in interest receipts from the public enterprises and
provinces. However, the projected dividend income from the enterprises such as PTCL and OGDCL
may rise above the budgeted targets®.

4.4.2 Federal Expenditures for FY05

In FY05, the total budgetary outlay has been estimated at Rs 908.4 billion which includes Rs 786.2
billion for revenue expenditures and Rs 122.1 billion for capital expenditures (see Table 4.3). The
total expenditures (revenue and capital account) are expected to grow by 1.1 percent over revised
FY04 estimates. Within the total, the revenue component is expected to grow by 1.7 percent, while
capital expenditures shows a decline of 2.6 percent over revised estimates of FY04. Encouragingly,
the government plans to spend more on consolidated developmental expenditures to the tune of Rs
202 billion in FY05, which are 30.8 percent more than the Rs 154.4 billion in FY04.

Current expenditures will fall by 1.9 percent in FY05 compared to FY04.® Within current
expenditures, the defense, public order and safety affairs, health affairs (marginal rise), education
affairs and services are expected to rise, while the government intends to contain the expenditures on
general public service, economic affairs and social protection accounts.

The notable increase of Rs 13.4 billion is envisaged in defense spending, which is estimated to
increase from Rs 180 billion in FY04 to Rs 193.9 billion in FY05. This rise is stemming mainly from
the two sources; (1) the continued security forces actions on Western borders; and (2) from the
expenditures needed for the modernization of the armed forces. The higher allocation for education
(Rs 12.2 billion) in FY05 as compared to the Rs 9.6 billion in FY04 is particularly welcome. The
Government has also decided to set aside increased funds to improve the law and order.

The other major component of expenditure, debt servicing is budgeted to decline by Rs 52.4 billion as
a result of lower debt repayments in FYO05. Interest payments on external debt will remain at the
FYO04 level while those on domestic debt will rise marginally.

Development expenditures (revenue account) for FY05 will overtake defense expenditure after a long
time. Even assuming that the entire allocation of Rs 202 billion (excluding the operational shortfall
the target is Rs 188 billion) is not fully utilized the overall growth over the previous year’s actual
outlay is likely to be above 20 percent. Water resource development, transport and Communications
and Education (including higher education) account for the bulk of the development expenditure
allocations. The share of Federal Ministries and Corporations is almost two-third while the Provincial
Governments account for the remaining one-third of the total development budget. This relative share
has to be gradually reversed as most poverty-related expenditures are transferred to the provincial and
local governments. The impact of every rupee spent directly at the district level is likely to be higher
as the ownership of the projects by the local population leads to better effectiveness of resources used.

24 In October 2004 PTCL announced dividends that were substantially higher than in the previous year. It is thought that
other PSEs may also follow this trend.

2 There are problems in the analysis of the expenditures due to introduction of NAM, now, the definition and the
construction of the most of the expenditures component has been changed and there is no comparable series exist for the
preceding years.
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