Why should we avoid populist economic policies?*
ISHRAT HUSAIN

As the leader of an oppodtion party, Presdent-dect Lula of Brazil was
conssent in his attack on Presdent Cardoso's efforts a fisca reforms,
demanding more spending regardless of affordability. Now when he has been
eected by a vast mgority of the population he has struck a note of economic
redismn. He has waned that ‘there is no miraculous solution for such a huge
socid debt’ and Brazil's dire draits demand ‘auderity in the use of public
money’.

Fortunately, none of the mgor political parties in Pakigan has
made current economic policies an issue.  But some economists, commentators
and columnists without adequate understanding of the country’s economic
problems and the growth process, have been advocating some potentidly
dangerous but populist economic policies for the country. They fed that this
period of trangtion in the governance of the country provides an opportunity for
them to sdl what in my view are some outdated but falled policy prescriptions.
Although debates and discusson on dternative solutions and economic policies
should be welcomed but we should remember the old adage:

and apply the same to these
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Let us first examine the track record of these commentators during the past
three years? Three years ago these same pundits were predicting that the country
was about to default and nobody was coming to rescue this government. When
this proved wrong they were voca in asserting that the agreed targets were not
going to be achieved and the program would soon derail. When the program
remained on track and the economy began to show signs of resuscitation their
explanation was this was dl atificid due to infuson of financing from outsde
and unproductive purchases of foreign exchange from open market and will prove
short lived. When the resarves began to accumulaing even more rapidly,
exchange rate became dable, remittances started rising, inflation remained muted,
debt stock was reduced there was a new round of shouting that dl these gains
were due to the windfadl of September 11 and read economy indicators were not
moving. Since lag Ix months red economy indicators such as exports and tax
revenues are showing a double digit growth, large scde manufacturing is up by 5
percent, machinery imports have risen by 25 percent, non-oil nonfood imports
have expanded by 11 percent, now the popular mantra is that wha do these
datisics mean when the common man is not witnessng any improvement in his
life, poverty is on rise and unemployment ranks are swelling. While it is true and
nobody can deny that this criticism is largdy true but it should be redized that
when economy was in intensve care unit it had to be brought to a stable condition

before it could sart growing. All the intermediate steps outlined above that are



pre-requisites for the path towards higher growth, poverty reduction and increased
employment and will thus eventudly benefit the common man are totdly ignored
and completdly dismissed.  The heght of cynidsm is tha dl the difficult
exogenous shocks that the country had to go through during this period — an
unending sequence of adverse geo-politicd and internad  security shocks, a
synchronized world recesson and uninterrupted drought for three years — are
dismissed as an excuse and cover up for the falure of government policy. The
question then arises with this kind of track record and logic should ther new
advocacy that the continuity of present policies only implies one thing — pursuit of
macroeconomic stabilization be given due credence. They argue for adoption of a
st of dternative set of and discarding of the present policies.

It is common sense that macroeconomic dability is the foundation upon
which the superdructure of economic growth is built. Nowhere in the world
macroeconomic dabilization policies are pursued as an end in themsdves. They
are the means through which economies get revived from ther aling sate and
this is exactly what the three year period has achieved. The new government can
safdy use this foundation to pursue prudent growth generating policies but not
fdl in the trgp of believing that the populist policies being advocated are required
a this dage. Before delving into the reasons for discarding populist policies let
us address the question: what is the link between macroeconomic sability and

reviva of growth?



Growth can take place either through new investment by the private and
public sector, better utilization of existing capacity or improved productivity and
efficency of resource usee What has macroeconomic stability been able to
achieve? It dlows businessmen, investors and exporters to plan their decisons
knowing that the prices of output and inputs will remain stable and not fluctuate
widdy. Ther cost and income greams will be secure from the ondaught of
currency depreciation and interest rate fluctuations. Domesic savers will no
longer be tempted to trandfer their holdings into foreign currencies as the latter are
no longer hold the charm as dtore of vaue. Foreign investors will be certain that
the vdue of ther assats will no longer keep fdling. They will dso be confident
that they can trander ther profits and remittances without any fear of non
avalability or inadequacy of foreign reserves. Domedtic busnesses will have
satisfaction that they can access credit a competitive rates as the banks have
ample liquidity. The red purchasing power of consumers and paticulally the
poor will reman intact and not get eroded due to high and acceerating inflation
rates. Higher public expenditures on infrastructure and socid services can now be
accommodated due to the fiscd space created by debt reprofiling, lower interest
rates and gppreciating exchange rate.

Good economic governance has plugged in a lot of the leskages and
wadtages in the utilization of public resources but not dl. This should give rise to

improved efficiency of resource use and push the incremental capitad output ratios



back to their historica averages i.e. create higher output without the proportionate

changein the levd of inputs.

Thus the time is ripe for the new government to trandate the pans

incurred by the society during the last three years of tough adjusment and

auderity measures (which were absolutdy essentid to lay this foundation) into

gans and take the credit for this turnaround.

What are the key populist policies which are being advocated for apparent

bendfits to the “common man” and for dleviaing poverty in this country.

@
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the Government should pursue expandonay fiscd policy by
increasing its public expenditure

the ever-increasng prices of petroleum products and utilities such as
electricity and gas should either be frozen or reduced

public sector organizations should be restrained from retrenching their
employees and instead asked to hire new employees

interest rates on nationd savings schemes such as Defence Certificates
should not be cut any more and actudly increased to their previous
levels.

Exchange rae schould be dlowed to appreciate without any

intervention so as to reach aleve between Rs 50 — 55 per dollar



® Export refinance rate should be reduced from the present level of 8
percent to 2 percent to help the exporters and other forms of subsidies
be provided to exporters and investors.

These policies, if implemented, will no doubt meke the leaders and
economic managers of the new government extremdy popular in the short term
but sat the stage for the destruction of the economy in the medium to long term.
Let me andyse each of the above six policy propostions and demondrate the
pernicious effects of each one of them.

If we expand the level of public expenditures beyond the current leve the
objective of bringing down fiscd deficit over the next three years will never be
achieved and we will have to go for higher fiscd deficit. This deficit can ether
be financed by externa borrowing, internd borrowing or by printing money.
Higher externa borrowing will lead us once again to rdy on the whims and
fancies of the intenaiond finencid inditwtions and to follow ther
conditiondities  This will move us further away from our Stated god that the
current on-going program would be the last program with the IMF and after 2004
we won't goproach them for financid assstance. Higher domestic borrowing by
the government will invariably result in an increase in the level of lending interest
rates which have been brought down with congderable difficulty from 20 percent
to 11 percent. Reverson to such high interest rates will render a number of our

firms, enterprises and businesses bankrupt and defaulters as they will be unable to



meet ther higher debt servicing obligations.  Banking system will dso suffer as a
large proportion of itsloans turn into non-performing assets.

If we follow the easy money policy of printing currency the country will
be soon faced with double digit inflation rates and there will be a hue and cry
from dl over the country on this escddion in generd prices level of essentid
commodities.  The poor will be paticulaly hurt by high inflation as they don't
have assets such as dollar accounts, red estate or jewery which can insulate them
from price hike. The only feasible way out of this problem is to reform the CBR
and mohbilize additiond revenues by widening the tax net and curtaling the
discretionary powers of tax collectors.

Let us move to the next propostion i.e. freeze or reduce the prices of
petroleum products and utility prices. There is no doubt that this is area of serious
concern both for consumers as well as businesses in Pakistan. The middle class
families in this country find it difficult to manage and baance their household
budgets because of the price rise in trangport costs and utility bill payments.
Smilaly, the compstitiveness of our industry is dso under severe drain because
of this cost escaation. No doubt, something has to be done to bring this Stuation
under control. The Government of Pekistan has dready poured in hillions of
rupees into KESC for meseting their losses accumulated over last severd years.
This has been one of the reasons for larger than desrable fiscal deficit. The

prescription of subsidizing utility prices and oil products is workable only in the



short term and cannot be sustained over time due to inadequacy of resources.
Reducing petroleum surcharges in absence of equivdent additiond taxation will
only widen fiscd defict or require further cuts in the dreedy low levd of
development expenditure.  The red need is for WAPDA and KESC to reduce
their line losses, improve their recoveries and invest in renewa and replacement
of digribution systems. Public sector management of these companies has s0 far
faled to achieve these objectives and thus privatization of these utilities under a
regulatory framework appears a present as the only viable solution. But no
private operator will be interested if it is not alowed full cost recovery and the
utilities are subsdized. So this is a caich-22 gtuation.  Consumers are suffering
for a variety of poor or postponed decisons taken in the past, for the
inefficiencies of the companies themsdves, for externa shocks such as hike in
world oil prices but the dtuaion cannot be rectified unless the private investor
takes over the operations and improve ther efficiency. But private sector will not
take them over unless they are dlowed full cost recovery. Here lies the red
dilemma as far as utility prices are concerned.  Subsidies or reduction in
surcharges will only dlow the dructurd deficiencies and wesknesses to be
covered temporarily but huge losses will continue to occur to nationa exchequer.
As debt servicing burden is eased over the next two to three years it should be
possible to reduce the surcharges on petroleum products and provide rdief to the

consumers but immediate action is not advisable.



The policy of restructuring public sector corporations and banks under
which thousands of employees have been lad off has dtracted criticiam from
politicd parties and the media But this restructuring has dready sarted to pay
off as the annud budgetary outlay of Rs 100 hillion borne by the government for
meeting the losses of these enterprises has been reduced to Rs 35 hillion.
Pakigan Sted Mills, PIA, Nationdized Commercial banks (NCBs), oil and gas
companies, Pakisgan Ralways have dready darted generating profits or reducing
ther losses dgnificantly. This turnaround could have been possble only by
eiminating surplus employees and  digning ther manpower to internationd
industry norms and practices. It is a travesty of justice that to keep about 100,000
people employed in these corporations we ask the whole nation to pay amost Rs
100 billion every year and bear the losses of the Corporations employing these
indviduals. The productivity of each of these enterprises which has gone through
restructuring has improved, their cost of production has gone down, their product
pricing has become more redisic and it is quite feasble that they can become
competitive over time. The economy as a whole has gained and will further gain
as these public enterprises either become efficient or are privatized. They will
then be in a podtion to reduce their prices and upgrade their services to the
consumers. While | do have a great ded of sympathy with those individuas who
have been retrenched and their families the State Bank of Pekistan had indsted

that the NCBs for example should provide generous golden hand shake packages
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to those employees who have chosen to leave the service of the banks. The
average package was Rs 2 million per employee and this amount should provide
them some financid wherewithd. The only sudanable way of generating
employment in the economy is through private sector invesment and expanson
of exiging busnesses paticulaly in agriculture, smal and medium enterprises
and sarvices sector and not through artificid inflation of ranks in the government
departments and public corporations.

The fixed income groups, pensoners, smdl savers and widows are quite
judtified when they protest againgt the policy of gradud reduction in the interest
rates paid by the Government on Nationd Savings Schemes (NSS). Money
illudon prevals wherdby nomind reurns of 15 percent annudly in an
inflaionary environment of 12 percent appear quite attractive compared to the
nomina returns of 11 percent when inflation is down to 4 or 5 percent. Higher
red returns do not enter into their caculations and they resent the fact that they
are today receiving only Rs 11,000 per year on an investment of Rs 100,000/- as
againg Rs 15,000 which they used to receive three years ago. In the meanwhile
the prices of dl the commodities they consume have moved up and thus ther
purchasng power has been eroded condderably. They find it extremdy difficult
to meet their both ends meet. There is a lot of merit in the above arguments and |
do fully recognize that the wefare of this particular class of our population has

been lowered. But the flip sde of mantaning higher rates of return on these
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schemes is that the Government’'s borrowing cost and debt servicing  bill keeps
going up and up. One of the factors for debt servicing accounting for such a high
proportion of Government expenditure is the above-market interest rates being
pad to those buying Defence Certificates, Monthly Income Certificates etc.  If
these rates are kept a the same leve as in the past the debt servicing costs will, at
one dage, consume dl the tax revenues leaving nothing for other expenditures
including running of government, defence and development. Is this a dedrable
outcome for the naion? While the smdl savers will definitdly benefit the
Government budget will be in a dae of perpetud criss. | am not sure if any
patriotic Pekigtani will like Pakigan's public finances to plunge into this state of
disarray.

The other problem with higher interest rates on nationa savings schemes
is that the banks dart losng ther depodts as there is a powerful incentive to
divert these depodts into NSS insruments and earn higher returns.  The banks
therefore lose their source of financing for businesses, investment, consumers and
agriculture.  This is exactly what was happening in the mid 1990s when the rates
on NSS were 0 attractive that the rupee depost mobilization by the banks was
negative.  Thus the risk to the hedth of the finandd system will become
heightened once again if the differentid between the NSS rates and bank deposit

rates is dlowed to widen. We have to desgn a scheme which will restore the
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baance between the returns on the savings of the smal savers, pensioners,
widows etc. and their purchasing power.

A popular demand since the rupee has strengthened vis a vis US dollar is
that the SBP should adopt a hands-off gpproach in the foreign exchange market
and dlow the rupee to find its naturd level. This argument is quite valid since the
SBP is committed to a policy of free floating exchange rate and did not actively
intervene when the rupee depreciated about 18 percent in the year 2000-01. The
Centrd banks al over the world are both a market participant and a regulator of
foreign exchange markets. In case of Pakigtan, the purchases and sales of foreign
currency by the SBP have been deliberately misinterpreted and the opponents of
the present regime have invented dl kinds of disngenuous arguments to discredit
the reserve accumulation gods achieved through this policy. In the competitive
environment of globa economy the space earned by Pekistani exports has to be
maintained and widened. Exchange rate policy is one of the tools employed by
the centrd banks to help maintan the competitiveness of the country’s exports.
Because once the market share is logt due to short-term expediency it becomes
extremdy difficult to recapture this share. Pakistani currency had overshot in the
aftermath of free float primarily because the central bank did not have adequate
reserves to quell the speculative attack. But once the economic circumstances
changed and economic fundamentas got strengthened the centrd bank is able to

intervene to protect the longer term interest of maximizing the country’s exports.
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The cost dructure of Pekigtan's infrastructure services and low productivity of
Pekisan's labor services dready puts the country’s exports a a comparative
dissdvantage. If some of the gans aisng from a dable and remunerative
exchange rate are aso destroyed to help the imports of goods and services from
overseas sHlers in the short term the permanent shock to the economy will be
both subgtantid and irreversblee.  We have to guad againg the possbility,
however remote, that the externd account improvements could teper off in future
if this devdopment emerges, it could have dgnificant negative repercussions, not
leest the re-emergence of devauation expectations and a jump in domestic
interest rates. Thus gradud adjusment of monetary and exchange rate policies
despite a subgtantid improvement in the current account is caled for. An abrupt
shift in the exchange rate is not to be desred in any case, as an inadequate
adjustment period for exporters could lead to the loss of hard-to-recapture export
markets and a consequent fdl in economic activity and higher unemployment.
The exporters have to be protected from abrupt and large negdtive decline in their
profitability and the only way to do is to continue the present policy of gradud
adjusment. Chegper imports will not only raise the demand for foreign exchange
but dso make some of the domestic production particularly in new and emerging
fidds unprofitable. Margind Exports that can penetrate the world markets a the
prevaling exchange rate will dso disgppear reducing the supply of foreign

exchange to the country. The country will have risng trade and payments
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imbaances which can be filled in by externd borrowing. Is this a wise palicy to
squeeze our foreign exchange earning capacity and facilitate the growth of sdes
of foreign goods through imports and land the country into higher indebtedness to
externd creditors? The economic managers bear some responshility for ensuring
that the cost of production of exporters is kept under control by providing to them
public utilities and services at a competitive price structure.

Finaly, there is a drong lobby of exporters who have been ingging for a
subgdized interest rate for export finance. There is no empiricd evidence in
Pekigan to support the argument that an increase in volume of export finance
leads to higher volume of exports. The periods of low and subsidized rates have
led to an expandon in the demand for export refinance but a reduction in the
volume of exports. Subgdized rates, in the past, have given rise to a lot of misuse
and misalocation of resources. The arbitrage between the subsidized rate and the
market rate has crested digortions in the financid sysem in terms of atificid
depogits, spurious collaterds and bad loans teken on the drength of those
collaterds. Market based rates have, on the other hand, engendered discipline and
prudence in the use of these resources. Subsidies have to be paid for by the other
usars of the financid system i.e. depodtors and borrowers outsde the export
finance scheme. Their returns and costs are affected adversely and the process of
financid intermediation is stunted. In the open trading sysem of WTO these

kinds of subsdies invoke retdiatory action by the importing countries who
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impose anti-dumping duties againg Pakigtani exports thus shutting us out of their
markets. It is thus very important that we do not encourage such deviant behavior
which will eventudly hurt our export interests. The SBP has opened up avenues
of dollar financing of exporters which, in the wake of dability of exchange rate, is
quite dtractive. The shift to dollar export financing from rupee financing has thus
addressed this concern of low cost credit to exportersto alarge extent.

The above analyss of the sx ‘populi’ measures advocated strongly by
these hdf-baked economists shows that while these are indeed pdliatives and
band-aids and will be received very warmly by the generd public and the media
their consequences for the hedth of the economic system are certainly dangerous.
The Military government has taken some very unpopular and tough decisons
during the last three years to restructure the economy. The pains caused by these
measures have dready been felt by everyone but particularly by the middle class
and fixed income earning groups. The grievances of these groups are legitimae
but the remedy is not to abandon this course of action and adopt populist
measures.  The new government should follow, improve and drengthen the
measures dready taken so as to maximize and spread their benefits gradualy over
next few years.

The new Government should give priority atention to a few issues. Firg,
they have to bring about a shift in the sentiments of private investors — both

domegtic and foreign. They have to convince them that there will be politica
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dability, law and order and security Stuation would be kept under control,
macroeconomic framework will remain intact and there will be continuity and
congstency in economic policies and governance.  Second, the levd of public
sector development expenditure should be raised in consonance with the medium
term expenditure plan. But unlike in the past that whenever revenue shortfdls
occurred during the course of the year the axe dways fdl on deveopment
expenditure.  The new Government should ensure that any such shortfals are met
by teking additiond revenues mobilization measures or curtaling nont
development expenditure and not by reducing public sector development
program.  Third, they should accelerate the process of restructuring and
revamping public sector inditutions such as WAPDA, KESC etc. so that they can
improve ther efficiency and reduce their operationd costs. The benefits of these
improvements should be passed on to consumers rather than ceptured by the
Government.  Fourth, the CBR reforms should be given full support so that tax
adminigration and resource mobilization efforts produce dividends for the
economy and extend fisca space for increasing public sector investment. Higher
revenues will dso endble achieve debt sudtainability sooner than later. Fifth, a
goecid scheme should be designed for protecting the savings of pensioners,
widows and other smdl savers. The country dready has very low domestic
savings rate and this class can be induced to raise their savings in a way that the

budgetary disciplineis not impaired.
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As the impact of externd shocks of Sept. 11, drought, tenson with India,
political uncertainty of eections, and globd dow down has begun to recede
severd key domedtic economic indicators during the last 9x months such as
growth, invetment, exports, taxes, water avalability for agriculture and
manufacturing output are showing hedthy sgns of recovery. These indicators are
going to make the difference to the life of the common man and the middle class
in the country. As the rays of sunlight are just beginning to appear out of the long
dakness let us not ddiberady edipse them by politicdly expedient but
economicaly disastrous populist policies. Let us prove the critics of democracy
wrong and explode the myth that the democraticaly eected leaders cannot be

trusted with responsible and prudent economic management.



