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Pakistan’s Twin Deficits and IMF Fiscal Conditionality

As talks between the IMF and Pakistan continue, Nadir Cheema explains why fiscal austerity may be
needed to reduce Pakistan’s current account deficit and why energy subsidies may be a key target for
any fiscal cuts.

&

‘T‘. Notwithstanding the recently secured short-term support from Saudi Arabia and claims of support from

China, Pakistan’s large medium-term external financing gap continues to render an IMF _programme inevitable. Here,
the discourse on IMF fiscal conditionality needs to be examined first on why some fiscal austerity may be needed for
reducing Pakistan’s current account deficit; and secondly for why energy subsidies may be a key target for fiscal cuts
— while these have come down in recent years due to relatively low oil prices and the 2013 subsidy reform, they are
still significant, and may climb as oil prices rise.

On the first, there is substantial evidence that the current account deficit and fiscal deficit are bound together in the
‘twin deficits’ phenomenon. The trade deficit is the main driver of the current account deficit in Pakistan. A simple
time plot of the trade deficit and fiscal deficit over 2000-17 tells the story well: the two variables generally move
together, with a correlation of 0.66.
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Several econometric studies, eg ‘An Empirical Investigation for the Twin Deficits Hypothesis in Pakistan’ (Mukhtar et
al., 2007) and a ‘Twin Deficit Hypothesis: a Case of Pakistan’ (Yasmin, 2015) provide evidence of this. There is also
cross-country evidence: ‘Fiscal Policy and the Current Account’ (Abbas et al, 2011), find for a large sample that one
percentage point of GDP strengthening of fiscal balance is associated with a current account improvement of about

0.5 percentage point. The association is stronger when initial debt levels are high, as in Pakistan today.

It is useful to reflect on the channels through which fiscal policy affects the current account.

First, a higher fiscal deficit drives up domestic demand in the economy, part of which falls on imports, therefore
driving up the trade deficit. A subtler way to state this is that when the government raises its spending, a large part of
it falls on non-tradables (eg domestically supplied construction services) which jacks up their price. Producers, who
respond to price signals, then shift resources to the non-tradable sector, away from production of tradables (exports
and import substitutes). This amounts to a real exchange rate appreciation, and what results in a bigger trade deficit.
By the same logic, when the government reduces its net spending, it lowers the price of non-tradables — equivalent
to a real depreciation — thus incentivising more production of tradables, which reduces the trade deficit.
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Second, as Keynes established, fiscal expansion raises money demand, which increases interest rates and crowds
out private investment (lower investment can reduce the economy’s long-run potential growth). A higher interest rate,
ie cost of capital, also elevates the cost of doing business for domestic industry, thus adversely affecting export
competitiveness. These channels can also exacerbate the trade deficit.

Having shown that fiscal policy has an important impact on the current account, a question in the context of ongoing
IMF negotiations is: what type of fiscal adjustment would be most appropriate to reduce the trade deficit. There are
many views, but universal energy subsidies are an obvious area for discussion, especially when there is much
misunderstanding about their impact.

Pakistan has a history of giving large fuel subsidies to its citizens in the face of rising oil prices. These subsidies rose
to almost three per cent of GDP in 2012 near the historical peak of oil prices. Although the subsidy budget fell in
recent years due to unusually low oil prices, the recent uptick in oil prices will test the government’s resolve
(including its commitment to the subsidy reform introduced in 2013). The fuel subsidy also results in a greater
demand from consumers for energy imports than would obtain in the absence of the subsidy, thus constituting a
source of common drain for the fiscal and current accounts. The government’s fear that passing a large oil price
increase to consumers will hit the poor is misplaced.

Why? Energy subsidies are regressive — they largely benefit the rich, not the poor. This point has been made at
length. For instance, Unequal Benefits of Fuel Subsidies in Developing Countries (David Coady et al., 2015) find for
a large group of countries that fuel subsidies mainly benefit higher-income groups. Reflecting the underlying unequal
distribution of consumption (where the rich consume a disproportionate share of energy compared to the poor), the
richest 20pc capture six times more of the government’s fuel subsidy expenditure than the poorest 20pc. The
benefits of petrol subsidies are the most regressively distributed, with over 83pc of benefits accruing to the richest
40pc of households. The authors suggest that governments abolish all universal fuel subsidies in favour of lifeline
tariffs and well-targeted cash transfers to protect poor households; and with an exception for exporters. While
completely abolishing universal subsidies might not be possible, the unequal distribution of subsidies certainly needs
to be looked into. The government would be well advised to heed these expert voices.

This article first appeared on Dawn.com on 14 November 2018.
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This article gives the views of the author, and not the position of the South Asia @ LSE blog, nor of the London
School of Economics. Please read our comments policy before posting.

Nadir Cheema teaches economics at SOAS University of London and is a senior research fellow at
Bloomsbury Pakistan. He Tweets @NadirCheema
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