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PRESS RELEASE

PR22/21

IMF Executive Board Concludes 2021 Article IV Consultation
for Pakistan and Completes the Sixth Review of the Extended
Fund Facility

FOR IMMEDIATE RELEASE

e The Executive Board of the International Monetary Fund (IMF) concluded the 2021 Article
IV Consultation with Pakistan. The Executive Board also completed the sixth review under
the Extended Fund Facility (EFF) for Pakistan, allowing the authorities to draw the
equivalent of SDR 750 million (about US$1 billion). This brings total purchases for budget
support under the program to SDR 2,144 million (about US$3 billion, or 106 percent of
quota).

e Economic activity rebounded strongly from the first waves of the ongoing COVID-19
pandemic, however, pressures also started to build, reflected in a widening current
account deficit and rising inflationary pressures. The authorities’ recent economic and
financial policy efforts were appropriate to safeguard macroeconomic stability and debt
sustainability.

e Further ambitious efforts to remove structural impediments and facilitate the structural
transformation of the economy will help unlock sustainable and resilient growth, foster job
creation, and improve social outcomes for the benefit of all Pakistani citizens.

Washington, DC — February 2, 2022: The Executive Board of the International Monetary
Fund (IMF) concluded the 2021 Article IV consultation’ (press release to follow) and the sixth
review of the extended arrangement under the Extended Fund Facility (EFF) for Pakistan. The
completion of the review allows the authorities to draw the equivalent of SDR 750 million
(about US$1 billion), bringing total purchases for budget support under the program to SDR
2,144 million (about US$3 billion, or 106 percent of quota).

The EFF was approved by the Executive Board on July 3, 2019 (see Press Release No.
19/264) for SDR 4,268 million (about US$6 billion at the time of approval, or 210 percent of
quota). The program aims to support Pakistan's policies to help the economic recovery from
the COVID-19 pandemic, ensure macroeconomic and debt sustainability, and advance
structural reforms to lay the foundations for strong, job-rich, and long-lasting growth that
benefits all Pakistanis.

Pakistan entered the COVID-19 pandemic with strengthened buffers, following the approved
EFF program. A strong economic recovery has gained hold since summer 2020, benefiting
from the authorities’ multifaceted policy response to the unprecedented shock. At the same
time, external pressures also started to emerge in 2021, including a widening current account

1 Under Article IV of the IMF's Articles of Agreement, the IMF holds bilateral discussions with members, usually every year. A staff
team visits the country, collects economic and financial information, and discusses with officials the country's economic developments
and policies. On return to headquarters, the staff prepares a report, which forms the basis for discussion by the Executive Board.
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deficit and depreciation pressures on the exchange rate which also reinforced domestic price
pressures.

The recent policy adjustment was appropriate to address these challenges and maintain
economic stability. The economy is set to continue recovering in FY 2022, with real GDP
growth projected at 4 percent, while inflation is expected to pick up this year before gradually
slowing down. Continued commitment to a market-determined exchange rate and a prudent
macroeconomic policy mix will help reduce the current account deficit, and ease external
pressures over the medium term.

However, Pakistan remains vulnerable to possible flare-ups of the pandemic, tighter
international financial conditions, a rise in geopolitical tensions, as well as delayed
implementation of structural reforms. Strengthening the medium-term outlook hinges on
ambitious efforts to remove structural impediments and facilitate the structural transformation
of the economy. To this end, increased focus is needed on measures to strengthen economic
productivity, investment, and private sector development, as well as to address the challenges
posed by climate change.

The Executive Board also approved today the authorities' request for waivers of applicability
and nonobservance of performance criteria.

Following the Executive Board's discussion on Pakistan, Ms. Antoinette Sayeh, Deputy
Managing Director and Acting Chair, issued the following statement:

“The Pakistani economy has continued to recover despite the challenges from the COVID-19
pandemic, but imbalances have widened and risks remain elevated. The authorities’ recent
policy efforts to strengthen economic resilience are welcomed. Timely and consistent
implementation of policies and reforms remain essential to lay the ground for stronger and
more sustainable growth.

“The authorities have taken important measures to strengthen fiscal policy and put public
finances on a sounder footing. Along with careful spending management, revenue mobilization
will help to create space for much-needed spending on infrastructure and social protection,
while improving debt sustainability. Maintaining the momentum on the reform of personal
income taxation and harmonization of general sales taxes is essential. Broader reforms in tax
administration and public financial and debt management are expected to further improve the
fiscal framework.

“The adoption of amendments to the central bank Act is a welcome step toward strengthening
its independence to pursue its mandates of price and financial stability. The recent monetary
policy tightening was necessary and continued proactive, data-driven monetary policy would
help to anchor inflation. Closer oversight of financial institutions to ensure they remain well
capitalized would help to maintain financial stability. Preserving a market-determined
exchange rate is crucial to absorb external shocks, maintain competitiveness, and rebuild
reserves. The authorities are committed to removing the existing exchange restrictions and
multiple currency practices when BOP conditions stabilize.

“Strong efforts to advance electricity sector reform are needed to restore the sector's financial
viability and address adverse spillovers on the budget, financial sector, and real economy. The
IFl-supported Circular Debt Management Plan (CDMP) will help to guide the planned
management improvements, cost reductions, alignment of tariffs with cost recovery levels, and
better targeting of subsidies to the most vulnerable.



“Ambitious steps to remove structural impediments and facilitate structural transformation
remain essential to boost growth and job creation and improve social outcomes. The
authorities are focused on state-owned enterprises reform, fostering the business environment
and reducing corruption, promoting financial inclusion; and addressing the challenges posed
by climate change.”



Pakistan: Selected Economic Indicators, 2018/19-2021/22 1/

Population: 212.5 million (2020/21) Per capita GDP: US$1,394.1 (2020/21)
Quota: SDR 2,031 million Poverty rate: 21.9 percent (natl. line; 2018/19)
Main exports: Textiles (US$15.4 billion, 2020/21)

Key export markets: European Union, United States, United Arab

Emirates
2018/19  2019/20  2020/21  2021/22
Est. Proj.
Output
Real GDP at factor cost (% change) 2.1 -0.5 39 4.0
Prices
Consumer prices, period average (%) 6.7 10.7 8.9 94
Consumer prices, end of period (%) 8.0 8.6 9.7 10.2
General government finances
Revenue and grants (% GDP) 13.0 15.2 14.5 15.9
Expenditure (% GDP) 219 232 21.6 22.8
Budget balance, including grants (% GDP) -9.0 -8.0 -7.1 -6.9
Budget balance, excluding grants (% GDP) -9.0 -8.1 -7.1 -6.9
Primary balance, excluding grants (% GDP) -3.6 -1.8 -1.4 -1.3
Underlying primary balance (excluding grants) 2/ -3.6 -1.8 -0.6 0.0
Total general government debt excl. IMF obligations 82.9 84.5 81.1 78.9
External general government debt 28.5 284 26.1 27.0
Domestic general government debt 544 56.0 55.1 51.9
General government debt incl. IMF obligations (% GDP) 853 87.6 83.6 82.0
General government and government guaranteed debt (incl. 90.5 93.2 88.6 86.7
IMF; % GDP)
Monetary and credit
Broad money (% change) 11.3 17.5 16.2 15.8
Private credit (% change) 11.9 3.0 11.5 16.0
Six-month treasury bill rate (%) 3/ 10.2 11.9 7.3
Balance of Payments
Current account balance (% GDP) -4.9 -1.7 -0.6 -4.0
Foreign Direct Investment (% GDP) 0.5 1.0 0.6 0.8
Gross reserves (in millions of U.S. dollars) 4/ 7,274 12,175 17,297 21,211
In months of next year's imports of goods and services 17 24 2.7 32
Total external debt (% GDP) 374 41.6 39.1 40.6
Exchange rate
Real effective exchange rate (% change) -15.1 34 73

Sources: Pakistani authorities; World Bank; and IMF staff estimates and projections.

1/ Fiscal year ends June 30. Revised FY 2019 and FY 2020 GDP as well as provisional FY 2021 GDP were published
by the authorities in May 2021, affecting ratios.

2/ Excludes one-off transactions, including asset sales. In FY 2021 it excludes PHPL debt clearance, IPPs related
arrears clearance, and COVID-19 spending; in FY 2022 it excludes IPPs related arrears clearance and COVID-19
spending.

3/ Period average.

4/ Excluding gold and foreign currency deposits of commercial banks held with the State Bank of Pakistan.
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SIXTH REVIEW UNDER THE EXTENDED ARRANGEMENT
UNDER THE EXTENDED FUND FACILITY, AND REQUESTS
FOR WAIVERS OF APPLICABILITY AND NONOBSERVANCE
OF PERFORMANCE CRITERIA AND REPHASING OF ACCESS

EXECUTIVE SUMMARY

Context. Economic activity has rebounded strongly on the back of waning COVID-19
infections and expansionary fiscal and monetary policies. However, strong import
growth—fueled by the macroeconomic policy mix, higher international commodity
prices, and credit growth—have led to a marked deterioration of the external position.
The current account deficit has widened, the rupee depreciated markedly, and inflation
remains persistently high.

Program performance. Since the April 2021 reviews, program implementation has
been uneven: fiscal policy became increasingly expansionary and several key EFF
commitments were reversed. The end-June performance criterion (PC) on the general
government primary budget deficit and three continuous PCs on the non-intensification
of exchange restrictions, non-modification of multiple currency practices (MCP), and
zero new flow of SBP credit to the government were missed. Moreover, several
structural benchmarks (SBs) were not met. More recently, however, the authorities have
taken decisive action to bring the EFF back on track, including through a supplementary
budget (to lock in key tax reforms), tighter monetary policy, and electricity tariff
adjustments. In addition, they plan to pass amendments to the central bank act to
consolidate its operational independence.

Key policy recommendations. Combined Article IV and review discussions focused on
the need to sustain the implementation of program policies and structural reforms to
entrench macroeconomic stability and ensure sustainable growth. To this end, the
program builds on restoring fiscal discipline and debt sustainability while protecting
social spending, safeguarding monetary and financial stability, and maintaining a
market-determined exchange rate. New structural benchmarks support current efforts
to strengthen revenue mobilization, public financial management, energy sector
viability, governance/anti-corruption, and the AML/CFT framework.

Staff views. Staff supports the rephasing of access and completion of the sixth review
based on strong corrective actions, but program risks remain exceptionally high. The
review will make available SDR 750 million and help catalyze essential external
financing.
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Approved By Discussions were held over recent months, and more recently during
Thanos Arvanitis and  October 4-November 18, 2021. The staff team comprised Ernesto
Kenneth Kang Ramirez Rigo (head); Kerstin Gerling, Tannous Kass-Hanna, Jan

Moller, and Christine Richmond (all MCD); Ignatius de Bidegain
(FAD); Hui Miao (MCM); Faezeh Raei (SPR); Teresa Daban-Sanchez
(Resident Representative); Zafar Hayat and Saher Masood (both
Islamabad office). Jonathan Pampolina (LEG) joined for parts of the
discussions. Marijn Verhoeven (FAD) assisted the team on tax reform
discussions. Saeed Ahmed (OED) participated in policy discussions.
Jesus Sanchez (MCD) provided research assistance and Nataliya
Bondar (MCD) document management assistance.
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PAKISTAN

J RECENT ECONOMIC DEVELOPMENTS

1. Pakistan is once again at a crossroads. After being on the brink of a severe currency and
fiscal crisis, the EFF program—approved in July 2019—managed to stabilize the economy by
rebalancing the macroeconomic policy mix and helping Pakistan to avoid a disorderly adjustment.
The gains during the first nine months of the program strengthened buffers and allowed Pakistan to
weather the unprecedented COVID-19 shock. However, Pakistan has a long history of stop-and-go
economic policies and weak implementation of structural reforms (Box 1). This has resulted in
elevated vulnerabilities and low investment and growth, which weigh on the population, including
through high poverty incidence, weak development indicators, and limited progress in achieving the
UN'’s Sustainable Development Goals (SDGs). Despite significant efforts to bring the program back
on track earlier in the year (which led to the completion of the combined second-fifth EFF reviews in
March 2021), the authorities’ efforts shifted toward expansionary macroeconomic policies and
reversed some earlier reforms in an attempt to spur growth.

2. The fiscal relaxation came at a time when economic activity had started to rebound. In
FY 2021, real GDP growth strengthened to 3.9 percent, supported by a robust performance of the
manufacturing and wholesale and trade sectors, the lifting of lockdowns thanks to contained COVID-
19 infections, and the authorities’ supportive COVID-19 stimulus package. Inflation averaged 8.9
percent—down from 10.4 percent in FY 2020—despite the delayed implementation of energy tariff
adjustments, reduced petroleum development levy (PDL) to offset rising international oil prices, and
a relatively stable, until then, exchange rate. The current account deficit declined to 0.6 percent of
GDP, the smallest deficit in 10 years, helped by record remittances. Gross international reserves rose
to US$17.3 billion, the highest level in more than 4% years, while the SBP’s net short swap/forward
forex position was reduced to just US$4.9 billion during FY 2021.

Pakistan: Key High-Frequency Indicators, 2015M07-21M09 Pakistan: CPI Inflation, 2015M07-21M11
(3-month moving average, yoy percentage change) (Yoy percentage change, FY 2015/16=100)
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Sources: Pakistani authorities; IMF staff calculations. Sources: Pakistani Bureau of Statistics; IMF staff calculations.
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3. As a result of buoyant domestic demand and the terms of trade shock, external
imbalances increased rapidly in the early months of FY 2022 (Tables 1-8). The current account in
the first quarter of FY 2022 widened to an annualized 4.2 percent of GDP. The combination of a pro-
cyclical macroeconomic policy mix, a widening trade deficit, exchange rate pressures, and central

bank interventions raised the risks of repeating previous boom-bust patterns without a policy
correction.

4, On the positive side, Pakistan managed to avoid severe COVID-19 outbreaks. Pakistan’s
infection rate has generally remained lower than in peer countries. The fourth wave is waning, with
daily cases below 1,000 as of mid-November for more than one month and a positivity rate of about
1.5 percent. The vaccine rollout has accelerated, with more than 124 million doses administered as of
early-December, covering 38 percent of the population with at least one shot and 24 percent fully
vaccinated. This, together with the extra resources provided by the recent SDR allocation, is keeping
within reach the authorities’ objective to fully cover more than 78 million people by end-December.

Considering the structure of the economy (with large informality and agricultural sectors), persistent
damage to supply capacity (or scarring) is likely limited.

Pakistan: COVID-19 Infection Rates, 2020M01-21M11 Pakistan: Goods Exports and Imports, 2016M1-21M09
(Per million, 7-day moving average) (US$ billion)
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Sources: University of Oxford; IMF staff calculations. Sources: SBP; IMF staff calculations.
Note: According to criteria published by WHO in May 2020, a
positive rate of less than 5 percent is one indicator that the
epidemic is under control in a country.
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Box 1. Pakistani Authorities’ Implementation of Past Fund Advice

Fund advice has aimed at reducing fiscal deficits and restoring public debt sustainability, reforming the energy
sector, allowing more exchange rate flexibility, enhancing SOE governance, and generating higher and
sustainable growth. The implementation of past Article IV recommendations was generally weak. The
government renewed its commitment to this agenda supported by the EFF program, despite some delays and
policy slippages since the start of the COVID-19 pandemic.

Fiscal policy. Fund advice centered on tax revenue mobilization to underpin medium-term fiscal adjustment
and ensure fiscal sustainability, with a focus on reducing tax concessions and exemptions, strengthening
collection of provincial taxes, and more efficient tax administration. Staff advised the federal and provincial
authorities to better align revenue and expenditure responsibilities to strengthen the intergovernmental
fiscal framework as well as step up social safety nets by broadening population coverage under the main
unconditional cash transfer program (Benazir Income Support Program, BISP) and increasing educational
transfers. Procyclical fiscal policies, mostly due to renewed tax concessions, led to a surge in the FYs 2018
and 2019 fiscal deficits and public debt, financed with central bank borrowing. Under the program, the
authorities are stepping up tax revenue collection efforts, including by avoiding new preferential tax
treatments or exemptions and reforming tax policy to simplify and streamline. In that context, the authorities
have advanced corporate income tax (CIT) reform, while further reforms to general sales taxes (GST) and
personal income taxes (PIT) have stalled. Social safety nets are being expanded, with greater resources being
allocated to women and children, and the authorities’ recently finalized update of the BISP beneficiaries’
database with a coverage of 33 million households.

Monetary and financial sector policies. Fund advice included maintaining a prudent monetary policy
stance, with positive real interest rates, rebuilding external buffers, and allowing greater exchange rate
flexibility. Staff also called for greater State Bank of Pakistan (SBP) independence and reducing government
borrowing from the SBP. Financial sector policy recommendations focused on strengthening the sector’s
resilience to ensure that undercapitalized banks are regulatory compliant and ensuring effective
implementation of the regulatory and supervisory framework, including strengthening AML/CFT
effectiveness to support exit from the FATF grey list. In the run-up to the current program, a de facto fixed
exchange rate, supported by sizeable forex interventions, contributed to a build-up of external imbalances.
Interest rates were kept low to support consumption- and import-driven growth, while the government
increased its borrowing from the SBP. Ahead of program approval in July 2019, the SBP transitioned to a
market-determined exchange rate and raised the policy interest rate to be positive in real terms. However,
the COVID-19 shock required a reversal of monetary policy to aid the economy, while preserving the
exchange rate flexibility under very difficult circumstances. Under the program, external buffers are being
rebuilt, supported by the current account adjustment, and inflation is starting to stabilize. The authorities are
taking action to strengthen the independence of the central bank, including the submission to parliament of
amendments to the SBP Act in consultation with IMF staff, and have not extended credit to the government
since the program came into effect. Two small private sector banks are undercapitalized, and the authorities
are committed to strengthening and modernizing the bank resolution and crisis management frameworks.

Structural policies. Fund advice focused on ensuring a financially sound energy sector by addressing
circular debt and strengthening the regulatory framework, restructuring SOEs to improve efficiency, and
boosting the business climate as well as governance and anti-corruption frameworks to support private
investment and job creation. However, lackluster progress in structural reforms has hampered investment,
allowing inefficient SOEs to linger, and a large informal economy to remain. Increases in power and gas
tariffs have been insufficient to stem the accumulation of quasi-fiscal losses. The authorities approved
amendments to the NEPRA Act, introducing automaticity in the notifications of the determined tariff
changes, and just recently caught up with passing through pending power tariff adjustments. In terms of
SOE reforms, the authorities undertook a triage in 2020 to examine the functions and financial performance
of individual SOEs and identify which to (i) retain under state ownership; (ii) restructure; or (iii) privatize. They
have also prepared a new SOE law to improve governance and transparency in the sector in line with IMF
staff advice, but it has not been approved by parliament. Major shortfalls remain in taking anti-corruption
and good governance actions, including in establishing a robust asset declaration system, and in ensuring
transparency around COVID-related spending and procurement.
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0 PROGRAM PERFORMANCE

5. Overall program performance has been uneven (MEFP Tables 1-2). Several quantitative
criteria were missed and gaps in implementing particularly the fiscal and structural reform agenda
arose amid challenging circumstances, including the COVID-19 pandemic and spillovers from
Afghanistan, but also a waning decisiveness to push forward agreed reforms.

e Performance criteria (PCs). All but four PCs were met (MEFP Table 1). The end-June 2021 PCs
on net international reserves (NIR), net domestic assets (NDA), and the net foreign currency
swaps/forward position of the SBP, as well as on no net government budgetary borrowing from
the SBP and the amount of government guarantees were observed. Also, the continuous PC on
zero external public payment arrears was observed. However, the authorities narrowly missed the
PC on the general government primary budget deficit at end-June 2021, mainly owing to large
revenue shortfalls accommodated by a significant spending underexecution. In addition, they
missed three continuous PCs on the: (i) non-intensification of exchange restrictions and (ii) non-
modification of MCPs after expanding the requirement for a 100-percent cash margin on the
import of certain goods to an additional 114 items in late-September (taking the total number of
items requiring a 100-percent cash margin to 525); and (iii) zero new flow of SBP credit to the
government after the on-lending of SDR to the general government for budget financing of the
vaccine drive in November.

e Indicative targets (IT). Four out of six ITs were observed at end-June 2021: budgetary health
and education spending, net FBR tax revenues, the net accumulation of tax refund arrears, and
the flow of new power sector payment arrears. However, two ITs fell short: (i) the targeted cash
transfer spending (BISP) by a small margin because of the reallocation of some spending (PRs 5
billion) to a different government authority (i.e., the Pakistan Poverty Alleviation and Social Safety
Fund); and (ii) the gross issuance of longer-term debt instruments (i.e., PIBs, Sukuks, and
Eurobonds) mainly because of low investor appetite for longer-term instruments and bottlenecks
in the issuance of Sukuks.

e Structural benchmarks (5Bs). The authorities met one SB on time and implemented five SBs
with delay. Specifically, the authorities made the Treasury Single Account (TSA-1) operational in
September (end-May 2021 SB) and finalized the update of the National Socio-Economic Registry
(NSER) in October (end-June 2021 SB). They also reduced CPPA-G payables to independent
power producers (IPPs) in June (end-May 2021 SB) and increased tariffs toward cost recovery
through the notification of the FY 2021 annual rebasing on November 5 (June 1, 2021 SB) and all
pending adjustments up to FY 2021-Q3, including the one for FY 2020-Q4 effective on October 1
(end-September 2021 SB). While the authorities did not grant further tax amnesties (continuous
SB), they granted new preferential tax treatments (continuous SB), most of which will be reversed
through the upcoming supplementary finance bill (111). Another two SBs—publishing key
information on all COVID-related awarded procurement contracts (end-April 2027 SB) and an ex-
post audit of the procurement of COVID-related medical supplies (end-April 2027 SB)—will be

INTERNATIONAL MONETARY FUND 7
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implemented through two of the five prior actions (PAs) for the sixth review (MEFP Table 2).!
Finally, three outstanding SBs, some of which saw significant progress but faced capacity
constraints, will be reset (MEFP Table 2), whereas two missed SBs will be dropped without
corrective action: (i) the audit of the Utility Stores Corporation (end-April 2021 SB) as crucial
information inputs for an audit assessment were not recorded at end-FY 2020; and (ii) the track-
and-trace system for tobacco products (end-June 2021 SB) as capacity constraints make a full
reintroduction unlikely within the remaining program period.

I OUTLOOK AND RISKS

6.

The economy is set to continue recovering, but risks remain high in FY 2022 (Text Table

below and Tables 1-8).

Pakistan: Selected Economic Indicators, FY 2017/18-25/26

2017/18 18/19 19/20 20/21 21/22 22/23 23/24 24/25 25/26

Proj.
Real GDP growth (%) 5.5 21 05 3.9 4.0 4.5 5.0 5.0 5.0
Consumer prices (period average, % change) 39 6.7 107 89 9.4 7.8 6.5 6.5 6.5
Gen. gov. overall balance (incl. grants, %GDP) -64 90 -80 -71 69 44 44 -39 35

Gen. gov. primary balance (underlying, excl. grants, %GDP) 1/ -22 -36 -18 -0.6 0.0 1.2 1.3 14 1.5
Gen. gvt. debt (incl. guarantees and IMF obligations, %GDP) 762 905 932 886 867 8.1 781 738 704

Current account balance (%GDP) -6.1 -4.9 -1.7 -0.6 -4.0 -35 -33 -3.0 2.7
External debt (%GDP) 300 374 416 391 406 401 391 377 352
Gross official reserves (billions of US$) 9.8 73 122 173 212 207 201 209  23.1

Gross official reserves (months of next year's GNFS imports) 1.9 1.7 2.4 2.7 32 3.0 2.8 2.8 2.8
Gross official reserves (% IMF reserve adequacy metrics) 2/ 483 350 552 738 812 723 659 644 720

Sources: Pakistani authorities; IMF staff estimates and projections.
Notes: 1/ Excludes one-off transactions, including asset sales (Tables 4a and b). 2/ Assumes a flexible exchange rate and no

capital controls.

Real GDP growth is projected at 4 percent in FY 2022—consistent with the forecasted course of
the pandemic and vaccinations, global recovery, and commodity prices in the WEO baseline—as
confidence and investment take hold, and all COVID-related restrictions have been lifted.
Assuming sustained policy and reform implementation, growth is expected to reach its medium-
term potential of 5 percent.

Average CPI inflation is expected to temporarily increase in the coming months and average
9.4 percent in FY 2022 due to the recent terms of trade shock, continued energy price
adjustments, and GST reforms. It is expected to be within the SBP's 9-11 percent inflation range
forecast in the next 12 months, before slowing to 6.5 percent over the medium term.

The current account deficit is forecast to widen to 4 percent of GDP in FY 2022, driven by
strong import growth, fueled by strong domestic demand, higher commodity prices, and slightly

" However, the beneficial ownership element of the SB will not be implemented by the PA due to the need to first
adopt legal regulations. Adoption of the latter is thus subject of a new SB for end-March 2022 and will be broader
than originally envisaged, covering all large contracts (not just COVID-related spending).
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receding remittances. Under the WEO baseline, moderating commodity prices, export growth
and stronger policies will help the current account deficit to converge toward 2.5 percent of GDP
over the medium term. In this regard, continued commitment to a market-determined exchange
rate and prudent macroeconomic policy mix will help ease external pressures. It would also help,
together with the IMF's recent SDR allocation and tighter monetary policy stance, strengthen the
reserve cover to some 2.8 months of imports by the end of the forecast horizon, up from less
than 2 months of imports at the onset of the program.

o Debt levels are projected to continue their downward path with narrower twin deficits on the
back of the planned fiscal adjustment and robust growth: public debt is projected to fall toward
70 percent and total external debt to decline toward 35 percent of GDP by FY 2026.

7. Downside risks to the outlook and program continue to dominate (RAM, Annex ). The
authorities and staff agree that these fall under five broad groups. First, with still low vaccination
coverage, Pakistan remains vulnerable to a worsening of the pandemic trajectory. The authorities
expect that outbreaks would still have a smaller domestic economic impact than in the past, as they
plan to favor localized restrictions with limited scope over strict lockdowns. They remain concerned
though about high global uncertainty around the pandemic, which affects the prospects for global
growth, trade, and remittances. Second, policy slippages remain a risk, as has also become more
visible in recent months, amplified by weak capacity and powerful vested interests. Socio-political
pressures could also weigh on policy and reform implementation, especially with the next general
election expected in mid-2023, while the absence of a majority in the upper house may hinder the
adoption of legislation critical to the program. All this could affect policy decisions and undermine
the program'’s fiscal adjustment strategy, in turn jeopardizing debt sustainability (the DSA in Annex Il
confirms that public debt remains sustainable with strong policies under the baseline, but also points
to risks from policy slippages and contingent liabilities). Third, further delays on structural reforms,
especially those related to governance and the authorities’ Anti-Money Laundering/Combating the
Financing of Terrorism (AML/CFT) action plan with the Financial Action Task Force (FATF), could
hamper external financing and investment and thus limit the economic recovery. Fourth, geopolitical
tensions (especially related to Afghanistan) could cause disorderly migration, worsen security
conditions, and generate higher volatility in basic food prices (if supply is disrupted) and the
exchange rate. Apart from direct spillovers to Pakistan, the tensions could cause an adverse shift in
investor sentiment and affect external financing. Finally, climate change risks are mounting, including
a tendency for more frequent climate-related disasters.

POLICY DISCUSSIONS

Pakistan’s economy needs strong reforms that work in a challenging socio-political environment with
substantial development needs and constrained capacity. The policy dialogue focused on near- and
medium-term macroeconomic policies and structural reforms to address the rapidly increasing
economic imbalances and achieve the EFF's objectives of entrenching macroeconomic stability;
ensuring debt sustainability; and boosting resilient, strong, and sustainable growth. To this end, action
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in five policy areas is needed: (i) reinforcing fiscal discipline by mobilizing revenues and controlling
current spending to make space for more infrastructure and social spending; (ii) ensuring disinflation
through a tighter monetary policy stance; (iii) maintaining the market-determined exchange rate and
building external buffers; (iv) restoring the financial viability of the energy sector; and (v) advancing
structural reforms, including by addressing deficiencies in the AML/CFT regime, SOE governance, and
business climate, as well as stepping up to the challenges posed by climate change.

A. Fiscal Policies Pakistan: Fiscal Developments, FY 2011/12-21/22
(Percent of GDP)
Background 0 100
-2
. . 80
8. The EFF’s key fiscal anchor has been a N/_/\
. . . -4
gradual improvement in the primary balance 60
. ey -6
to ensure fiscal sustainability, entrench 20
macroeconomic stability, and build resilience. 8 Overall balance (incl. grants
A verall balance (incl. grants 20
The elevated debt burden makes Pakistan -10 Primary balance (underlying, excl. grants)
. iy e —Public debt (RHS
susceptible to shocks, requiring the authorities -12 ubllc debt (RHS) 0
firm commitment to the program’s fiscal strategy 2011/12 2013/14 2015/16 2017/18 2019/20 2021/22
prog.
based on an ambitious revenue mobilization Sources: Pakistani authorities; IMF staff calculations.

effort supported by high-quality, permanent tax policy and administration reforms, and discipline on
current spending. The authorities still strive for a medium-term increase in tax revenues by 3-4
percentage points of GDP, as set out at EFF program inception, but will fall short of achieving this
during the EFF program period due to the COVID-19 shock, the ensuing large revision to the growth
path, and repeated policy delays (particularly of major tax reforms, see below). Nevertheless,
increasing revenues over the medium term will be essential to ensure debt sustainability while
creating space for much-needed social and development spending.?

9. The FY 2021 fiscal outturn showed a mixed performance against program targets. The
underlying primary deficit (excluding grants and one-off expenditures) reached 0.6 percent of GDP,
improving considerably over FY 2021, and missing only narrowly the target of 0.5 percent of GDP.
However, this was achieved by a large underspending of budget allocations, particularly in Q4, in the
face of revenue shortfalls, which were mainly related to the petroleum levy, provincial taxes, and
nontaxes. Public debt declined somewhat, although remained elevated at 88.6 percent of GDP at
end-FY 2021, thanks to robust nominal GDP growth, a strong end-FY 2021 exchange rate, and
negative real interest rates. Domestic bank and external financing covered the government's
borrowing needs, which continued to refrain from SBP borrowing since the EFF-supported program
started.

2 pakistan has a long history of weak tax revenue mobilization, with repeated efforts to raise revenue failing to achieve
its goal in a sustainable manner. This mainly owes to a very narrow tax base, the extensive use of tax concessions and
exemptions which undermines competitiveness and growth, weaknesses in revenue administration, low taxpayer
compliance on the back of high informality, and vulnerabilities to corruption. The inherent challenges to boost
revenues are further exacerbated by Pakistan’s fiscal federalism model, which leads to significant fragmentation and
inefficiencies in revenue administration (for instance, there are more than ten tax administrations in Pakistan).
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Pakistan: General Government Fiscal Operations, FY 2020/21-21/22
(Percent of GDP)

FY2020/21 FY2021/22

Program Outcome Program Budget Supl. budget

(CR/2021/073) (prel.) (CR/2021/073) (IMF estimate) (IMF estimate)
Revenue and grants 15.8 14.5 17.0 14.6 15.9
Tax revenue 12.7 12.1 14.2 12.2 13.3
Federal 11.5 11.0 12.8 11.0 121
FBR 10.2 10.0 11.5 10.7 11.2
o/w: GST 4.2 4.2 49 4.6 5.1
Other federal 13 1.0 1.3 03 0.9
o/w: PDL 1.1 0.9 1.2 0.1 0.7
Provincial 1.2 1.1 14 1.2 1.2
Nontax revenue 2.9 24 2.7 24 2.5
Federal 2.6 2.1 2.4 1.9 2.1
o/w: SBP profits 1.4 1.4 1.4 0.8 1.0
Provincial 0.4 0.3 0.4 0.5 0.5
Grants 0.1 0.1 0.1 0.1 0.1
Expenditure 22.9 21.6 22.5 23.2 22.7
Current expenditure 20.2 19.1 19.7 20.0 19.5
Interest 6.1 5.8 5.9 5.6 5.6
Other federal 79 7.4 7.7 9.0 83
o/w: subsidies (incl IPPs) 1.0 0.9 1.0 1.7 14
o/w: grants and COVID provision 1.9 1.8 19 2.8 2.4
Provincial 6.2 5.9 6.2 53 5.6
Development and net lending 2.7 2.7 2.9 3.2 3.3
o/w: provincial 1.5 1.6 15 2.2 2.4
Overall balance (incl. grants) -7.1 -7.1 -5.5 -8.6 -6.8
Primary balance (underlying, excl. grants) 1/ -0.5 -0.6 0.8 -2.0 0.0

Sources: Pakistani authorities; IMF staff calculations.
1/ Excludes 0.7 percent of GDP for PHPL debt repayment, IPP arrears clearance, and COVID-19 spending in FY 2021; and 1.2
percent of GDP for IPP arrears clearance and spending on COVID-19 vaccines in FY 2022.

Box 2. Pakistan: Key Policy Reversals in Pakistan’s FY 2022 Budget

(i) Reduction of taxes, notably (a) a zero-rate excise on fuel (PDL), which had seen a gradual decrease from
PRs 30/liter to zero since December 2020; and (b) a downward adjustment of the GST on petrol and diesel
from 17 percent to 16.4 percent. Both actions were intended to offset rising international fuel prices but
came with a large revenue impact of almost 1 percent of GDP and against the commitment of not lowering
the PDL at the time of the EFF program approval.

(i) Reinstatement of zero-rated GST for some domestic industries, which had been removed at the time of
the EFF program approval.

(iii) Omission of PIT and GST tax policy reforms from the budget, which was a key commitment in the
second-fifth EFF reviews.

(iv) Introduction of new preferential tax treatments for the technology sector, automotive and other
export-oriented industries, and certain food products, which breached the related continuous SB (T5).

(v) Omission of presenting all guarantees expected to be issued in FY 2022 with the budget, which was a
commitment as part of actions to address a recent misreporting.
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10. However, the approved FY 2022 budget marked a departure from EFF objectives and
contributed to rapidly increasing macroeconomic vulnerabilities. It delivered a significant fiscal
relaxation through large spending increases and the unwinding of several EFF tax revenue
commitments, notwithstanding the past revenue underperformance. Approved in June, the budget
was on track to deliver an adjusted primary deficit of 2 percent of GDP, representing a fiscal
loosening of 1.4 percent of GDP compared to the FY 2021 outturn. On the expenditure side, it
allowed for large increases in public wages and allowances, a doubling of subsidies, and an increase
in investment of over 50 percent. On the revenue side, it expected unrealistically strong tax revenue
growth (from marked improvements in tax administration and strong domestic demand, notably
imports) and high non-tax revenue receipts, thus introducing significant risks of fiscal slippages. In
addition, the budget delayed key reforms and reversed some key policies (Box 2), damaging revenue
prospects.

Policy Discussion

11. A gradual fiscal adjustment remains a central part of the program. In view of recent
developments, the authorities acknowledged the need to withdraw some fiscal stimulus and to
resume efforts to broaden revenue mobilization. To this end, they agreed to pass a supplementary
finance bill for FY 2022 (PA) that strikes a balance between addressing growing macroeconomic
imbalances and sustaining growth. It targets an underlying primary balance (deficit of O percent of
GDP, excluding grants and one-off spending subject to adjustors). Although this would result in a
smaller adjustment this year than envisaged at the time of the second—fifth EFF reviews, it implies a
realistic and still ambitious effort, given some half-year implementation delay of key measures
(including the GST reform). At the same time, it will ensure a moderately tight fiscal stance and
preserve the downward debt trajectory, while protecting social spending and allowing investment to
grow in real terms. Key aspects of the revised FY 2022 fiscal program are (MEFP 17):

e Stronger revenues. Tax revenues are expected to increase by 1.2 percentage points of GDP from
FY 2021, boosted by (i) revenue measures; (ii) reinforced tax administration efforts; and (iii)
automatic stabilizers. The main additional tax measures are:

o Implementing the reform of General Sales Taxes (GST). Parliament will adopt the GST reform
as part of the supplementary budget, in line with staff recommendations (PA), to broaden the
GST tax base and eliminate about 2/3 of the tax expenditures on GST. This is achieved by
undoing policy reversals that extended preferential treatment to numerous goods in the FY
2022 Finance Act; by moving most goods from zero-rating (Fifth Schedule) or reduced rates
(Eighth Schedule) to the standard sales tax rate; by eliminating exemptions (Sixth Schedule)
for most goods excluding basic food, live animals for human consumption, and health- and
education-related goods; and by applying the standard rate to higher-end cellphone devices
(previously under the Ninth Schedule).

o Increasing the Petroleum Development Levy (PDL). In early November, the authorities started
to gradually increase the PDL in gasoline and diesel by PRs 4 per liter, with a further PRs 4
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per liter in December (PA) and will continue to increase the PDL by PRs 4 per liter per month
until a maximum of PRs 30/liter is achieved, which was in place in the past.

* Reprioritizing and improving spending efficiency. Clear policy commitments from the
authorities will limit the increase in spending to 1.1 percentage points of GDP above the FY 2021
outturn by: (i) rationalizing non-priority current spending and streamlining non-targeted
subsidies (notably energy, 128); and (ii) recalibrating investment spending in line with realistic
execution rates. At the same time, the supplementary budget supports a sizable scaling-up of
development and social spending from their FY 2021 outturn, including through: (i) a substantial
expansion of the Benazir Income Support Program (BISP) by 50 percent (excluding COVID-
related one-off spending) (115) and of spending on health and education by 27 percent; and (ii)
the newly launched Kamyab Pakistan Program (KPP) and food subsidy program of 0.2 percent of
GDP (115). In addition, the program accommodates two spending items through adjusters of up
to 0.6 percent of GDP each: the purchase of COVID-19 vaccine to contain the pandemic and the
clearance of arrears to independent power producers (IPPs) to unlock critical medium-term cost
savings in the power sector (128).

e Provincial contributions. The provinces committed again to contribute to the federal
government's fiscal strategy via Memoranda of Understanding (MoU), targeting a surplus of
about 0.5 percent of GDP in FY 2022, conditional on FBR tax collection. To achieve this, they will
boost their tax revenues by at least 0.1 percent of their respective provincial GDPs relative to
their FY 2021 performance and constrain the expenditure side, while protecting health and
education spending. The authorities will continue to work with provincial governments to ensure
their expenditures remain consistent with revenues and the projected deficit path if emerging
deviations make the ambitious revenue targets unlikely to materialize.

e Financing. The authorities remain committed to relying on market sources (external borrowing
and the domestic banking system) to finance the budget, whilst seeking to lengthen maturities
to reduce rollover risks. The authorities intend to use up to US$2 billion from the recent SDR
allocation (about US$2.75 billion) to complement other sources of vaccine finance and the
remainder to reduce reliance on expensive T-Bills.?

Implementation risks are considerable, particularly if tax buoyancy declines in a scenario of slowing
imports. In this situation, staff would recommend considering bringing forward plans to expand the
number of removed exemptions to include fertilizers and tractors, which constitute 23 percent of

current GST tax expenditures and whose removal is under consideration as a 2023 budget measure.

12. Additional tax policy reforms remain key in the period ahead. This will help Pakistan
address its perennial challenge of a low revenue base, which weighs on debt sustainability and
severely constrains much-needed fiscal space for growth-enhancing spending on infrastructure,

3 This would occur through an exceptional on-lending from the SBP to the government of the rupee equivalent
backed by an MoU signed between the SBP and Ministry of Finance regarding the servicing of interest-related costs,
similar to the MoU signed related to the EFF and RFI resources.
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education, healthcare, and social support (Section B below). Against this backdrop, staff urged the
authorities to continue broadening the tax base, reducing informality, and simplifying and
modernizing the tax system. Concretely, the next reform steps focus on:

13.

Personal income tax (PIT). The authorities are in the process of drafting PIT legislation by end-
February 2022 (new end-February 2022 SB) to ensure it will be ready to come into effect on July
1, 2022 with the FY 2023 budget. Aiming at simplifying the system, increasing progressivity, and
supporting labor formalization,* it will: (i) reduce both the number of rates and income tax
brackets; (ii) reduce tax credits and allowances (except those for disabled and senior citizens, and
Zakat receipts); (i) introduce special tax procedures for very small taxpayers; and (iv) bring
additional taxpayers into the tax net. Low-income households will remain protected as the
reform preserves the current PIT threshold (almost 3 times income per capita).

GST base harmonization. This will be critical to improve competitiveness and the business
environment. Under the current system, the sales tax base is fragmented, with services subject to
provincial taxation and goods under federal government taxation. The fragmentation of the tax
base has severely compromised tax policy design and administration, generated disagreements
over tax base definition and crediting, caused cascading and double taxation for businesses, and
significantly increased compliance costs (Annex Ill). Indeed, the system is cumbersome and
harms competitiveness by increasing the cost of doing business.

Other broad-based reforms will improve the fiscal framework. Specifically (MEFP 118-10):

Strengthening tax administration. The authorities recognize that tax administration reforms
and enforcement efforts need to complement their tax policy measures. Leveraging TA (including
from the IMF and World Bank), the authorities plan over the medium term to: (i) introduce a
centralized, risk-based compliance function; (ii) update IT and automation; (iii) use third-party
data, cross-checks, and analysis; (iv) simplify registration and filing processes; (v) modernize and
target audit practices; and (vi) bolster the large taxpayer office (LTO). In line with standing IMF TA
advice, staff discouraged the use of third-party audits in favor of developing an adequate
compliance risk management framework. Efforts will also be made to establish a single filing,
taxpayer, and return portal, and redress high outstanding tax arrears. To contain smuggling, the
authorities are in the process of reintroducing the track-and-trace system for tobacco products
but a full roll-out remains delayed on account of capacity constraints (end-June 2021 SB).

Enhancing Public Financial Management (PFM). With IMF TA, the authorities have created
new coordination mechanisms for cash and debt management, tightened procedures for
supplementary grants, and disclosed, for the first time, fiscal risks, and contingent liabilities in the
FY 2021 budget. They are also ramping up operations in the recently established macro-fiscal

4 At only 2.1 percent of GDP in FY 2018, PIT collection is low relative to peer countries. This is due to (i) high labor
market informality with only 1.9 percent of the labor force being active PIT taxpayers; (ii) insufficient progressivity with
only incomes above 91 times per capita GDP p.c. paying the top marginal rate of 35 percent and 72 percent of
taxpayers paying 5 percent or less; and (iii) generous tax expenditures, including exemptions and tax credits.

14
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unit in the Ministry of Finance to better monitor fiscal risks, and in the planning commission to
improve the efficiency of public investment spending. While some steps have faced delays, the
authorities achieved a functional single treasury account (TSA-1) in September (end-May 2021
SB). They also started to move swiftly to TSA-2 and improve, with EU assistance, their annual and
multi-annual commitments control systems. Improving the budget process to achieve greater
spending efficiency and control remains another priority.

e Safeguarding the quality and transparency of COVID-related spending. The authorities are
committed to the timely publication of: (i) key information of all COVID-related awarded
procurement contracts on the publicly accessible website of the Public Procurement Regulatory
Agency (end-April 2021 SB, PA); and (ii) an ex-post audit by the Auditor General of Pakistan (AGP)
of the procurement of COVID-related supplies and social payments in FY 2020 (end-April 2021
SB, PA). Further efforts underway include the audit of all COVID-related spending and social
payments for FY 2021, the rollout of an e-procurement system by end-2022 (supported by the
World Bank), and the issuance of regulations to collect and be able to publish beneficial
ownership information of companies awarded PRs 50 million and above public procurement
contracts (new end-March 2022 SB).

e Improving debt management. Notwithstanding notable strides in enhancing debt reporting
and debt management, more progress on tackling long-standing institutional and technical
capacity weaknesses is crucial, most importantly by: (i) fully implementing the medium-term debt
strategy (to be updated annually and published); (ii) establishing a central debt management
office (DMO); and (iii) amending the Fiscal Responsibility and Debt Limitation Act to support the
DMQO's formal establishment and functioning.> In addition, the authorities continue to focus on
lengthening the maturity profile of public debt to lower rollover risks, while balancing the impact
on financing costs.

B. Poverty Reduction and Social Protection

Background

14. Despite recent progress with the social agenda, Pakistan is far from meeting the
Sustainable Development Goals (SDGs). It still lags peers’ levels of economic and human
development, including higher poverty indicators and lower education and health outcomes.®
Moreover, while income inequality is relatively moderate, gaps in education and health outcomes
between the richest and poorest quintiles remain sizeable. Gender inequality is pervasive, with
Pakistan ranking very low in the Gender Gap Index (153 out of 156 countries in 2021), mostly

> Amendments focus on establishing the central DMO, namely: (i) parliamentary approval over the proper rules of
business; (ii) setup of the front, middle, and back offices; (iii) recruitment of staff; and (iv) migration of relevant
functions to the new DMO from other government agencies.

6 For instance, stunting rates among children of over 40 percent.
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reflecting poor economic participation and opportunities for women.” Progress in these areas will
support social outcomes, unleash inclusive growth, and garner broad buy-in for reforms.

Pakistan: Inputs and Efficiency (latest available) 1/
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Source: Accompanying Selected Issues Paper on “Spending Needs for Reaching the Sustainable Development Goals.”
1/ Countries with GDP per capita below US$3,000.

Policy Discussion

15. Reducing poverty and boosting social protection remains a key pillar of the EFF
(MEFP 1111-12). With the COVID-related Ehsaas Emergency Cash (EEC) program coming to an end in
FY 2022,2 the authorities are refocusing their efforts on strengthening their regular BISP programs.

e Improving targeting. The authorities completed the update of the National Socio-Economic
Registry (NSER) in October (end-June 2021 SB), covering about 33 million families. They already
use the registry for a well-targeted expansion of the BISP beneficiary base and reassessment of
Pakistan's poverty structure, which will facilitate the design of new programs (with the support
of international partners).

7 Provided by the World Economic Forum, the index measures the gap between men and women in four categories:
economic participation and opportunity, educational attainment, health and survival, and political empowerment.

8 Launched in April 2020 in response to the COVID-19 shock, it provided almost half of the population with a one-off
transfer in FY 2021, at a budgetary cost of PRs 41 billion. Another PRs 20 billion is set aside for FY 2022.
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e Boosting BISP spending. Staff embraced the authorities’ budgeted envelope of PRs 250 billion
for BISP in FY 2022 and called for a full execution. The allocation will support the ongoing
expansion of BISP's regular cash transfer program; both in terms of the number of beneficiaries
(by 30 percent to 8 million families by end-FY 2022) and monthly benefit levels (by 8 percent
from January 2022). Going forward, staff also encouraged regularly (i) applying the mechanism
for periodic inflation updates of all BISP cash transfers; and (ii) reviewing the value of educational
cash transfers under BISP.

At the same time, the authorities have recently launched two new social programs outside BISP. To
foster financial inclusion and development, the Kamyab Pakistan Program (KPP) seeks to promote
small and medium enterprises (SMEs), agriculture, and low-cost housing financing through highly
subsidized loans backed by a 50 percent government guarantee (pari passu). The program has been
initially rolled out on a pilot basis in poor areas and aims to reach up to 3 million households and to
provide cumulative financing of PRs 1.63 trillion over the next three years. Moreover, to provide relief
from high food prices, a new food subsidy program seeks to provide a monthly stipend to 20 million
low-income households (covering three products that account for about a quarter of their food
layouts). The authorities agreed on the need to ensure full and transparent financing for, and
execution of, these new schemes in a sound and transparent way.’

16. In addition, more investment in human and physical capital is crucial. Staff estimates
that achieving the SDGs will require an additional 16 percent of GDP in annual spending by 2030.
While this may be not be feasible in the remaining time, it underlines the urgency to create
considerable fiscal space—for example, by broadening the tax base—to make substantial progress
toward the SDGs. Beyond resources, it will also require strengthening governance, capacity, and
coordination among various stakeholders.

C. Monetary, Exchange Rate, and Financial Sector Policies

Background Pakistan: Interbank Exchange Rate,

. 2020M01-21M11 (PR us
17. External pressures started to increase (PRs per US$)

rapidly in Q4 FY 2021. Strong demand in the
foreign exchange market—in the context of
accelerating imports and a higher current account
deficit that exceeded US$1 billion per month—put
significant pressure on the rupee. The SBP
responded by letting the exchange rate depreciate
gradually and intervening in the foreign exchange

(FX) market, anticipating the spike in FX demand to 141”720 Apr-20 Jul-20 Oct-20 Jan-21 Apr-21 Jul-21 Oct-21

Sources: SBP; IMF staff calculations.
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9 The fiscal baseline already includes PRs 25 billion under subsidies for the KPP for FY 2022 to cover the subsidy
interest rate component of the program and guarantee provisions in government debt. The estimated cost of the
food subsidy program (PRs 120 billion during FY 2022) will be shared between the federal government and provinces.

10 See accompanying Selected Issues Paper on “Spending Needs for Reaching the Sustainable Development Goals.”
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be temporary. However, pressures persisted and increased in early FY 2022, bringing the rupee to a
historic low of PRs 175 per U.S. dollar in mid-November, notwithstanding FX intervention by the SBP.

18. The monetary policy stance is broadly neutral on a 12-months forward basis, due to the
recent tightening. Along with exchange rate pressures, inflation persists at relatively high levels of
around 8-9 percent and near-term risks for inflation to rise further remain, in part due to the
unwinding of policies geared toward containing price pressures for consumers. These include tax
measures, notably the reduction of the PDL and GST on petrol and diesel, and delays in the
implementation of the GST reform (111) and administrative price adjustments (notably power and
gas, 128). After being on hold for 15 months, the SBP raised the policy rate by 25 bps in October, 150
bps in November, and 100 bps in mid-December to 9.75 percent and increased banks’ cash reserve
requirement by 100 bps (in November).

19. The banking sector appears stable (Table

Pakistan: Financial Soundness Indicators

6). It has weathered well the COVID-19 shock, also (Percent)

thanks to the SBP's temporary response measures thg:lakt_‘\jvr;’i;;i’:;' _____ 281;

(including the targeted sectoral schemes). As of end- assets ---2019

June 2021, banks' capital adequacy ratio (CAR) was A Jun-21

stable at 18.3 percent, well above the regulatory

minima of 11.5 percent (including the 1.5 percent Liquid assets to Gross NPLs to total
total assets loans

capital conservation buffer)." Non-performing loans
(NPLs) declined to 8.9 percent, but the banking
sector remains highly exposed to the energy and Return equity

textile sectors (each at 15 percent of outstanding Sources: Pakistani authorities; IMF staff calculations.
loans) and the sovereign (70 percent of total credit).

However, provisioning of NPLs stood high at 88.8 percent. Deposit growth continued to be robust,
while real credit growth reached 6.2 percent yoy in September, supported by low-cost central bank
refinancing to commercial banks. In March, the SBP duly reversed the relaxations on macroprudential
measures related to consumer credit introduced at the outset of the pandemic.

Policy Discussion

20. Tight monetary policy is critical to support disinflation (MEFP 113). In view of the solid
recovery, inflation outlook, fiscal stance, and mounting balance of payments (BOP) pressures, the
authorities and staff concurred that it was time to start tapering off the significant monetary stimulus
introduced since the onset of the COVID-19 pandemic in order to achieve real positive interest rates.
The authorities concurred that monetary policy should remain data-driven on a forward-looking
basis to anchor inflation within the SBP’s target range of 5-7 percent over the medium term, with
due consideration of public policies’ price impact and tradeoffs. Staff and the SBP agreed that the
pace of policy rate adjustment should take into account the broader policy mix and the degree of

" As part of the COVID-19 relief measures, in March 2020 the countercyclical capital buffer (CCB) was reduced from
2.5 percent to 1.5 percent. It will be restored to 2.5 percent effective January 1, 2023. Thereafter, the capital adequacy
ratio (CAR) requirement will revert to 12.5 percent. Three banks with 1.25 percent of banking sector assets (total) are
below the regulatory minimum (126).
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fiscal adjustment. Staff similarly noted that the effort to tighten monetary conditions should also be
reflected through scaling back refinancing facilities and reducing the interest rate subsidy vis-a-vis
the policy interest rate. Staff supported the continued use of forward guidance in monetary policy
statements, the 6-month forward-looking calendar for the monetary policy committee, and the move
to 8 meetings per year, which will help improve communication and monetary policy transmission.'

21. The SBP remains committed to maintaining a market-determined exchange rate and
building reserves. Staff and the authorities agreed that the current market-determined exchange
rate remains appropriate to act as a shock absorber and that FX interventions should be limited to
avoid disorderly market conditions (DMCs). However, the authorities noted that given the temporary
component in the terms of trade shock, a role for interventions is also appropriate to smooth the
depreciation trend. Staff cautioned that the room for intervention was highly limited given the still
low level of reserves and more permanent nature of the terms of trade adjustment, and that thus
bigger fiscal and monetary policy efforts were needed given the constraints in policy space. Going
forward, the authorities will continue to (MEFP 113): (i) limit FX sales to only offset DMCs; and (ii) use
purchases in the FX interbank market to rebuild reserve buffers amid favorable market conditions,
but not to influence the exchange rate trend.

22. The authorities agreed with staff’s external assessment. Staff's assessment—based on a
host of considerations, including the External Balance Assessment (EBA) methods—suggests the
external position was broadly in line with fundamentals in FY 2021, although the high uncertainty
surrounding the appropriate current account norm for Pakistan calls for caution when using the EBA
estimates (see Annex V). Staff and the authorities also agreed that despite significant improvements
in the gross and net international reserves since the onset of the program (import coverage up from
1.7 months to 3 months in June 2021), reserves remain below the adequacy levels as suggested by
the ARA metric (74 percent in June 2021) and that continued policy efforts remain crucial to further
strengthen the central bank balance sheet and external buffers.

23. The authorities are committed to remove the existing exchange restrictions and MCP
when BOP conditions stabilize within the next 12 months. Pakistan maintains: an exchange
restriction and MCP arising from the imposition of a 100-percent cash margin requirement (CMR) on
imports of certain goods (imposed in 2017). This measure was intensified as the requirement for

a 100-percent cash margin on the import of certain goods was extended to an additional 114 items
in late-September. Consequently, the relevant PCs on non-intensification of exchange restrictions
and on non-modification of MCPs were missed. Pakistan also continues to maintain an exchange
restriction resulting from the limitation on advance payments for imports against letters of credit
(LCs) and advance payments up to the certain amount per invoice (without LCs) for the import of
eligible items (imposed in 2018). Staff emphasized that more prominence should be given to
exchange rate flexibility as means to address the BOP pressures rather than to administrative and

12 Monetary policy transmission remains weak, mainly due to a delayed interest rate pass-through that reflects sizable
refinancing schemes at subsidized fixed rates, shallow mortgage and secondary markets for government securities
and private bonds, and high demand for currency that reduces the money multiplier.
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exchange measures. The authorities requested more time to eliminate them when BOP conditions
permit during the next twelve months (MEFP 119).

24. Progress with institutional and operational SBP reform continues.

e Bolstering the SBP's autonomy, governance, and mandate (MEFP 116). Once adopted by
parliament (PA), the amendments to the SBP Act (prepared in consultation with IMF staff and
submitted to parliament in March 2021) will: (i) establish domestic price stability as the primary
objective; (ii) create the SBP's functions to help achieve its objectives; (iii) strengthen financial
autonomy; (iv) prohibit the extension of direct credit or guarantees to the general government;
(v) lay the statutory basis for audits; (vi) secure stronger protection of senior officials' personal
autonomy; (vii) improve the decision making at the executive management level through
the introduction of a collegial decision-making mechanism; (viii) provide stronger oversight by
the Board; and (ix) improve the SBP's accountability to the public vis-a-vis the conduct of
monetary policy and achievement of objectives.

e Upgrading the monetary policy framework. As economic stability becomes entrenched and
the independence of the SBP is strengthened with the approval of the SBP Act reform, the SBP
should gradually advance the preparatory work to formally adopt an inflation target (IT) regime,
underpinned by a forward-looking and interest-rate-focused operating framework. While some
key elements of IT are already in place, including a medium-term inflation objective and a
prohibition on monetary financing, additional efforts are needed, aimed at: (i) modernizing the
SBP’s operational framework; (ii) working to strengthen the monetary transmission, which will
require both increasing the interest rate on lending through refinancing facilities to reflect
interest rate developments as well as their eventual phasing-out; (iii) bolstering the SBP's
analytical capacity, including systematic inflation expectations surveys and introduction of an
inflation report; and (iv) further strengthening communication. The authorities agreed, noting
that Vision 2020 lays out their plans to enhance the effectiveness of monetary policy.

Pakistan: Private Credit
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25. Pakistan has embarked on a significant effort to close the gap with peers in financial
development, which is hindering private sector growth. The authorities and staff agreed that
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further efforts at fostering financial deepening and inclusion were important to increase economic
resilience, growth, and formalization of the economy, while also enhancing the credit channel of
monetary policy. In addition to removing impediments to financial deepening, the authorities’
current strategy also includes suboptimal measures, including providing highly subsidized lending
through refinancing schemes from the SBP, setting bank-level sectoral lending targets, and
expanding existing government schemes backed by guarantees (KPP, 115).

e Refinancing schemes (MEFP 115). Already prior to the crisis, the SBP had been expanding
refinancing schemes to address long-standing large credit gaps and market failures. It has
further expanded those since March 2020 by (i) establishing three new temporary facilities, one
of which is still disbursing; (ii) expanding the existing ones, including in recent months; and (iii)
introducing a new facility for SMEs.’® As of end-September 2021, the outstanding amount for all
facilities was PRs 1,225 billion (15.5 percent of private credit), of which PRs 322 billion were
related to temporary COVID-19 schemes. Staff warned that this expansion, if not temporary,
would undermine the SBP’s efforts to credibly implement monetary policy, achieve its primary
objective, and improve monetary policy transmission channels. To support the eventual phasing-
out of the refinance facilities, the authorities agreed: (i) for the Ministry of Finance and SBP to
jointly design a plan, in consultation with other stakeholders, to establish an appropriate
Development Finance Institution by end-April 2022 (new end-April 2022 SB) as a basis for a plan
to transfer the refinancing schemes to the government; and (ii) assess the Export Refinancing
Scheme (EFS) by end-February 2022 and take needed actions to improve its effectiveness. Going
forward, the amended SBP Act allows refinancing facilities only in pursuit of the SBP’s mandate
and without compromising the primary objective of price stability.

e Housing and construction (MEFP 114). The SBP introduced two key measures: (i) in July 2020,
mandatory targets on banks to double to 5 percent the share of their domestic private sector
lending portfolio to the housing and construction sectors by December 2021; and (ii) in June
2021, amendments to the capital adequacy regulations to lower the applicable risk weight to 100
percent (from 200 percent previously) on bank and development finance institution investments
in real estate investment trusts. Staff urged the authorities to unwind these measures out of
concerns for financial stability. It noted that a direct and well-targeted budget subsidy program
for the vulnerable parts of the population would be a more effective way to achieve social policy
objectives. It also recommended stronger focus on addressing long-standing structural
deficiencies to support private sector lending, in particular on mortgages and housing finance.
The authorities will establish a working group comprised of relevant stakeholders to produce a
strategy paper by end-February 2022 aimed at offering solutions to the structural impediments
to the development of the housing and construction sector.

26. Efforts in support of financial sector stability and governance need to be sustained.

'3 In August 2021, the SBP introduced a new refinancing scheme for lending to SMEs without collateral, with a 40-60
percent first loss guarantee provided by the government. In October 2021, the SBP eased the conditions for
renewable energy solution providers under the Refinance Scheme for Renewable Energy.
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e Maintaining financial sector soundness (MEFP 117). Staff encouraged the authorities to remain
vigilant and intensify efforts to safeguard financial sector stability. Staff further emphasized
the importance of continuing to: (i) ensure that all banks meet the minimum capital requirements
and strongly urged that two private sector banks complete the first-stage recapitalization (new
end-May 2022 SB)'™ and one public sector bank move ahead with privatization; (ii) accurately
measure NPLs and potential losses, which highlights the importance of implementing IFRS 9; and
(iii) upgrade the resolution and crisis management frameworks (including the deposit insurance
scheme) by submitting related draft amendments (prepared in consultation with IMF TA) to
cabinet by end-January 2022.

e Bolstering AML/CFT effectiveness (MEFP 118). The authorities made substantial progress by
satisfactorily completing 26 of the 27 items in their 2018 AML/CFT action plan (end-June 2021 SB;
reset to end-March 2022). Staff urged the authorities to: (i) complete the last remaining item in
the 2018 AML/CFT action plan on effectiveness of terror financing (TF) investigations and
prosecutions of senior leaders of UN-designated terrorist groups; (i) promptly address the
deficiencies identified in Pakistan's Asia Pacific Group on Money Laundering (APG) Mutual
Evaluation Report under the 2021 AML/CFT action plan; and (iii) review by end-June 2022 the
implementation of AML/CFT controls by financial institutions with respect to the tax amnesty
program for the construction sector.

e Advancing the fintech environment. The authorities have leveraged the pandemic to advance
fintech adoption as evidenced by: (i) an increase in internet and mobile banking users of 32 and
29 percent yoy (respectively) in FY 2021, with e-banking transaction volumes growing by 31
percent yoy; and (ii) the opening of more than 273,000 Roshan Digital Accounts (introduced in
September 2020 to attract deposits from overseas Pakistanis) as of end-October 2021, with
US$2.6 billion received and more than half being invested in government securities. Separately,
the SBP launched the first instant payment system (Raast) in 2020 and introduced digital cheque
clearing and a unified QR code for payments in August 2021. While welcoming the authorities’
ongoing fintech efforts, staff flagged the need for enhanced supervisory and AML/CFT oversight
(and capacity) as fintech grows (given the strong preference for cash in Pakistan and the
potential benefits for financial inclusion).

D. Energy Sector Policies

Background

27. The energy sector is in a precarious situation because of long-standing deficiencies.
Over the past decade, they have resulted in an unsustainable stock of arrears (circular debt, CD) that
affects the entire power-gas/petroleum chain and weighs on the financial sector, budget, and real
economy. Sectoral viability eroded further during FY 2021, despite the collection of deferrals granted

14 The first-stage recapitalization requires the completion of capital injections, with documentation submitted to, and
accepted by, the SBP to fill 50 percent of the capital shortfall calculated as of September 30, 2021, which will result in
the banks achieving positive capital.
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in FY 2020, as the authorities continued to delay regular price adjustments and grant temporary
subsidies.

o Power. The CD flow in the power sector reached 0.6 percent of GDP in FY 2021, growing the CD
stock to 4.8 percent of GDP at end-FY 2021." More generally, the CD flow has remained well
above the levels expected since the start of the program, mainly because of the delay in tariff
adjustments,’® high debt costs, and operational losses by distribution companies (DISCOs).

Pakistan: Circular Debt in the Power Sector, FY 2013/14- 21/22
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e @Gas. A substantial CD stock of more than 1 percent of GDP has also accumulated in the gas
sector, pending the finalization of the authorities’ ongoing cleanup of the underlying data. The
main drivers are high unaccounted for gas losses (UFG), often delayed sales price adjustments,
uncovered subsidies (especially for export and zero-rated industries), and collection shortfalls.

Policy Discussion

28. Restructuring the energy sector requires sustaining the reform efforts. This is
particularly important as recovery costs are poised to increase in the near term with the coming-on-
stream of new generation capacity, rise in international commodity prices, and recent rupee
depreciation. While