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           18th June, 2019 

 
Understating the budget deficit 
The process of fiscal stabilization requires a big downward adjustment in the size of the consolidated 
budget deficit of the Federal and Provincial Governments. Therefore, it is of critical importance to 
determine from the budget documents what the budget deficit is likely to be in the year about to end 
and the projected size of the deficit in 2019-20. This is attempted below. 
 
Budget deficit in 2018-19 
 
The Ministry of Finance (MoF) has generally tended to underestimate the size of the budget deficit 
for the year about to be completed in the revised estimates as contained in the budget documents, 
especially the Budget-in-Brief. In 2017-18, the revised estimates implied that the budget deficit was 
5.3 percent of the GDP. Subsequently, release of the information on fiscal operations revealed that 
the deficit was significantly higher at 6.6 percent of the GDP. Similarly, according to the revised 
estimates of 2016-17 the deficit was 4.2 percent of the GDP which turned out to be 5.8 percent of the 
GDP. 
 
A similar problem has arisen with the revised estimates for 2018-19. Some revenues have been 
overstated and some expenditure understated. First, FBR revenues have been reported as Rs 4150 
billion. The actual collection in the first nine months of 2018-19 was Rs 2705 billion, showing a 
growth rate of only 2.9 percent. However, according to the revised estimate for the year there will be 
an upsurge to 19 percent in the fourth quarter. Information on revenue growth in April and May 
reveals that this is certainly not the case. It is clear that FBR revenues have been overstated by at 
least Rs 150 billion, even if allowance is made for some revenues from the asset declaration scheme. 
The likely outcome for FBR revenues is close to Rs 4000 billion in 2018-19. 
 
Second, expenditure on defense services in 2018-19 has probably been understated. During the first 
nine months, there was a high 24.2 percent growth rate in spending. Suddenly, according to the 
revised estimate of Rs 1138 billion for the year, the expenditure in the last quarter has demonstrated 
negative growth of over 10 percent. This is highly unlikely and defense expenditure in the revised 
estimates has probably been understated by at least Rs 50 billion. 
 
Third, the reported expenditure on the Federal PSDP in 2018-19 is Rs 500 billion in relation to the 
budgeted level of Rs 675 billion. However, the releases of funds to projects had already reached the 
level of Rs 605 billion by the end of May 2019. As such, it is likely that the spending will approach 
the budgeted level and the revised estimate has understated this expenditure by almost Rs 150 
billion. 
 
The overall conclusion is that revised estimates understate the budget deficit in 2018-19 by almost 
Rs 350 billion.. Therefore, the consolidated budget deficit is likely to be at close to 8.1 percent of the 
GDP as compared to the lower estimate of 7.2 percent of the GDP, according to the revised 
estimates. Consequently, the primary deficit will also be large at 2.9 percent of the GDP. The 
divergence from the target budget deficit of 4.9 percent of the GDP is of a big 3.3 percent of the 
GDP in 2018-19. Further, the deficit at 8.1 percent of the GDP is the highest since 2011-12. Overall, 
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these findings reflect poorly on the quality of fiscal management by the MOF and failure to even 
achieve a modicum of fiscal stabilization in 2018-19. 
 
Budget deficit in 2019-20 
 
Here again there is a need to check if some projected revenues are overstated and/or if some 
expenditures are understated. 
 
FBR revenues are expected to show unprecedented growth of almost 39 percent in 2019-20. Based 
on nominal GDP increase of 14.1 percent and elasticity of tax revenues with respect to GDP growth 
of close to one, the normal increase, in the absence of any taxation proposals, is likely to be close to 
Rs 560 billion. Further, the MOF has revealed that the proposals in the budget will yield an 
additional Rs 516 billion. Therefore, the prospect is that FBR revenues could reach Rs 5,076 billion 
in 2019-20. As such, the projected level of Rs 5,555 billion overstates FBR revenues by almost Rs 
480 billion. 
 
Turning to non-tax revenues, they are also expected to show extraordinary growth of 40 percent 
growth in 2019-20. This is largely attributable to the anticipated jump of 176 percent in SBP profits 
to a record level of Rs 406 billion next year. Is this possible when a commitment has been made that 
there will be no borrowing from the SBP in 2019-20? And if there is indeed a transition to a Treasury 
Single Account (TSA) the commercial banks will not have the funds to invest in government 
securities for financing the deficit without injections by the SBP. And if under the IMF program 
these injections are permitted over a relatively prolonged basis (because the banks will obviously not 
be able to transfer government deposits to the Single Treasury Account even within a year) then 
these injections will contribute to SBP profits, but then commercial bank borrowings for budgetary 
financing are restricted to Rs.339 billion. Moreover, continued depreciation of the rupee will lead to 
capital losses on the external liabilities of the SBP. Therefore, it is likely that SBP profits will not 
exceed Rs 200 billion in 2019-20. Consequently, the potential overstatement in federal non-tax 
revenues is estimated at Rs 200 billion. 
 
Overall, it appears that the projected level of Federal revenues in 2019-20 has been over estimated by 
almost Rs 680 billion. In effect, this implies that the fiscal deficit has been understated by 1.5 percent 
of the GDP due to the overstatement of revenues. 
 
There is another issue with regard to the size of the national PSDP for 2019-20. The MoF has clearly 
indicated in Budget in Brief that it will be Rs 1500 billion, with the Federal PSDP at Rs 700 billion 
and the combined PSDP of the four Provinces at Rs 800 billion. However, the Planning Commission 
has put different estimates of the national PSDP on its website. Accordingly, the size of the Federal 
PSDP will be Rs 951 billion, with some alternate financing, while the Provincial PSDP is targeted at 
Rs 912 billion in 2019-20. This implies the overall PSDP will be Rs 1863 billion. This is consistent 
with the Annual Plan presented earlier to the National Economic Council, chaired by the Prime 
Minister. However, this size is over Rs 360 billion larger than the number presented in the budget 
documents by the MOF and used for deriving the budget deficit in 2019-20, stoking a rather uneasy 
perception that one key arm of the government seems to be functioning and formulating views and 
strategies oblivious of the action plans of the other key arm. 
 
An important source for reducing the consolidated fiscal deficit is the combined ‘Provincial Surplus’. 
This is targeted at Rs 423 billion in 2019-20, equivalent to 0.9 percent of the projected GDP, based 
on rapid growth of transfers from the Federal Government of 32 percent. However, the Provinces are 
lumbered today with large unpaid liabilities of development schemes and the rapidly growing 
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obligations of pensions. Therefore, projections of the provincial surplus tend to be grossly overstated. 
During the current fiscal year, the budget estimate of this surplus was Rs 286 billion, but the revised 
estimate is that it will be only Rs 59 billion. Already, Sindh has declared that it will have a zero 
surplus in its budget for 2019-20. 
 
Overall, there is a big problem already of a big divergence from the stated budgetary magnitudes in 
2019-20. As highlighted above, federal revenues could be lower by almost Rs 680 billion and 
expenditure higher by Rs 360 billion. Combined together, this implies that the fiscal deficit could be 
higher by Rs 1040 billion, equivalent to 2.4 percent of the projected GDP. This will take the 
currently projected deficit of 7.1 percent to 9.5 percent of the GDP in 2019-20. This will imply a 
primary deficit of 3.3 percent of the GDP, much more than the target of 0.6 percent of the GDP 
agreed with the IMF. If this turns out to be the budgetary outcome in 2019-20 then it will be by a 
large margin the biggest budget deficit since 2000-01, or even in the history of the country. It will 
also demonstrate complete failure in stabilizing and improving the fiscal situation in the country. 
 
The potentially extremely large deficit in 2019-20 raises the fundamental question as to how it will 
be financed. According to the original projections by the MOF the fiscal deficit in 2019-20 will be 
Rs 3137 billion which will have to be financed by borrowing from different sources. Here also, a 
different strategy is being adopted. Bank financing is projected at only Rs 339 billion with zero 
borrowing from the SBP and the entire amount from commercial banks. This is equivalent to only 11 
percent of the financing requirement. Non-bank borrowing is expected to be at Rs 819 billion, 
representing a contribution of 26 percent to the financing of the deficit. This target may be difficult 
to achieve even in the presence of higher rates of return on national savings schemes because of a 
lack of growth in real disposable income of savers due to higher inflation and income taxation. The 
remainder of the borrowing, almost 63 percent, is projected to come from external sources. 
 
In net terms, the government is planning to borrow over $12 billion from a multitude of international 
lenders, with an underlying assumption that some of the liabilities (based on original maturity) for 
deposits and other support from friendly countries will be rolled over. The proposed gross level of 
external borrowing is a colossal $20 billion and with debt repayment approaching $8 billion. The 
MOF in its statement on external sources states that $3.2 billion will be forthcoming from 
multilateral and bilateral sources like the World Bank, ADB and China. In addition it is expected that 
the IDB will lend $1.1 billion and there will also be the Saudi oil facility of $3.2 billion. Beyond 
these sources, Euro/Sukuk Bonds of $2 billion will be floated and $3 billion of loans obtained from 
international commercial banks. The MOF goes even further and suggests that there will be 
budgetary support of $5 billion from friendly countries. This is probably the rollover of the deposits 
with the SBP of $3 billion by Saudi Arabia and $2 billion from the UAE. 
 
The addition of US$ 12 billion to external debt in 2019-20 represents a sharp increase in our 
 
External obligations in just one year, a large proportion (in excess of 50 percent) at high interest 
rates. And, more worryingly, they could be for shorter tenors (if lenders are not prepared to give us 
funds for longer periods). In the latter case their servicing may well be a serious challenge if our 
exports do not grow quickly enough on account of our failure to set up an efficient, timely and 
sustainable system for associated tax refunds following the discontinuation of the zero-rated regime. 
 
This is not just an extremely risky strategy but also raises fundamental questions about its viability; 
the availability of such funds and the interest rates at which they are likely to be forthcoming. The 
recent refusal of Fitch to upgrade our rating despite the country having signed off on a stringent Fund 
program is an indicator of what we may have to experience in the coming days on our possible 
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access to the global capital market and the terms on which these international financial institutions 
will be willing to participate with their funds. 
 
Interestingly, if the tax rate of commercial banks on profits from excess lending to government is 
raised by an additional 2.5 percentage points the banks may seek higher interest rates for providing 
these funds to cover the extra tax liability, pushing up rates further for the private sector raising the 
specter of a sharper growth in their Non-Performing Loans. 
 
This is not the end. Another $2 billion is expected from the IMF for meeting the budget deficit. This 
is the first time that, instead of providing balance of payments support only, the IMF will graciously 
extend its facility to the government to fulfil its budgetary obligations. 
 
This is not the complete story yet. As highlighted above, the projections of revenues and 
expenditures in 2019-20 reflect perhaps too much optimism. Hence, there is a real danger that with 
more realistic estimates the budget deficit will turn out to be even higher by Rs 1,040 billion in 2019-
20, a record level. Then from where will the government borrow to meet this additional requirement? 
Eventually, the Ministry may be left with no option but violate its self-imposed financial discipline 
and seek a large volume of funds from the SBP, with its concomitant inflationary implications. 
Clearly, there is need for greater stability, consistency and capacity in the Ministry of Finance. 
 
Also, in an effort to contain the deficit the PSDP size will have to be cut substantially even below Rs 
1,500 billion, increases in tax rates possibly resorted to especially in the standard rate of the GST 
and/or in import tariffs and cut in grants and subsidies. Fortunately, economy has already been 
shown in the budget in the costs of defense services and civil administration. 
 
This article has confined itself to a review of the budgetary estimates and the sources of its financing. 
Our conclusion from this detailed examination highlights the extent to which, in our opinion, the 
budget deficit is understated. In our piece that was carried in these columns on the 11th of June we 
had articulated our concerns on the economic, administrative and political viability because of the 
likely cluttering of the budget with a host of revenue proposals, In our forthcoming piece, therefore, 
we will be undertaking a comprehensive review of the budgetary measures in terms of the underlying 
conceptual framework of the proposals, their likely revenue impact and potential impact on 
economic growth. 
 
(The writers are former Federal Minister and Governor of the SBP) 
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