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The objective of this part of the report is to identify major areas in which economy can 
be achieved in public expenditure. This is expenditure directly incurred by the Federal 
and the Provincial Governments.  
 
We start first with a review of trends:  
 
Public expenditure had approached Rs 7.7 trillion by the end of 2017-18. This is 
equivalent to 22.4 percent of the GDP as against 19.9 percent of the GDP in 2012-13, 
excluding the retirement of circular debt that year, suggesting that public expenditure is 
now taking up a larger share of the national economy.  
 
Two sub-periods can be distinguished within the tenure of the PML (N) government. 
During the operation of the IMF Program from 2013-14 to 2015-16 serious efforts were 
made to restrict the annual growth in expenditure to a single-digit rate of 5 percent to 8 
percent. However, fiscal discipline was largely sacrificed after the end of the Program. 
The annual rate of growth in public expenditure during the last two years was around 14 
percent.  
 
Current expenditure currently accounts for 78 percent of total expenditure. The 
remainder, 22 percent, is in the form of development expenditure, especially through the 
national PSDP. Efforts have been made to reduce the budgetary share of current 
expenditure. Consequently, it has grown at 9 percent annually since 2013-14, while the 
growth rate of development expenditure has been a significantly higher14 percent.  
 
In the federal government’s current expenditure, the two major components are debt 
servicing and defense, with current shares of 39 percent and 27 percent respectively. 
The growth rate of debt servicing has been 8 percent annually and that of defense, 13 
percent.  
 
The cost of administering the Federal Government consists of salaries and allowances, 
pensions and non-salary operating costs. These costs have risen from Rs 419 billion in 
2012-13 to Rs 735 billion by 2017-18, with an annual average growth rate of over 11 
percent. The share in the GDP of these costs has risen by 2.1 percent of the GDP, 
highlighting no achievement in economies of scale in overhead costs.  
 
Over 61 percent of total public expenditure is incurred by the federal government with 



the remainder 39 percent by the four Provincial Governments combined. However, the 
latter have shown a substantially higher growth rate in spending of 14 percent as 
compared to 8 percent in the case of the federal government.  
 
The above analysis of trends in different components of public expenditure enables the 
identification of areas of focus for achieving greater economy in expenditure, as 
follows:  
 
(i) The Federal and Provincial Governments will have to restrict the growth in their 
expenditures in 2018-19 to a single-digit rate, as was achieved from 2013-14 to 2015-
16. Even more than the federal government, the provincial governments will need to 
implement strong controls to check duplication of functions and the growth in lower 
priority expenditures. This must start in the Provinces where the Government of 
Tehreek-e-Insaf has been set up.  
 
(ii) The size of the PSDP has been augmented rapidly through the incorporation of 
several new projects every year. Currently, the Federal PSDP has as many as 1,148 
projects under implementation. There is a need to urgently initiate efforts to improve the 
quality of development spending. The portfolio of projects has become too bloated 
resulting in major completion time and cost overruns.  
 
(iii) Salaries, allowances and pensions at both levels of government have generally 
risen annually at a rate higher than the increase in the cost of living. During the last 
decade, the pay package of government employees has increased cumulatively in real 
terms by over 40 percent. This increase is actually larger than the rise of emoluments in 
the private sector. There is a need to develop an appropriate remuneration policy in the 
public sector.  
 
(iv) Operating costs are non-salary costs which include expenditures on utilities, running 
of vehicles, stationery, acquisition of physical assets, civil works, repair and 
maintenance, etc., These costs aggregate to over Rs 750 billion at the Federal level. 
This is the area in which there is maximum scope for economy. The new Government 
has already begun to define standards and rules for achieving a sizeable reduction in 
various operating costs.  
 
We turn to detailed proposals for achieving greater economy of expenditure in 2018-19.  
 
1. CURRENT EXPENDITURE  
 
1.1. ‘Rightsizing’ of the Federal Government  
 
There was a general expectation that following the 18th Amendment and the transfer of 
Concurrent List Functions there would be a sizeable trimming of the Federal 
Government. However, there has been a ‘Division Creep’ over the last five years. 
Today, there are as many as 40 Divisions and over 200 attached departments and 
autonomous organizations in Islamabad.  



 
The various Divisions vary greatly in size, as measured by the current expenditure 
budget, consisting of salary and non-salary costs. There are four big Divisions, namely, 
Cabinet, Capital Administration and Development, Communications and Economic 
Affairs Division, which have annual recurring budgets above Rs 5 billion. 13 Divisions 
are medium-sized with budgets ranging from Rs 1 to Rs 5 billion. There are as many as 
23 small Divisions with allocations of less than Rs 1 billion. These Divisions are the 
prime candidates for rationalization of the Federal Government.  
 
We propose the establishment of a Rightsizing Committee, headed by the Advisor on 
Institutional Reforms, to identify the architecture of a lean and efficient Federal 
Administration. This Committee should explore a variety of options to achieve this 
objective, including the winding down of Divisions whose functions have essentially 
been mandated to Provincial governments, the consolidation of Divisions to curb 
duplication of activities, etc. A casual look at the list of Divisions reveals cases where 
there is a strong rationale for clustering into one Division, thereby moderating overhead 
costs. This will also provide for greater synergy among functions. Some readymade 
cases are presented below:  
 
As a starting point to attain the goal of a slender and well-knit Federal Government all 
sanctioned positions presently vacant or are rendered vacant by the process of 
attrition/retirement of an incumbent should be surrendered immediately.  
 
This Commission could also be assigned the task of initiating ‘zero base’ budgeting of 
the Divisions and the multitude of attached departments and autonomous bodies that it 
recommends for retention, considering that some of the latter entities also have the 
potential to become more self-financing.  
 
1.2. Voluntary Economy in Defense Expenditure  
 
The Defense budget is not subjected to detailed scrutiny. The share of the Defense 
budget in Federal current expenditure has increased from 21 percent in 2012-13 to 27 
percent in 2017-18.There is also an exceptionally large increase of 36 percent in the 
payment of military pensions in 2017-18. As such, the Ministry of Defense may seek a 
voluntary cut in their budget by the Armed Forces, if possible, as part of the national 
effort to practice austerity.  
 
1.3. Ceiling on ‘Charged Expenditure’  
 
Charged expenditure is the category of expenditure which is not voted upon by the 
National Assembly. This includes the expenditure on the operations of the National 
Assembly itself, the Senate, President’s Office and Household, Supreme Court, etc. the 
total charged expenditure of these entities, according to the Revised Estimates for 
2017-18, is Rs 10.3 billion.  
 
Big cumulative increases over the last five years in charged expenditure have been 



seen in the National Assembly of 84 percent, the Senate of 96 percent and the 
Supreme Court of 75 percent. More moderate increases are observed in the case of the 
Office of President of 56 percent and by the Islamabad High Court of 37 percent.  
 
The costs of the Prime Minister’s Office are, in fact, not in the nature of charged 
expenditure. They have shown a relatively smaller increase of 38 percent over the 
previous five years. There is a need to urge the various Institutions to also voluntarily 
ensure a noteworthy cutback in expenditure in 2018-19. This will have a pronounced 
symbolic value.  
 
1.4. Transparency and Reduction in Contingent Liabilities  
 
There is a lumpy expenditure head referred cryptically as ‘Grants to Others’ or as 
‘Contingent Liabilities’. In addition, there are unspecified ‘miscellaneous grants’. These 
heads combined accounted for grants of Rs 275 billion in 2017-18, as per the revised 
estimates. They are equivalent to almost 60 percent of the outlay on grants by the 
Federal Government.  
 
These grants, over the five years of the PML (N) Government, have added up to a 
massive Rs 1.2 trillion. There is a serious problem of lack of transparency relating to the 
recipients of these large grants. The nature of the grants classified as ‘contingent 
liabilities’ is also an issue.  
 
The Pakistan Economic Survey has an Annex on Contingent Liabilities. Presumably 
these are the liabilities that are catered for by the above-mentioned grants. These are 
sovereign guarantees issued on behalf of Public Sector Enterprises-covering both rupee 
and foreign exchange guarantees against borrowings by PSEs.  
 
The outstanding guarantees have exceeded Rs 1 trillion by December 2017, of which 8 
percent cover foreign currency guarantees and the remainder domestic currency. The 
stock of guarantees has grown annually at the rate of almost 10 percent. The high ratio 
of the grants to the value of guarantees is high, at almost 20 percent. This suggests that 
grants cover both debt repayment and interest charges.  
 
The picture that emerges is of the poor overall state of PSEs in Pakistan. Therefore, the 
budget documents should include a statement that identifies the PSE and the amount 
and purpose of the grant bestowed. There is also a case for including these grants in 
the total cost of debt servicing.  
 
The new Government has made a strong commitment to improve the workings of PSEs. 
Efforts must be made to reduce the burden on the Budget by ensuring that in future the 
revenues of PSEs are able to at least cover their debt servicing liabilities.  
 
1.5. Reduced Commitments to Provincial Governments  
 
The policy in future, starting in 2018-19, must be to avoid ad-hoc grants to the Provincial 



Governments. These Governments have received a favorable dispensation under the 
7th NFC Award. As such, only NFC mandated grants should be made to Provincial 
Governments.  
 
There is, in fact, only one grant specified by the 7th NFC. This is the grant to the 
Government of Sindh in lieu of the abolition of the Octroi and Zila tax. It is equivalent to 
0.66 percent of the provincial share in the net proceeds of the Divisible Pool.  
 
The cumulative magnitude of the grants to the four Provinces combined is Rs 170 billion 
over the last five years. The budget of 2018-19 must ensure that only the mandated 
grant is given to the government of Sindh and no ad hoc grants are made to other 
Provinces.  
 
There is another issue pertaining to pending implementation of the 18th Amendment. 
The Concurrent List of functions that have been transferred to the Provincial 
Governments and the Federal List-Part-I imply that the day-to-day running of 
universities is the joint responsibility of the Federation and provinces. In fact, while there 
is a Federal HEC there are also HECs in at least two Provinces.  
 
Therefore, there is a case for, more or less, 50:50 sharing in the costs of higher 
education by the two levels of Government. The recurring allocation for HEC is Rs 65 
billion and Rs 35.8 billion for development for 2018-19. If agreement can be reached on 
equal sharing, probably through the CCI, then the federal government could save over 
Rs 50 billion in 2018-19.  
 
Similarly, the functions of health and population planning have also been transferred to 
the Provincial Governments. However, the Federal PSDP still contains vertical 
programs in these two areas. The total allocation for 2018-19 is Rs 25 billion. These 
programmes should be gradually transferred to the provincial governments and in the 
transition phase the costs could be shared on a 50:50 basis.  
 
There is a need to remind ourselves that the five years of the 7th NFC Award ended in 
2014-15. A new Award has been pending for over three years. The new Government 
should start deliberations on the 8th NFC Award.  
 
1.6. Reduction in subsidies  
 
The largest component of subsidy borne by the Federal Government is the Tariff 
Differential Subsidy (TDS) of the power sector. The total subsidy paid to Wapda/Pepco 
and K-Electric in 2017/18 was Rs 114 billion. This is equivalent to 77 percent of the total 
subsidy bill for the year.  
 
The TDS has fortunately been falling sharply. The subsidy was Rs 349 billion in 2012-
13 which has been progressively trimmed to Rs 114 billion by 2017-18. However, it is 
expected to increase to Rs 149 billion in 2018-19.There has possibly been some under 
provisioning of the TDS to reduce the fiscal deficit. This may be one of the factors 



contributing to the big increase in the circular debt in the power sector.  
 
The new government will need to investigate the size of the TDS. Also, there is the risk 
that in the event of an IMF Program there may be a condition on the removal of the 
TDS. In the short-run, this will require an average increase in the electricity tariff of at 
least 15 percent. Of course, this eventuality needs to be avoided if domestic industry is 
not to be rendered even less competitive.  
 
We come now to an in-depth examination of the largest head in the expenditure budget 
of the Federal Government, the cost of domestic and external debt servicing.  
 
1.7. Cost of Debt Servicing  
 
The combined cost of servicing of domestic and external debt is the largest single 
expenditure head in the Federal Budget. According to the Revised Estimates for 2017-
18 the total cost of debt servicing was Rs 1500 billion, equivalent to 39 percent of total 
current expenditure. The dominant part is the mark-up on domestic debt with a share of 
87 percent in total debt servicing. Also, the total cost is almost Rs 163 billion higher than 
the original budget estimate for 2017-18.The rise in domestic debt servicing has been 
moderate over the last five years with a growth rate of about 7 percent. As opposed to 
this, external debt servicing costs have risen sharply by over 20 percent.  
 
The explanation behind the contrasting trend lies in the movement of the average 
interest rate. This has actually fallen significantly in the case of domestic debt from 
almost 10 percent in 2012-13 to near 8 percent by 2017-18. However, the effective 
interest rate on external debt has risen from 1.5 percent to 2.5 percent.  
 
The fall in the average interest rate on domestic debt is due, first, to an overall decline in 
interest rates in the economy due to lower inflation and the shift in the composition of 
this debt from medium-to-long-term PIBs to short-term MTBs, especially after 2015-16.  
 
The rise in the effective interest rate of foreign debt is the result of increased resort to 
the flotation of relatively high cost Sukuk/Euro bonds and to commercial loans from 
international commercial banks, especially of China. Consequently, the share of 
concessional loans from multilateral agencies has declined. Also, the recent 
depreciation of the rupee has increased the cost.  
 
Ex post, it appears there was a serious error in debt management in the earlier part of 
the IMF Program. There was a big increase in the debt stock of PIBs in 2013-14 of 
almost Rs 2 trillion at a time when interest rates reached the peak and fell sharply 
thereafter. This policy was adopted at the urging of the IMF. Consequently, the debt 
servicing cost remained high despite the fall in interest rates due to the ‘lock in’ effect of 
carrying PIBs.  
 
After 2015-16, there has been a wholesale shift towards MTBs. This has reduced the 
cost of incremental debt with interest rates falling sharply. The mix between domestic 



and external borrowing has also been changing. The share of external borrowing to 
finance the budget deficit has increased from 14 percent in 2014-15 to over 35 percent 
in 2017-18. This is due more to the compulsion to meet the rising external financing 
requirement of the balance of payments.  
 
The problem currently is that there is a large stock of almost Rs 9 trillion MTBs, with a 
maturity period of up to one year, waiting to be refinanced mostly in 2018-19 at a time 
when interest rates are expected to rise, which may well put heavy pressure on the 
capital market. The policy during a period of rising interest rates should have been to 
‘lock-in’ investors on a more long-term basis. As such, the emphasis should have been 
on the flotation of PIBs at more attractive rates.  
 
A key factor in determining the state of finances in 2018-19 will be the quality of debt 
management in a year of rising interest rates and a falling rupee. The capacity of the 
Debt Policy Coordination Office in the Federal Ministry of finance will need to be rapidly 
augmented.  
 
1.8. Borrowing from SBP  
 
There has been a dramatic reversal in the policy of borrowing from the SBP for 
financing part of the budget. During the tenure of the IMF Program there was minimal 
resort to the Central Bank and bulk of the bank borrowing was from commercial banks.  
 
Following the Departure of the IMF, a record level of reliance has been placed on 
borrowing from the SBP. At one stage in 2018 the flow actually exceeded the stock of 
debt with the SBP. The motivation for the Government is that this form of borrowing 
effectively has a zero cost. The interest paid reverts back to the government in the form 
of higher SBP profits. However, deficit financing through the SBP has strong inflationary 
implications.  
 
The recommended level of borrowing from the SBP should be determined by the extent 
of ‘seigniorage’ in the economy. This corresponds to the increase in the demand for 
money and has been estimated at about 1.5 percent of the GDP. Therefore, given the 
projected size of the national economy of over Rs 38 trillion in 2018-19, Government 
borrowing from the SBP should be restricted to Rs 570 billion this year. Of course, if 
Pakistan enters into an IMF programme, then any borrowing from the SBP will be 
strongly discouraged.  
 
We turn finally to an assessment of the Federal PSDP for 2018-19.  
 
2. THE FEDERAL PSDP  
 
The Federal PSDP and the portfolio of projects included in it are the principal means by 
which the Federal Government expands the productive capacity of the economy. The 
other part of the national PSDP is that executed by the four Provincial Governments of 
Pakistan.  



 
The size of the Federal PSDP was 324 billion in 2012-13, equivalent to 1.4 percent of 
the GDP. Despite expenditure constraints during the period of the IMF Program, there 
was an increase in the size of the PSDP to 2 percent of the GDP by 2015-16. 
Simultaneously, despite this increase, there was success in bringing down the size of 
the fiscal deficit. However, 2017-18 is the first year when the big increase in the budget 
deficit has compelled some reduction in the size of the Federal PSDP as a percent of 
the GDP to 1.9 percent. This is likely to also continue in 2018-19.  
 
The implementation of PSDP projects is by a large number of entities including the 
various Ministries, Corporation, Governments in special areas like AJ&K and Gilgit-
Baltistan. In addition, Special programmes are delivered by Specialized Agencies like 
the ERRA. The time has come to completely avoid any form of pork barreling with 
special programs.  
 
Historically, the Ministries have been responsible for spending about half the funds in 
the PSDP. However, given the strong preference for highway projects of the PML(N) 
Government and commencement of the work on the CPEC corridor, the National 
Highways Authority has emerged as the largest executing agency, especially after 
2015-16. The share of special areas financed by the Federal Government has remained 
below 10 percent.  
 
The number of projects under execution in 2018-19is large at 1,148. The total cost of 
these projects is over Rs 9 trillion, especially concentrated in the highway and water 
resources sectors. About 27 percent of the cost had been incurred by 2017-18 on the 
projects combined. As such, the throw forward is a very large Rs 6.7 trillion. The total 
size of allocation to the projects In the PSDP is Rs 765 billion. This implies that a typical 
project may take as much as another nine years to complete.  
 
The area of great concern is the small share in the PSDP of two key sectors – Water 
and Power. Projects, including dams and reservoirs, in the Water Sector need to be 
accorded substantially higher priority if Pakistan is not to become a severely ‘Water-
stressed’ country by 2025. Similarly, transmission and distribution projects in the power 
sector need to be completed faster if the new generation capacity is to be fully used. A 
big reallocation to these sectors is recommended by reducing the allocation to NHA.  
 
2.1. Pruning the PSDP  
 
With a portfolio of 1148 projects, as emphasized earlier, the Federal PSDP is 
overloaded. This has stretched the implementation capacity of executing agencies to 
the limits. Further, delay incompletion of projects is leading to big cost overruns and 
staggering of the developmental impact.  
 
The new government should undertake a comprehensive and in-depth review of the 
Federal PSDP of 2018-19, both at the sector /area level and down to individual 
projects.  



 
A methodology is described below for undertaking an assessment of the Development 
Programme. The prime objective is to see which projects can be shelved, deferred and 
resources released thereby for priority sectors like Water Resources and Power.  
 
The first step should be to reach an understanding with the provinces on the 
transfer/sharing of costs of intra-provincial projects.  
 
The next step should be to distinguish between on-going projects and new projects of a 
particular implementing agency. This methodology has been applied below on the 
project portfolio of NHA as a case study.  
 
A new project when subjected to scrutiny should be retained in the 2018-19 PSDP if 
either it is a CPEC project or it has commitment for foreign assistance from, say, a 
multilateral agency.  
 
Ongoing projects should continue to be implemented if they are part of CPEC. If not 
included in CPEC the project must pass the following criteria for continuation: Either (i) 
80 percent or more of the cost has already been incurred and/or (ii) it has received 
foreign assistance and with more funds forthcoming.  
 
The above methodology has been implemented on the portfolio of 112 projects in the 
PSDP of NHA of 2018-19. 43 projects are on-going and 79 are new.  
 
The results are as follows:  
 
(i) Only one new project meets the criteria. It has an allocation of Rs 2 billion. The total 
allocation for new projects is Rs 65 billion. Therefore, Rs 63 billion can be withdrawn 
from the PSDP for NHA.  
 
(ii) 26 out of the 43 on-going projects pass the test. This leads to the inclusion of Rs 205 
billion of allocation.  
 
Overall, out of the PSDP of Rs 302 billion, including self-financing by NHA, Rs 207 
billion stay in the PSDP.  
 
The proposal is that the resulting funds released should be allocated to the Water and 
Power Sectors by increasing the funding for mature on-going projects, in order to 
facilitate earlier completion.  
 
2.2. Proposal for a ‘Water Resources’ Cess  
 
Given the top-most priority for implementing projects and programs for improving the 
water resources position of the country, more development funds need to be allocated 
to the sector.  
 



The proposal is for the levy of a special WATER RESOURCES CESS at the rate of 2 
percent on all taxes paid by taxpayers to the Federal Government. This includes both 
direct and indirect taxes.  
 
Revenues from the Cess should be explicitly earmarked for transfer to the Supreme 
Court of Pakistan Diamer-Bhasha and Mohmand Dam Fund. Over Rs 80 billion should 
accrue annually from the Cess to the Fund.  
 
Overall, there is substantial scope for economy in public expenditure. The above 
analysis has revealed that operating costs can be significantly reduced. Institutions, 
which enjoy the privilege of having ‘charged’ expenditure not voted upon by the National 
Assembly, must begin to exercise voluntary expenditure restraint. Defense Services 
may also try and achieve a similar voluntary cut in their budget. Also, Provincial 
Governments should put in place strong mechanisms for achieving greater austerity.  
 
The policy of ad hoc increases in salaries, allowances and pensions must be avoided. A 
proper remuneration policy must be put in place which limits the maximum rate of 
increase to the rate of inflation. A moratorium may be imposed over the next two years 
on the increase in salaries and allowances of government employees above BPS Grade 
17.  
 
Provincial transfers must be limited only to those provided for in the 7th NFC Award and 
efforts made to share the cost of joint functions like higher education, population 
planning and health. The process of discussion on the next NFC Award may also be 
initiated.  
 
The quality of public debt management has to be substantially improved with a clear 
statement of policies to be followed during a period of rising interest rates.  
 
The Federal PSDP needs to be reviewed in-depth to divert more funds to the CPEC, 
Water and Power Sectors. New Projects in the Federal PSDP of 2018-19 may largely 
be postponed for implementation unless they fulfill certain special criteria.  
 
Overall, the target must be to achieve a cut in total public expenditure of one percent of 
the GDP. Along with implementation of the agenda of tax reforms it should be possible 
to bring down the fiscal deficit to 5 percent of the GDP in 2018-19.  
 
(The writers are former Federal Minister and Governor of the SBP, respectively)  
 


