9 Balance of Payments and Exchange Rate Policy

9.1 International Economic Situation

The outlook for the world economy started looking gloomy after the first half of 2000, despite a
redlized growth of 4.8 percent for the whole year. Although, the US is leading the recession, the most
worrisome fesgture of the dump isits universality. With the bursting of the IT bubble and falling

prices reflected in Nasdag, the persstent decline in indugtria production, diminishing corporate

profits and continuing loss of consumer confidence, were the contributing factors in the economic
dowdown. Notwithstanding the healthy growth of 4.1 percent during 2000, GDP growth fell sharply
to amere 1.3 percent in the first quarter of caendar 2001 and a dismal 0.2 percent in the second
quarter. Such sentiments were not deflected by the repeated cuts in interest rates by the US Federd
Reserve, which are currently at 2.5 percent (39 years low) compared with 6 percent in December
2000.

In terms of trade flows, both exports and imports (especialy related to 1T) declined substantialy
during the first half of 2001, transmitting the US recession to its major trading partners, especialy in
the East Asian economies. American imports fell at an annua rate of 13 percent, w hile imports of 1T
equipment declined by dmost 50 percent. Thisisin sharp contrast to the Situation in early 1999,

when strong economic performance of the US and higher imports provided a growth impetus to other
countries. With the exception of China, al the mgjor economies are ssumbling. Furthermore,
following the recent terrorist attacks in the US, the expectations of a V-shaped recovery can be written
off.

In the Euro area, annualized GDP grew by 2.0 percent in the first quarter of 2001 against 2.2 percent
growth in the previous quarter. Industria production fdll to 1.3 percent compared to a positive growth
of 5.5 percent in the preceding quarter. In Germany, the dowdown in industria activity and faltering
consumer confidence, have brought the leading market indices down nearly three percent in July

2001, from its recent pesk in February 2000." Uncertainty continued in the French economy as the
leading index decreased by 0.4 percent in July, and is 3.0 percent below the high reached in June last
year.

Japan, which was already in recession, recovered somewhat in the first quarter of 2001. This was due
to aboost in consumer spending following a new recycling law, which encouraged househol ds to
bring forward purchases of consumer durables. Nevertheless, industria production continuesto
dwindle, leading to more job losses. Furthermore, wesk domestic demand due to negative income
growth in recent monthsis forcing inventory build up in the first haf of 2001. Despite the

depreciation of the Yen (against US Dallar), Japanese exports fell for the third consecutive month in
June 2001 rdative to the previous year. The economic lowdown in the US has further aggravated the
problem by hitting potentia demand from other Asian countries whose growth is heavily dependent

on dectronics. Barring amodest increase in May, the leading index fdl dmost 5.4 percent in the

month of June 2001, indicating that a significant weakness remains in the Japanese economy.

In other Asian economies, the fallout of the US led recession is resulting in fading growth rates.
Countrieslike Singapore, Taiwan and South Korea, which have been heavily dependent on the export
of high-tech equipment, especially to America, have been severely affected. Exports from East Asa

1 Leading market index is the weighted average of the major economic indicators compiled by the Conference Board Plc,
which assumed the responsibility for computing composite indices from the US Department of Commerce. The Board
currently works out these indices for the US, Australia, France, Germany, Korea, Japan, Mexico and the UK.
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(excluding China) have fdlen by around 10 percent over the past year compared with growth of
amost 30 percent in early 2000. Furthermore, since these Asian economies have subgtantia installed
capacity, thereis ared risk of a sharp plunge in investment. Singaporeis aready in recession, asits
GDP fell a an annud rate of 11 percent in the first half of 2001. Taiwan's GDP shrank by 2.3 percent
in the second quarter of 2001 ? thefirst declinein 26 years. South Korea's economy has dowed
sharply, while Maaysa and Thailand are dso at the brink of recession. In fact, the sharp recovery
following the Asian crises of 1997, was anchored on strong US growth, which may have created a
sense of complacency towards needed reformsin the banking system and the corporate debt structure.
This in turn made these economies even more dependent on exports.” On the other hand, the Chinese
economy, despite suffering a sharp contraction in exports, still managed to grow by an annud rate of
5 percent in the second quarter of 2001.

In Lain America, Argentinaand Mexico are aready in recesson, while Brazil looks likely to follow
after its GDP growth fell in the second quarter of 2001. Brazil has been hit by the regiona contagion,
whereas Mexico (with exports to America amounting to 25 percent of its GDP) is preparing for the
direct consequences of the US slowdown. Argentina s problems stem from the Peso’s link to the US
Doallar, which has eroded its trade competitiveness and forced up interest rates on its massive debts.
Although the IMF has recently agreed to a new package for Argenting, there is till a strong risk that
the fiscal audterity required to meet IMF conditions are likely to prolong the recession.

The economic prospects of most countries in the Middle East region depended largdly on internationd
oil prices. Higher ail revenues driven by the rapid increase in prices (despite enhanced production
quotas by OPEC), led to a substantia improvement in fiscal and external imbaances in many
countries; this obvioudly aso resulted in robust growth during 2000.

In Africa, the recent strengthening of economic policies, supported by debt relief through the

enhanced HIPC initiative and the IMF s PRGF, has helped in improving the overd| environment. In
South Africa, GDP growth is estimated at 3.2 percent in 2000, despite the adverse impact of higher ail
prices, unfavorable weather conditions, and contagion from the crisisin Zimbabwe. In other African
countries, developments continue to depend primarily on commodity prices. The oil exporting
countries of North and West Africa have experienced an improvement in their terms of trade, resulting
in stronger fisca and externd balances. However, anongst non-oil countries and those ravaged by
civil war and poalitical uncertainty, economic growth remains wesk.

The volume of world trade increased to 12.4 percent in 2000, from 5.3 percent in 1999. Exports of
developed and developing countries sharply increased by 11.4 percent and 15.7 percent, respectively,
while import volumes aso posted strong growth of 11.4 percent and 16.9 percent, respectively.
However, due to the widespread dowdown in economic activity since the beginning of 2001, growth
in world trade may be far less than the origind projection of 6.7 percent for the current year.

9.2 Pakistan’s Balance of Payments?®

Although FY 00 was spent in relaive cam, it was clear that Pakistan was unable to enhance
repayment capacity as envisoned in the first debt rescheduling agreement.  Since the consolidation
period was to end in December 2000, this meant that either Pakistan would be in a position to meet
normal debt paymentsin caendar 2001, or it would have to secure another round of debt
rescheduling. A prerequisite for the latter was an IMF program. Given this sense of urgency,

2 South Koredls exports of goods and services jumped from 30 percent of GDP in 1996 to 45 percent last year and Thailand's
from 39 percent to 66 percent thus exposing these economies more to global sump than ever.

3 This section is based on SBP's exchange records data, which may not tally with customs data used in the subsection on
Trade Account.
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Pakistan’' s economic managers redlized that the focus of the IMF stabilization program would be on
improving the country’ s external sector.

The Standby Arrangement (SBA) signed with the IMF in November 2000, enabled Pakistan to resume
net inflows from IFls, and to obtain further rescheduling of its external debt. These actions provided
the much needed comfort to the country’s external payments position.

Despite the globa dowdown, Pakistan's balance of payments showed strong signs of improvement
during FY01. The most impressive development was the current account surplusof US$ 331 million,
which was achieved for the first timein the history of Pakistan (see Table 9.1). A lower trade deficit,
but moreimportantly, a sharp increase in current transfers, was able to exceed higher payments on
account of services. Above al, this reversal in BOP was driven by two main factors: (1) a changein
the accounting treatment of the Saudi Oil Facility (SOF) from non-food ad (loan) to a straight
forward grant (official transfers), and (2) higher than projected purchases of hard currency from the
kerb market.* If one were to compare the current account deficits for FY99 and FY 01, by excluding
the role of outright purchases and SOF, the externa gap only narrows from US$ 2,776 millionin

FY 99 to US$ 2,509 million during FY01.

The capital account witnessed a sharp declinein notional outflows, primarily because of the

modalities of Pakistan's debt rescheduling arrangement and the resumption of externa assistance; the
exceptiond financing gap fell from US$ 3,966 million in FY 00 to only US$ 692 million during FY 01
(see Table9.7). More specificdly, the improvement can be traced to the following factors: (1) fresh
inflows from IFls that were not available during FY 00, (2) larger inflows in short-term financing
(particularly in June 2001), and (3) the absence of restructuring/rollover of Euro bonds, commercid
credit (PTMA®) and FE-45 deposits, as was the case last year. In fact, FY 01 witnessed hard currency
paymentson account of PTMA and FE45.°

With the change in the presentation (which will be discussed later), Pakistan's foreign exchange
resarves rose to USS$ 3,219 million as on end-June 2001, from US$ 1,968 million last year. However,
the mogt visible change was the Rupee/Dollar parity; against dmost negligible devauation during

FY 00, the sharp depreciation of 18.6 percent seen during FY 01, once again revived the domestic
dollarization drive.

9.2.1 Current Account

As aresult of the surplus, the ratio of current account to GDP improved to 0.6 percent in FY 0L, as
againg arevised figure of negative 0.4 percent in FY 00 (see Figure 9.1). Thiswas achieved despite a
decline in the internationd prices of Pakistan's main export commodities and manufactures, and

higher internationd il prices. Neverthdess, the current account surplus reflects improved export
performance mainly driven by higher volumes, subdued non-oil imports, and buoyant current

transfers (outright purchases and SOF).

The services account continued to account for the external gap with adeficit of US$ 3.1 billion ? the
highest level in the last three years. Almost dl categories in this head posted larger outflows, but
profit and dividend payments spearheaded the increase: more specificaly, because of higher ail

4SOF initially offered a daily procurement of 100,000 barrels. However, it was later reduced to 80,000 barrels a day.
Although, the facility was available since August 1998, its treatment in balance of payments was recently changed from aid

to grant, retrospectively. Asaresult, BOP data for FY99 and onward has been revised accordingly.

5 This refers to Pakistan Trade Maintenance Agreement, which is a credit from commercial banks for the financing primarily
of oil imports. After the crisisin May 1998, this commercia debt was rescheduled.

6 These payments were not reflected in the capital account (see Box 9.1 for details).
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Table9.1: Balance of Payments

million US$
FY97 FY®8 FY99 FYQ0 FYO1
1. Trade balance -3,145 -1,867 -2,085 -1412 -1,269
Exports (fob) 8,096 8434 7,528 8,190 8,926
Imports (fob) 11,241 10,301 9,613 9,602 10,195
2. Savices(net) -3,659 -3,264 -2,618 -2,794 -3,137
Shipment -8 873 -803 <751 -80
Other transportation 13 76 110 71 61
Trave -541 279 -122 142 -180
Investment income -2,167 -2,330 -1,808 -2,018 -2,156
Interest payments -1,717 -1,720 -1,399 -1,598 -1,547
Profit and dividend -450 610 -409 420 -609
Other goods, services & income -3b 142 5] 46 -
3. Current tranders(net) 3,247 3,430 2,847 3,989 4,737
Private trandfers (net) 2,958 3,210 2,274 3,063 3,898
of which: i) Workers remittances 1,409 1,490 1,060 983 1,087
ii) FCA (residents) 1,347 1,476 539 322 54
iii) Outright purchases 0 0 531 1,634 2,157
Offidd trandfers * 289 220 573 926 839
of which: Saudi ail facility 389 790
4. Current account balance (1+2+3) -3,557 -1,701 -1,856 217 3L
Excluding official transfers -3,846 -1,921 -2,429 -1,143 -508
5. Financing 3,557 1,701 1,856 217 -3L
Capital account (net) 2,459 1,048 -2,278 -4,177 -648
Foreign investment 1,377 738 570 -76 137
Direct invesment abroad (net) 18 -29 -4 1 -3
Direct investment in Pakistan (net) 682 601 472 472 33
Portfolio invesment in Pakistan (net) 677 166 142 549 -149
of which: stock markets 28 221 28 73 -140
Foreign long-term loans/credit (net) 2 1,266 0 -1,087 -636
Disbursements 2,671 3414 2474 1,471 1,654
Project aid 1,587 1,369 1,499 988 785
Food ad 4 230 191 0
Non food ad * 0 625 550 125 678
Others 675 797 1% 167 191
Amortization 1,969 2,148 2474 2,558 2,290
Offidd 1,592 1,724 2,038 1,967 1,795
Others 377 424 436 591 4%
Officid asigtance (net) -446 408 -863 220 12
FCA (nonesidents) 576 -70 -2,295 -1,884 -%
Outgtanding export bills -97 383 40 432 -232
Others a7 911 270 478 -253
Changesin reserves (-| nc/+Dec) 1,032 306 -4 =72 -1,000
Assts 1,199 148 -1,254 208 -1,085
SDRs 1 0 2 0 1
Forex (SBP) 95 1M -809 379 =727
Forex (commercid banks) 273 -46 -447 471 -359
Liabilities -167 158 40 280 85
Use of Fund credit -167 158 430 280 85
Purchases/drawings 152 387 626 0 4
Repurcheses -319 229 -19% 280 -239
Errors & omissons 66 347 92 499 626
Exceptional financing 0 0 3,966 3,966 62
BP resarves 1,143 1,699 1,740 1,358 2,087
SBP reserves (excluding FE25) 0 0 1,740 997 1,688

1. Adjusments were made in accounting trestment of Saudi ail fadility from non-food aid to offidd trandfers

Source: State Bank of Pakistan

134



Bdance of Payments and Exchange Rate Policy

extraction and repatriated profits from the oil & gas sector (see Figure 9.2).” In terms of other service
payments, the increase in shipping (mainly freight on cash imports) reflects the fact that Pakistani
companies do not have the capacity to handle larger trade volumes. The other item travel expenses
(net) increased during FY 01 on account of more oversess trips by Pakistanis for recreationd purpose.
Over the past severd years, thisitem is placing a growing burden on the country’s foreign exchange
reserves.

Figure9.1: Current Account Balance

Interest payments, which account for the bulk

of serviceexpensm registered asmdl dip in Excl. official transfers 23 Incl. official transfers
FY 01, despite an increase in outflows on —— CAB/GDP ratio (RHS)

Specid US Dollar Bonds and higher rates on FY97 FY98 FY9 FY00 FYO1
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in May 1998, and are largely responsible for
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percent and crossed the one hillion Dallar mark
in FY 0L (the highest level since the nuclear
detonation —see Table 9.9, they are till very disgppointing compared to the level achieved in the
1980s and the 1990s. Furthermore, these receipts aso include hard currency inflows on account of
the Hajj Sponsorship Scheme (HSS) and compensation for Kuwait war affectees.’ More specificaly,
inflows under HSS amounted to US$ 92.8 million w hereas US$ 78.3 was received during FY 01 as

"Thisis one of the sectors identified by the present government, which could attract sizeable foreign investment.

8Most of the short-term loans during FY 01 were realized in June 2001.

9 Hajj Sponsorship Scheme allows expatriate Pakistanis to sponsor a Hajj trip for aresident on payment of US$ 1,600.
Although, treated as cash remittances, these are not exactly transfers as bulk of them is used as travel expenses shown in
services account.
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compensation for Kuwait war affectees. Excluding these inflows, cash remittances recorded growth

of 15.2 percent over last year.

A regionwise andysis of remittances reveds a
disma 1.7 percent growth in cash remittances
from the Gulf. Given the composition of
oversees Pakistanis and taking into account
their inclination/ necessity to send money back
to the country, the Gulf region should account
for the bulk of worker remittances. Except
UAE and Qatar, al countries posted negative
growth, which shows that efforts to solicit
remittances from this region have not been
successful. Asshownin Table 9.2, remittances
from UAE (where the Hundi network is based),
grew sharply by 28.6 percent, particularly from
Dubai. This aberration has asmple but
anecdotal explanation: resident Pakigtanis
aspiring to secure a sponsorship under HSS,
can do so by gpproaching the Hundi system in
Pekigan. Hundi agents are able to arrange a
bank dreft in favor of the aspiring Haji from a
fictitious party based in Dubal against Rupee
payment in Pakistan.

On amore positive note, remittances from the
nortGulf region recorded 41.8 percent growth
in FY 01 over the year before. More
specificaly, cash remittances from the US
remained buoyant, which could either be on
account of a larger number of working
Pakistanis or a resumption of norma flows that
were interrupted after the international sanctions
(see Figure 9.3).

Stepping back a bit, since the export of
abundant resources should dictate the trade
patterns in a country, the fact that the Hundi
system continues to divert worker remittances
from officia channels, implies that the country
is not able to earn revenues from its largest
export. It must be redized that during the mid-
1980s, officia remittances were larger than
Pakistan’ s totd export revenues, and had

Table9.2: Country-wise Workers Remittances

million US$
FY97 FY®8 FY® FYD FYOL
Gulf region 706.2 8434 6409 6820 6932
Baran 292 343 333 294 239
Kuwait 384 524 1064 1353 1234
Qatar 9.7 12.2 12.9 13.3 134
Saudi Arabia 4184 4749 3185 3099 3044
Sultanat-eOman 461 620 447 464 381
UAE 1644 2077 1251 1478 190.0
Other than Gulf 3719 3943 2347 2315 3284
Caedla 3.6 4.1 35 3.9 4.9
Gearmany 190 16.6 119 105 9.2
Jgpan 31 2.7 31 1.6 39
Norway 8.0 7.2 553 5.6 5.7
UK 979 988 736 733 814
USA 146.3 166.3 82.0 80.0 134.8
Others 941 986 554 568 884
Total 1,078.1 1,237.7 875.6 9135 1,021.6
Growth rate (%) -122 148  -293 4.3 118
Exd. HSS & Kuwait
war affecties (%) -0.6 15.2
Encashment FEBCs &
FCBCs 3314 2519 1846 702 650
Grand total 1,409.5 1,489.6 1,060.2 983.7 1,086.6
HSS: Hajj Sponsorship Scheme
Source: Sate Bank of Pakistan
Figure9.3: Cash Remittances from USA
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pesked a US$ 2.9 billion in FY83. Although the boom period of the 1980s hed ended, the faling

Dollar vaue of remittances into Pakistan from the Gulf, contradicts the flow patterns witnessed in
other countries of South Asia.*® This points toward the advantages of using the Hundi system: (1)

© There are approximately 3.2 million nonresident Pakistanis (NRPs) that can be classified into three categories namely
workers, professionds and investors. On average, Pakistan received just US$ 316 per NRPin FY 01 t hrough banking
channdl, which isvery low (Source: Report of Task Force on Overseas Pakistanis)
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Rupees are provided a the kerb rate, (2) ease of transaction since the Hundi system does not involve
any forma documentation, (3) a better service to both remitters and recipients back home, and (4) tax
evasion. Infact, the lack of appropriate actions by the government to address this issue during the
1990s, gave the Hundi/Hawaa system ample time to mature and establish an unblemished reputation
among expatriate Pakistanis.

In order to attract remittances through proper banking channels, a number of steps were taken during
FY01: SBP reduced the minimum limit for reimbursement of TT charges from US$ 200 to US$ 100,
the business of moneychangers is to be monitored with aview to convert them into foreign exchange
companies, and attention was given to improve the efficiency of banking channels. Nevertheless, it
has been difficult to convince expatriates who are accustomed to the Hundi system to return to normal
banking channds. Although, SBP has partidly tapped into informal remittances through its outright
purchases from the kerb market, thisis not a satisfactory solution. The critical issue isto formalize
the moneychanger business (Hundi) into foreign exchange companies and dlow them to play an
important role in the interbank (official) market once the two markets are merged

Another notable development in FY 01, isthe large increase in resdent-FCAs (see Table 9.1). Unlike
FY 00, which witnessed a great deal of exchange rate stability, this year recorded an 18.6 percent
depreciation in the exchange rate, which rekindled the impetus to save in hard currency despite pend
returns on FCAs.

9.2.2 Capital ACCOUF]tl:L Figure 9.4: FDI by Economic Groups
Pekistan's capital account recorded a steep FYO00 o FYO1

decline in net outflows in FY 01 over last year
(see Table9.7). Despite lower foreign direct
investment (FDI) and project aid, grossinflows
increased from US$ 2.2 to US$ 2.8 hillion, due
primarily to the resumption of assistance from
IFls, moreinflowsin private loang/credit, and
higher short-term capita inflows from
commercia banks and IDB. Outflows, on the
other hand, fel mainly due to the absence of
rollover of commercia debt and FE-45 funds
and lower Rupee conversions from nor
resdent FCAsin FYO1l. Furthermore, the
lower volume of repayments on public and
publicly guaranteed debt in FY 01, and the
conspicuous absence of Pakistan's Eurobonds
in the capital account (which were restructured
in FY00), reduced the volume of notiona
outflows.
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Foreign direct investment (FDI) registered a 31

percent decline, which is very disgppointing compared to inflows of US$ 472 million last year.
Although, FY 01 provided a better investment climate than the year before, in terms of the SBA and an
amicable settlement of the longstanding dispute with Hubco, this could not trandate into higher FDI.

In terms of FDI by economic groups, chemicals & fertilizer, power (IPPs), food, beverages &
tobacco, and congtruction received lower inflowsin FYOL (see Figure 9.4). In particular, last year

2 For item-wise andysis see Appendix 9.1
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posted inflows of US$ 120 million in chemicals and fertilizer due to ICI’s investment in its PTA
plant, which was not the casein FY01. Looking at the financial sector, investors withdrew US$ 35
million, which includes divestment by Bank of America and Gulf Commercia Bank. This
deterioration was margindly neutraized by higher inflowsin transport & communication, mining,
and oil & gas on account of incentives provided by the government.

Outflows under portfolio investment declined to US$ 149 million in FY 01 as againgt US$ 549 miillion
last year. However, thisislargdly explained by the restructuring of Pakistan’s Eurobonds that took
placein FY 00 and is shown as an outflow in that year. Infact, if onelooks closer, FY 01 witnessed
the sharpest reversd in portfolio investment (specificdly in the stock market) from inflows of US$ 73
million in FY 00, to outflowsof US$ 140 million during FY01. Heavy sdling by foreign investors
following the liquidation of Morgan Stanley’s Pakistan fund in March 2001, was the key factor (for
more detail see Section 7.2).

Project aid, which is part of long-term capital flows, further dipped to US$ 785 millionin FYO01, a
manifestation of the drying up of pipeline aid following the internationa sanctions on Pakistan, which
precluded new commitments from major donors (see Table 9.1). However, lower inflows were
compensated by more assistance from the I Fls shown under non-food aid. With these sanctionsin
place, bilatera assistance from the US and France has stopped, while assistance from Japan and
Germany fdl sharply.

Short-term capital showed an improvement Table9.3: Exceptional Financing

both in terms of inflows and outflows during million US$

FY0l. Commercia inflows during the year FYe® FYo0  FYol
included: US$ 200 million from Shamil Bank, Tad _ 3966 3966 62
US$ 150 million from NBP Bahrain for oil zﬁ fg&"m P‘?ZC'“b 1]‘;6 1;‘;1 1'213204
financing to PSO, and US$ 331 million from = dl;ver o Fﬁosdepos.ts v 10 (%)
IDB for balance of payment support. Although, PTMA 0 1 (297)
fresh inflows stopped following the nuclear Eurobond 0 610 0
test, notiona repayments of contracted loans NBP deposits 150 500 0
were shown in FY 00 (e.g. rescheduling under Others 28 (19 (C3)
PTMA and FE45 deposits). During FY 01, Source: Stzte Bank of Pakisten

SBP paid certain rescheduled loans in hard currency as shown by outflows in the exceptiona
financing (see Table 9.3). Outstanding export bills, another item under short-term capita, declined
during FY 01, despite significant depreciation of the Rupee; this was on account of stringent measures
undertaken by SBP

Asthe capital account recorded lower notiond outflows, the corresponding inflows in exceptiona
financing were aso lower (see Table 9.3). In addition, the lower volume of exceptiond financing
was adso due to actual hard currency payments of previoudy rescheduled loans (PTMA and FE45),
and the longer term rescheduling of certain NBP and Bank of China deposits (see Box 9.1).
Furthermore, the huge inflows shown in errors and omissonsduring FY 99 and FY 00, were primarily
on account of conversion of non-resident FCAs or Special US$ Bondsinto Rupees; theseare shown
as inflows to neutralize those hard currency repayments that never have to be made. Unlike FY99 and
FY 00, the inflow under errors and omissions during FY 01, reflect Rupee repayments (retirement) of
par swaps conducted in the past. In more normal years, the errors and omissonsitem covers lags and

2 In July 2000, SBP issued acircular on overdue export bills. Accordingly, in case where an exporter does not repatriate
export proceeds within three days of the due date or within 4 months of the shipment date, whichever is earlier, he shal be
entitled to export proceeds at the rate of exchange prevailing on the due date or at the rate prevailing on the date of
reglization of export proceeds whichever islower.
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leads in reporting externd transactions, inaccuracies and gaps in data resulting from incomplete
information, and adjustments in cross exclange ratesin multi-currency transactions.

Box 9.1: Some Explanations on Accounting Practice

As explained in the last Annual Report, the balance of payments is compiled on accrual basis, which ensuresthat the
temporary relief either from debt rescheduling or Rupee conversion is not used to show an artificial improvement in the
balance of payments. This box will explain the accounting treatment for such relief.

1. First rescheduling or rollover

While the amount rescheduled for thefirst time is considered as ‘normal payment’ (asif they have been made), thisis
financed by notional inflow in exceptiona financing. More specifically, adebit entry in current/capital account is
matched by a credit entry in exceptional financing. Effectively, ligbility lying above the line is shifted to the
exceptional financing head.

2. Second rescheduling or rollover

In the second round, the liability in the exceptional financing head (created in the first round) is offset by a notional
outflow. However, it is smultaneously balanced by anotional inflow. In other words, a debit entry in exceptional
financing is matched by acredit entry.

3. Dollar payment of the previously rescheduled amount

Thiswould result in the reduction of ligbility under exceptiona financing head which will be matched by adeclinein
asstsi.e, foreign exchange reserves. More specifically, a debit entry in exceptiona financing will be matched by a
credit entry in reserves (decline in reserves).

4. Rupee conversion of Dollar liahility

The Rupee conversion of the Dollar liability (non-resident FCAs/par-swaps) is matched by new inflows under errors
and omissions to neutralize those hard currency repayments that never have to be made. In other words, a debit entry
for outflow is matched by credit entry in errors and omissions.

9.2.3 Foreign Exchange Reserves

The mgjor development in Pakistan' s foreign exchange reserves was the change in the method of
presentation following the decision to return FE-25 deposits that had been placed with SBP.
According to the new definition, Pakistan' s foreign exchange reserves rose to US$ 3,219 million as on
end-Jdune 2001 from US$ 1,968 miillion last year.> On the basis of the previous definition, liquid
reserves have increased from US$ 991 million at June 2000 to US$ 1,677 million as on end-June
2001. This should clear up the popular misconception that Pakistan’s reserves have only increased
because of a change in the accounting treatment.

Asexplained in the third Quarterly Report for FY 01, these reserves are very senditive to lumpy
inflows since the interbank market is generally short of hard currency, which explains the gradua
decline in reserves between pesks (see Figure 9.5). Thisillustrated graph captures the major
developments during the course of the year. What clearly shows up, are the concerted efforts taken to
build up forex reserves to meet SBP' s end-June NFA target; as shown, Pakistan’s reserves increased
by US$ 813 million in June 2001 done.

9.2.4 Trade Account”
The US$ 1.5 hillion trade deficit recorded in FY 01 was US$ 213.5 million less than last year largely
because of higher export receipts (see Figure 9.6). Thiswas achieved despite an oil import hbill of

B Accordi ng to new definition, foreign exchange reserves can be decomposed into (1) free reserves with SBP, and (2)
reserves with ADs (FE-25 deposits).
¥ The analysisis based on customs data received from FBS, asit is more detailed.
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Figure 9.5: SBP's Foreign Exchange Reserves
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US$ 34 hillion (? by 19.8 percent), higher
sugar imports and depressed prices of dmogt al
major export items. The containment of
imports this year is clearly shown by the fact
that the ratio of exports to imports improved
from 83.1 percent in FY 00, to 85.8 percent this
year.

Exports

Pakistan's export earnings crossed the
psychologica barrier of US$ 9 hillion, posting
anew high a US$ 9.2 billion (? by 7.4
percent). Asshownin Table9.4 and Figure
9.7, this growth is based on export volumes
snceinternationa prices till worked againgt
the country.™ The higher exportable surplus
from two successive bumper cotton crops,
strong growth in large-scale indugtrid
production (excluding sugar) and improved
competitiveness due to the massive depreciation
of the Rupee during FY 01, helped in achieving
the export target. This performance is more
commendable when viewed againg the liquidity
crunch faced by exporters (almost throughout
the year) due to ddayed refunds of sdestax and
duty drawbacks, and adverse internationa
commodity prices. Faling internationd prices
cost the country more than US$ 703 million in
logt revenues during FY O1.

Over the years, Pakistan' s export receipts have
been vulnerable on account of the narrow base
of exportable items, concentrated markets and
low vaue addition. Although, textile products
account for about 63 percent of tota revenues,
there has been a qudlitative change in favor of
high vaue-added items. Vaue added items
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Figure 9.7: Composition of Exports
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now account for 55 percent of total cotton and textile manufactures compared to 46 percent in FY 97.
More specifically, marked improvements were recorded this year in towels (23.5 percent), synthetic
textiles (19.0 percent), readymade garments (7.1 percent), bed ware (4.9 percent), and knitwear (2.8
percent). Another promising area is other manufactures (? by 19.0 percent), which is made up of
norttraditiona exports like carpets & rugs, petroleum products, autlery, chemicals/pharmaceuticals,

manufactured onyx items, and footwear etc.

The following points highlight the performance of specific export items during FY O1:

5 The enlarged export volume may be due to bunching effect as Export Promotion Bureau (EPB) in June 2001 initiated a
20-day crash program designed to accel erate the export shipments to achieve the export target for the FY01. The latest
available datafor Jul-Aug 2001 strongly support this view as most of the major export items (raw cotton, cotton fabrics,
hosiery, synthetic textiles, carpets, onyx etc.) showed a marked decline over last year.
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?? In FYO0L, export earnings from raw cotton increased by US$ 66.7 million owing largely to a 62.8
percent rise in the export volume, while higher internationd prices contributed US$ 21.1 million
(seeFigure9.8." Notwithstanding the surplus raw cotton from two consecutive bumper crops,
there were concerns about contamination and poor qudity. In view of this, locd textile mills and
spinners imported around 80.9 thousand metric tons of high quality raw cotton, which was lower
than last year due to a 11.8 percent increase in import unit price. Taking stock of this situation, in
August 2001, the government set atarget of one million bales of contamination-free cotton by

Table9.4: Major Exports

million US$
Absolute
FY97 FY98 FY99 FY00 FYO1 change
(FYoD)
A. Cotton & textile manufactures 5,585.5 5,648.0 49756 5,660.7 5,930.2 269.5
1. Raw cotton 30.7| 126.1 23 726 1393 66.7
2. Textile manufactures 5,554.8 55219 49733 5,588.1 5,790.9 202.8
Cotton yarn 1,411.6 1,159.4 945.2 1,071.6 1,0735 1.9
Cotton fabrics (woven) 1,262.4 1,250.1 1,115.2 1,096.2 1,0325 £63.7
Synthetic textiles 512.2 617.9 398.7 457.6 544.6 87.0
Hosiery (knitweer) 688.9 696.6 7422 886.7 9114 24.7
Bed ware 456.3 508.7 611.0 709.9 744.9 35.0
Towes 194.1 200.0 1777 195.6 241.7 46.1
Cotton bags & sacks 276 231 20.8 19.2 190 -0.2
Reedymade garments 736.4 746.4 651.2 777 8268 55.0
Tarpaulin & other canvas goods 36.2 58.1 40.8 52.9 492 -3.7
Others 2289 2614 270.7 326.5 3473 20.8
B. Major food items 698.1 817.6 759.8 801.7 7789 22.8
1. Rice 468.6 562.4 533.6 539.7 5255 14.1
2. Fish & fish preparations 149.1 1716 1226 1389 137.8 1.1
3. Fruits 70.7 64.3 555 79.9 78.7 -1.2
4. Vegeteblesind. roots and tubers 9.7 19.3 481 433 36.9 -6.4
C. Leather & manufactures 603.7 551.2 511.6 5138 6584 144.6
1 Legther 239.6 207.8 177.3 175.2 2329 57.8
2. Lesther manufactures 364.0 3434 3343 3387 4255 86.9
D. Other major exports 14334 1,609.9 15323 15924 1,834.0 241.7
1. Sports goods 308.8 3835 256.2 279.2 2706 -8.6
2. Carpets & carpeting rugs 199.1 2001 202.6 2643 2887 24.5
3. Surgical and medical instruments 125.8 125.3 1116 120.1 1241 4.0
4. Petroleum and petroleum products 816 35.6 474 819 1839 102.1
5. Chemicals and pharmacedticas 48.3 55.8 49.3 100.0 1569 56.9
6. Cutlery 199 17.6 180 229 264 35
7. Onyx manufactured 118 10.9 59 100 120 2.0
8 Molassss 51.0 50.1 394 425 413 -1.2
9. Foot wear ind. lesther 515 430 35.0 372 425 5.2
10. Guar and guar products 323 323 329 36.0 205 15.5
11. Crude anima meaterid 239 204 17.0 158 158 0.0
12. Oil seeds & nuts etc. 7.7 10.9 10.9 49 118 7.0
13. Others 4717 615.3 706.2 577.7 6394 61.7
Total exports 8,320.7 8,626.7 7,779.3 8,568.6 9,201.6 633.0
Memorandun
Cotton based products 48137 4,642.5 4,303.9 4,803.9 4,899.0 95.1

Source: Federd Bureau of Stetigtics

¥ The‘A’ Index isarepresentat ive of the offering pricesin the international raw cotton market. It is an average of the
cheapest five quotations from a selection (at present numbering fifteen) of the principal upland cottons traded internationally.
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announcing cash incentives to gI’OWel'S.17 Figure 9.8: Lint Cotton Prices and Export Unit Values
_The go_vemment h‘?s aso deci daj_to dlow Export unit value == A"Index (international)
inspection companies from the private sector NIAB-78 (domestic)

to certify quaity and grading of cotton prior 70
to shipment. This should enable Pakistani
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Figure 9.9)." There are, however, some
encouraging developments aslocal spinners
have recaptured a part of lost market share by offering quality products a competitive prices. In
FY 01, Pakistan's yarn exports to Hong Kong amounted to US$ 310.4 million (? by 9.4 percent
over last year), while exports to South Korea have registered a substantial increase of 22.4
percent.

? In FY01, cotton fabricsearned US$ 1.0 hillion, depicting afall of 5.8 percent over FY Q0.
Although, exports maintained the rising trend in volume since FY 97, depressed internationd
prices resulted in lost revenues to the tune of US$ 175.7 million (see Figure 9.9).

? Degpitefdling international prices that cost US$ 49.5 million in earnings, exports of bedware

amounted to US$ 744.9 millionin FY 0L (? by 4.9 percent over FY00 —see Figure 9.9). It may
be pointed out that the 6.4 percent anti-dumping duty imposed by the EU in December 1997, hit
the country both in terms of quantity and value. *

? Readymade garments, the only textile item that saw arise in per-unit price last year, experienced

a9.1 percent fdl in pricesin FY 01, which caused a negative price effect of US$ 83.0 million (see
Figure 9.9). Tota export earnings, however, increased by 7.1 percent to US$ 826.8 million on
account of higher export volumes (? by 17.9 percent). Thisitemistill an under -performer
relaiveto its potentia and other neighboring countries.

? Towel exports topped the ligt of textile manufactures by registering 23.5 percent growth in value
during FY 01, despite the imposition of countervailing duties by the US Commerce Department.
A 6.2 percent decline in per-unit prices was more than offset by amarked improvement in the
export volume (US$ 62.0 million), resulting in anet gain of US$ 46.1 million in export earnings.

1" Rs 200 per bale for contaminated free cotton and Rs 75 per bale for cotton having impurity up to 2.5 grams per kg.

18 Exports of cotton yarn have been facing hardship in the form of anti-dumping dutiesin anumber of important marketsi.e.,
Japan since 1995, and USA for more than two years. However, WTO Dispute Settlement Body has since declared the US
action illegal but Americais yet to lift the ban on Pakistani combed cotton yarn. South Korea aso initiated investigations for
the imposition of anti-dumping duty, which was later withdr awn.

2 The removal of this duty is expected in the near future after EU withdraws the anti-dumping duty on import of bed linen
from Indiaas aresult of WTO Appellate Tribuna’sruling in India sfavor. Moreover, South Africa has recently imposed 6
percent countervailing duty on export of Pakistani bed linen.
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?? For the last severd years, rice exports have been the second highest foreign exchange earner after
textiles. However, despite the 28.2 percent increase in export volume in FY 01 (2.5 million metric
tons), tota export earnings declined by 2.6 percent to US$ 525.5 million. A bresk-up of export
volumes of basmati rice (premium quaity known for its aroma) and other varieties (like irri-6 and
irri-9) provides some interesting insgights. During FY 01, the share of basmati ricein total export
volume declined from 30 to 20 percent resulting in a substantia loss of foreign exchange”
Faling internationa prices of rice, quality concerns and lack of proper marketing, were dso

Figure 9.9: Textile Manufactures- Qantitative Exportsand Unit Prices
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2 On average, basmati rice fetches more than three times the average unit price of other inferior varieties. Thisis reflected
from the fact that an impressive increase of 45.1 percent in export volume of other varieties was insufficient to boost total
earnings from rice exports.
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respongble for the decline in export earnings.

Rice exportsto Dubai, which servesas a _ -
distribution center for Pakistani rice, UEElEst BTl MesErEiRes)
unted for 34.2 percent and 4.9 percent vaue: million US$; quantity: 000 metric tons; unit value: US$

) FYoL FY00
of total export volumes of basmati and Onit Onit
inferior varieties, respectively (see Table Qty Value ygue Qly Vaue ygue
9.5). Kesping in view the sze and Total 24560 5255 2140 19161 539.7 2817
population of Duba, this rdatively high Basmati 5021 2356 4693 5698 2904 509.7
§1a‘e pro\n des some Crmence to marka Dubd 1719 77.8 4526 1714 835 487.3
reports that Indian tradersin Dubai are Sadi Arsbia 506 221 4363 647 319 4935
) A . s Omen 359 170 4719 684 315 4611
sdling Pakistani rice under their own “Tg K 69 139 5180 275 176 6427
Mahal” brand a much higher pricesin Yemen 265 108 4081 177 81 4583
other markets.™ In the case of Saudi Qetar 264 122 4604 447 210 469.9
Arabia, Pakistan islosing its market share Bahrain 209 113 5413 234 142 607.9
to India due to the non-availability of Kuwait 191 98 5124 232 125 5415
quality par-boiled rice; during FY 01, Mavritius 149 7.3 482 148 80 5387
basmati exports declined by 21.8 percentin =~ UA S| RS ] ] G
Other 976 464 4750 1022 539 5276

terms of volume with a 30.9 percent fdl in
value. On apostive note, the following
factors may go along way in arresting the

Other verigties 1,954.0 2899 1484  1346.2 249.3 1852
Afgrenistan 2877 40.1 1392 1837 270 1472

Iran 2204 109 492 26 47 2100
falling earnings from rice exports: (1) the lvory Coat 1056 152 1443 100 17 1730
recent decison by the Philippine Dubei 955 212 2225 869 219 2524
government to alow Pakistani firmsto take Bangladesh 815 121 1491 1207 210 1736
part in rice bidding, (2) the permission to Keya /7 130 1712 145 27 1883
prlvate sector Compa-“Sto Ce-tlfy qudlty Rep. of Congo 69.0 10.0 1457 7.0 14 1956
specification and grading of rice prior to l'\r";agasf gg'i 3'2 132'2 28_'8 4_'9 16_8'8
shipment from Pakistan, (3) the formation Indonesia 374 60 1615 151 30 1978
of aquality review committee to inspect Other 8773 1439 1640 8569 1609 187.8
rice export consgnments, and (4) ajoint Source: Federal Buresu of Statistics

stand with India againgt the patenting of
three qudlities of basmati by the US firm RiceTec.

?? Fish and fish preparationsearned US$ 137.8 million in FY01, amargina decline of 0.8 percent
over last year. Gainsin unit export prices due to a greater quantum of shrimps and fish maws
(that fetch good prices), and the upgradation of Pakistan’s satusin EU’s veterinary list, were
more than offset by lost revenues from lower export volumes. EU remained the main export
market following the scare of mad cow and foot & mouth diseases. Adherence to internationd
hygiene standards by processing plants in Pakistan increased to 14 after EU’s approval.

?? Despite an 8.4 percent increase in the volume of fruit exports, revenues registered a dight decline
of US$ 1.2 million in FY 01 due mainly to lower redlized unit prices (see Table 9.6). The
exception was mangoes, which posted strong growth in revenues by 46.7 percent to US$ 17
million (volume ? by 12.3 percent and realized unit price ? by 30.7 percent). Thiswas dueto
better marketing, sufficient air cargo space and swift custom procedures.? In terms of markets,
while Dubai enjoys the biggest share (59 percent), UK has emerged as the quaity conscious

2 Ricein packeted form generally brings higher unit prices. Though datais not available, it seemsthat rice exportsto USA,
which shows a high unit price, are in packetedform.
2 The EPB had organized mango exhibitions in a number of countries during the year to boost exports in target markets.
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premium buyer (see Figure 9.10). Mango

- Table 9.6: Export of Major Fruits
exports have aso found their way to the Far

vaue in million US$; quantity in 000 metric tons; unit value in US$

Eadt, Scandinavia, Middle East and other FYol YO0
countries in Europe. Once the vapor heat U Unit
treatment plant starts functioning, fresh Qty Value vaue Qty Value value
fruit exports (especidly mangoeswhichare  Mangoes 534 170 3182 476 116 2435
particularly vulnerable to fruit flies) may Kino 970 163 1681 828 139 1682
aso penetrate marketsin Austraia, South Dates

Korea, Japan and the US> (cried) 733 235 3204 575 206 3586

Other fruits 363 219 603.0 519 338 6504
Total 2601 787 302.6 239.8 799 3332

?? For thefirgt time in Pakistan's history, the

largest ever wheat crop (in excess of 21 Souroe: Federal Bureau of Satisfcs

million tons) created a substantial
exportable surplus_ln FYOL. Nevertheless, Figure 9.10: Export of Fruits During FY 01
only asmall quantity was exported to Iraq
(35,001 metric tons valued at US$ 4.3
million) and Afghanistan (45,497 metric

tonsa USS$ 6.7 million). Other fruits
28%
?7? Pakigtan's leather and leather products Dubai
(excluding footwear) has been declining for Dl M:ggof%
the past severa years mainly due to (gg?j) ’ AT
competition and quality concernsin the ’ UK
international market.** The spread of foot ;(1"; ——

& mouth diseese in Europe, especidly in
UK, which led to the mass incineration of
livestock (including their hides), has
bolstered dwindling lesther exports during

FYO1. Furthermore, demand for leather
garments and designer products have aso
increased in the US and other European countries in the last couple of years. Exports of leather
(& products) contributed US$ 658.4 million to total export earnings (up 28.1 percent over FY 00)
? exceeding the target set for FYOL1. Asfor exports of tanned leather, thisincreased by 33.0
percent (export volume ? by 35.9 percent and redlized unit price ? by 2.2 percent). In terms of
export markets, South Korea is the mgjor market for tanned leather, whereas leading buyers of
leather productsinclude the US, Germany, UK and France.

?? Exports of petroleum and petroleum products witnessed robust growth of 124.7 percent to US$
183.9 million during FY01. In volume terms, Pakistan exported 824.5 thousand metric tons of
petroleum and products, but mostly crude oil.” Export of petroleum products is expected to rise
sharply with the full capacity production by Pak-Arab Refinery Company (PARCO); this
company is aso expected to get permission to export other petroleum products including liquefied
petroleum gas (LPG). To further accelerate the pace of such exports, the government has dlowed
the private sector to export petroleum products except high-speed diesd and furnace ail.

2 The plant for fruit treatment, set up in Karachi with the aid of the Japanese government, is yet to start operation for want of
electric generator and other accessories.

% Duty free import of raw hides and skinsis allowed for re-export purposes from Saudi Arabia, Kenya, Sudan, Australia,

New Zedland, Brazil, etc. to supplement the local supply of hides and skinswhich is only sufficient to meet about ¥ of the

local demand.

3 Thislargely reflects the lack of refining capacity for low-grade crude oil produced locally in the country.
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Other exportsin FY 01 include: carpets & rugs at US$ 288.7 million (up 9.3 percent); chemicals and
pharmaceuticas et US$ 156.9 million (? by 56.9 percert); surgical and medical instruments at US$

124.1 million (? by 3.3 percent); and sports goods worth US$ 270.6 million (? by 3.1 percent).

Table 9.7: Economic Classification of Exports
vaue: million US$; share: percent

FYor FY98 FY9® FY00 FYol
Value Share Value  Share Vaue  Share Value Share Value Share
Primary 9289 112 1,089.7 126 8986 116 10396 121 11588 126
commodities (-339) 73 (175) (15.7) (115)
Semi- 17101 206 14978 174 14023 180 13173 154 13845 150
manufadtures (93) (124) (-6.4) (-61) (5.)
Maufecdued 56817  68.3 60392  70.0 54785 704 62116 725 66583 724
goods a9 63 (93 (13.4) (7.2
Totd exports 83207  100.0 86267 100.0 77793 1000 85686 1000 92016  100.0
Note Figures in parentheses represent annua growth rates
Source: Federd Bureau of Satidtics
In terms of economic classification, the share
of manufactured exports has risen from 68.3 Table 9.8 Pakistan's Export Markets
percent of total exportsin FY97 to 72.4 vaue million USH, 9“’""“":5\‘;3‘0‘* percent —
pe.rcent In FYoéa. .Sm;‘:alg the share 0.; Value Value  Growth Share
primary commodiities has aso gone up from North America 23068 24287 53 264
ll._2 percent FO 12.6 percent in the same USA 21231  2,245.6 58 24.4
period. Semi-manufactured exports, on the Central America 731 782 6.9 0.8
other hand, which congtituted 20.6 percent of South America 9.1 1130 14.0 1.2
total exportsin FY97, havecomedownto 150 ~ WeternEBurpe 25020 24740 -1 A
percent in FY 01 (see Table 9.7). EC. 24356 24206 06 263
France 2827 265.8 6.0 2.9
N . Germany 5126 4950 34 5.4
In terms of Pekistan's export markets, Asia as Italy 209.3 2303 101 25
aregion, remains the largest in FY 01, Netherlands 2291 2332 1.8 2.5
improving its share from 34.5 percent in FY 00 UK 5795 576.0 06 6.3
to 36.9 percent, followed by Western Europe Eastern Europe 74.4 79.1 6.4 0.9
whose share declined from 29.2 percent t0 26.9  Africa 4151 4912 183 5.3
percent and North America (see Table9.9. In  Asa i, eReby ey ElaY
terms of the five largest export markets, USA Micdle Eas 10545 13318 263 14.5
. . ; UAE 4927 626.1 271 6.8
continues to dominate, followed by Dubai, Dutei Ve = — —
UK, Hong Kong and Germany. Saudi Arabia 214.8 273.0 271 3.0
China 180.3 303.2 68.1 3.3
Other important devel opments regarding Hong Kong 524.9 504.5 3.9 5.5
Pakistan's export markets include: Jopen 2675 193.6 -27.6 2.1
South Korea 245.4 2784 134 3.0
?? Although it is till too early to gauge the Oceania 1460 1465 04 16
Total exports 8,568.6 9,201.6 7.4

impact of the IT collapse and the terrorist
atacksin the US, Pakistan' s exports to the

Source: Federd Bureau of Satistics

US have rot been adversely impacted in FYOL. In fact, our quotaconstrained exports (textiles)
have registered a 10.7 percent growth in vaue during the first half of CY 01 over same period last

year.
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?? Pakigtan's exports to Western Europe have declined in FY 01 despite an 18.6 percent devaluation
of the Rupee/Dallar parity. It would seem that the country lost some advantage due to the strong
USddllar vis-avis Euro.

?? Exportsto Chinathat include cotton yarn and a few other products, grew by 68.1 percent and in
doing 0, increased its share in total exports from 2.1 percent in FY 00 to 3.3 percent in FYOL1.

?? Pakistan' s export to Saudi Arabia amounted to US$ 273.0 million in FY 01, raising its share from
2.5 percent to 3.0 percent. The scope of Pakistani exports to Saudi Arabia has increased further
after the Kingdom reduced import duties from 12 percent and 7 percent, to only 5 percent. This
market has become very attractive for Pakistani exporters, as there are no duty or charges other
than the 5 percent import duty.

Moving aheed, the Trade Policy for FY 02 has set the export target at US$ 10.1 billion with a
continuing emphasis on: (1) greater vaue addition, (2) diversification of products and markets, (3)
rectifying any anti-export bias, and (4) improving the export culture. In addition to traditiond

exports, the emphasis has been placed on ceramics, engineering and chemicals. In order to achieve
these objectives, various incentives have been provided, which include the Foreign Currency Export
Finance Facility (FCEFF), the politica risk guarantee facility, withdrawal of the export devel opment
surcharge, permission to retain 50 percent of additional export revenues in foreign currency accounts,
and the establishment of specific groups to encourage exports of rice, engineering, horticulture,
plastics and lesther.

I mports

Pakistan’s import bill in FY 01 was US$ 10.7
billion, depicting a4.1 percent increase over Figure 9.11: Composition of Imports

FY0O (see Table 9.9 and Figure 9.11 & 9.12). Other imports @ Petroleum Chemicals
Excluding POL, the pattern of imports during Machinery O Fooditems E Transport equip.
the FY 01 indicated amost dl round decrease 14
with the exception of industrid machinery,
which continued to show arising trend due
mainly to sizesble increases in the import of
textile machinery. However, anecdota

evidence suggests that the dowdown in imports
of anumber of items, reflects growing
smuggling of manufactured goods from India
and China. Lower imports of industria raw
materids over the last many years reflect the
markedly low level of investment activity in the
industrial sector. In FY 01, import of industrid
raw materias (at US$ 2.2 hillion) declined by
5.3 percent relative to the year before. 0
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The composition of Pakistan’s imports shows

that the share of raw materia for consumer

goods continues to rise from 43.6 percent in FY 97 to 55. 2 percent in FY0L1. On the other hand, the
share of raw materia for capital goods has stagnated at around 5 percent, whereas capitd goods (in
total imports) is till showing a declining trend, faling to 25.0 percent in FY 01 from 36.5 percent in
FY97. The share of consumer goods has fluctuated between 14.1-17.9 percent since FY 97 (see Table
9.10). Jugt on the basis of these broad datistics, it is clear that the poor investment climate in the
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Table9.9: Major Imports

million US$
Absolute
Fyo7 FYyo8 FY9 FYQ0 Fyo1 change
(FYoy)
A. Food group 1,596.0 1,872.9 1,634.8 1,1131 1,131.4 18.3
1 Wheat unmilled 477.1 709.0 407.0 2835 15.4 -268.1
2 Tea 134.2 226.7 222.9 2104 206.4 -4.0
3 Edbleail 611.7 7679 824.1 4134 327.6 85.9
4. Sugar (ind. rav sugar) 254.2 41.4 31 14.8 3933 237.1
5 Puss 41.9 50.4 63.7 89.6 1130 234
6 Others 76.9 77.6 1139 1014 75.8 25.6
B. Petroleum group 2,255.1 15721 1,463.5 2,804.4 3,360.8 556.5
1 Petroleum crude 583.3 4684 429.0 805.0 1,360.6 555.6
2 Petroleum products 1,671.8 1,103.6 1,034.5 1,999.4 2,000.3 0.9
C. Machinery group 2,7354 1,918.6 1656.7 1433.6 1,640.0 206.4
1 Power generating machingry 995.6 4623 235.1 1417 197.9 56.1
2 Textile mechinery 129.7 2120 164.0 2110 370.2 159.2
3 Congruction & mining machinery 155.0 168.0 93.7 88.4 825 -5.9
4 Electricd machinery & gpparatus 424.9 3094 147.9 155.0 131.6 23.4
5 Office mechinery 8.5 73.4 125.6 1580 2331 75.1
6 Other mechinery 981.7 693.6 890.4 679.5 624.8 54.7
D. Transport equipment 560.0 4832 541.3 564.1 426.2 -137.8
E. Chemical group 1,981.4 1,791.5 1,812.0 1,997.2 1,901.7 95.5
1 Fetilizer 387.3 208.0 265.1 1976 170.5 27.1
2 Inscticides 138.6 1132 112.8 90.7 61.2 29.5
3 Padic materias 326.8 3034 310.6 3329 354.3 21.4
4 Medicind products 2725 2489 263.8 2594 238.7 20.7
5 Otes 856.2 9181 883.5 1,116.6 1,077.0 -39.6
F. Miscdlaneous group 2,766.9 2,478.1 2,323.3 2,397.1 2,268.7 -1284
1 SYynthetic fiber 1171 1182 94.2 76.5 77.8 1.2
2 Iron & sed 463.9 3205 292.8 3045 277.9 26.6
3 Jute 295 23.7 16.6 20.5 232 2.7
4. Pgper and paper board & manufactures 128.2 1214 113.1 1175 125.3 7.8
5 SYynthetic & atificid slk yan 50.3 38.3 447 47.5 59.5 12.0
6 Iron & sed scrgp 39.1 20.0 18.7 23.8 43.0 19.2
7. Aluminum wrought & worked 46.8 31.9 37.7 43.9 40.4 -3.5
8 Rubber tyres & tubes 69.0 74.1 724 69.4 62.5 -6.9
9 Rubber crude 60.0 48.3 385 37.0 39.2 2.2
Others 1,762.9 1,681.7 1,594.5 1,656.3 1,519.8 -1365
Total imports 11,894.8 10,116.4 9,431.7 10,3094 10,7289 419.5
Source: Federd Buresu of Satistics
Table 9.10: Economic Classification of Imports
vaue: million US$; share: percent
FY97 FY93 FY99 FY00 FyOL
Value Share Value Share Value Share Value Share Value  Share
18033 152 18093 179 14859 158 14531 141 15361 143
Consumer goods 15 ) 03 (17.9) 22) 7
Raw materid for 5,183.6 43.6 45272 448 4,463.8 47.3 5,558.1 539 5,926.7 55.2
consumer goods (-33 (-12.7) (-14) (245) (6.6)
Raw materid for 571.9 4.8 540.2 5.3 519.8 55 593.2 5.8 585.3 55
capital goods (-14.5) (-55) (-3.8) (14 (-13)
Capital goods 4,336.0 365 3,239.7 320 2,962.2 314 2,705.0 26.2 2,680.8 25.0
(39 (-253) (-86) 87) (-0.9)

Total imports 11,8948 1000 10,1164 100.0 9,431.7  100.0 10,3094  100.0 10,728.9  100.0

Note: Figures in parentheses represent annual growth rates.
Source: Federd Bureau of Sttigics
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country since even before the nuclear tests has
been responsible for a decline in imports of
capital goods and indugtria raw materid.

Important developmentsin the Pakistan'slarge
import categories are as under:

?? Although ail prices have not shown too
much volatility during most of FY 0L, the
volume of crude imports increased
sgnificantly to over 6.8 million tons (? by
53.9 percent) over last year (see Figure
9.13).” Thisisin addition to the 10.1
million tons of imported petroleum
products worth about US$ 2 hillion brought
into the country in FY01. Asaresult,
Pakistan's oil import bill, which had
averaged 18.8 percent during the last 5
years, shot up to 31.3 percent in FY01. The
power-generating sector isthe main
consumer of imported oil, asmost of the
|PPs are currently running on costly
furnace ail.” To make matters worse, the
drought in FY 01 also adversdly affected
hydel power generation, which in turn
further increased the dependency on
thermal energy. The commissioning of
Pak-Arab Qil Refinery (PARCO), which
should reduce the country’ s dependency on
imported petroleum products, dso added to
the import of crude ail during FY01.

During the year in question, 0.9 million
metric tons of refined sugar (worth US$
251.9 million) was imported.® A poor
sugarcane harvest due to water shortages
and the price dispute between growers and
mill owners, which delayed the crushing
season by one month, put pressure on sugar

Figure 9.12: Imports Excluding Food and POL
0O Excl. food & POL Excl. POL
O Excl. food Total imports
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Figure 9.13: Volume and Unit Value of POL Imports
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prices during FY 01 (see Figure 3.3. In order to ward off any further pressure on prices and to
support the sugar industry, in September 2000, the government permitted the import of 0.6
million metric tons of raw sugar during the remaining part of the year. Of this permissible limit,
0.5 million metric tons of raw sugar was actualy imported by the sugar millsincurring extra
outlay of US$ 141.4 million. Thetota sugar production during the year combined with the

% Brent crude prices, on average had gone up by 14.3 percent to US$ 28.3 per barrel compared to USS$ 24.8 per barrel

during FY Q0.

2 | PPs running on furnace ail include Hubco, AES Lal Pir, AES Pak Gen., Saba power, Tapa Energy, Gul Ahmad Energy,
Southern Electric Power, Kohinoor Energy, Japan Power Generation. One more power plant, Power Generation System,

using furnace ail isto be commissioned soon.

2 This supplemented the lower domestic production of 2.5 million metric tons during the last season against the estimated

demand of about 3.1? 3.3 million metric tons.
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carryover stock from the previous year is expected to meet domestic consumption, thus
diminating the need for sugar imports during FY 02.

?? InFY0L, edible oil was the second largest food import after sugar (refined and raw). The tariff
reduction on oilseed import from Rs 1,220 per ton to aflat 5 percent ad valorem, proved to be a
disncentive to locd farmers who were unable to compete with cheaper imported oilseeds. The
resulting 7 percent declinein loca production of edible ails (cottonseed oil, sunflower, canolaand
others) in FY 01, meant that over 71 percent of total demand (at 1.95 million tons) was met
through imports. In terms of volume, edible oil imports during the year registered an 8.8 percent
increese over last year, which was led by palm oil that accounted for 88.8 percent of total volume.
However, fdling internationd prices, particdarly of palm ail, alowed the country to import more
but till post a 20.8 percent fal initsimport bill over FY00. In disaggregated terms, faling unit-
prices accounted for a net saving of US$ 122.3 million, which was significantly higher than the
additional expenditure of US$ 36.4 million due to the larger volume of imports.

?7? Following the 1994 Power Policy, machinery imports increased substantialy on account of the
incentives given to private investment in the power generation sector. However, the completion
of independent power projects (IPPs), the subsequent dispute between the |PPs and Pakistan’s
public utilities, and the economic uncertainty following nuclear tests in 1998, dradticaly reduced
this foreign direct investment in Pakistan. During FY 01, import of machinery (including
trangport equipment) recorded a dight increase of 3.4 percent over last year, and stood at US$ 2.1
billion. In this group, textile machinery showed an impressive growth of 75.5 percent over FY 00,
areflection of the continued BMR drive that has been ongoing in the last two years.® During this
period, investment of US$ 581 million has been booked under this heed, which is an encouraging
development given business sentiments during the past two years.

?? Thedecrease in both volume and vaue of the import of pesticides reflects the absence of any
significant pest attack during FY01. Moreover, thefal in internationd prices by 17.1 percent dso
helped in reducing the import bill by US$ 12.6 million.

?? InFYO01, import of fertilizer declined by 13.7 percent over FY 00 and accounted for US$ 170.5
million. Thisison account of an increase in domestic production of DAP following the

commissioning of Fauji Jordan’ s fertilizer plant.

9.3 Transactionswith the IMF

Asdiscussed in the last Annual Report, Pakistan cannot boast of an impressive past record with the
IMF, as all programs in the 1990s were suspended because of our inability to implement policy
changes that had been agreed to. Within this context, the stabilization program signed in November
2000 was done so from a position of weakness. Other than the need to return to the macroeconomic
path envisaged in the previous ESAF/EFF programs, the fact that the economic team representing
Pakistan had come into power following the military takeover in October 1999, did not strengthen our
case.

Despite prolonged discussions between GOP and the IMF after April 2000, where there was aview
that Pakistan would be able to secure a three-year Poverty Reduction & Growth Facility (PRGF), the
IMF offered a 10-month stringent stabilization program with up-front conditionditiesin November
2000. The most binding targets in this program were focused on ensuring that government borrowing

2 The Exim Bank of China hasrecently agreed to extend a credit line of US$ 200 million to Pakistan for financing BMR and
expansion of the country's textile capacity.
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was contained and not dependent on the central Table9.11: TransactionsWith thelMF

bank, and that liquid reserves were built up. million US$

Although tax revenue targets were aso agreed Facility FYoo Fyol

upon, sippages were not alowed to interfere Purchases

with the planned reduction of government Standhy Arangement (SBA) NI 34

borrowing. In effect, thisforced the government oo e

to reduce its expenditures when revenue .

shortfalls threatened to breach the deficit target. ia‘deiz”dfa’;zﬁ? e

Unlike an orthodox stabilization program, SRR CRMFEIGRED) | €29 | o

structural changes in the exchange rate regime Stenchy Amengement (SBA) 1680 1332

(and SBP management of the foreign exchange Strucjturd Adjustment Fecility (SAF) 521 276

market) were to beimplemented alongside S Fund for Development (S°D) oo

quarterly targets for liquid reserves. Total A | 20
Use of Fund Creglit (Net) 2793 850

The SBA has been successfully implemented and ~ Source: Siate Bark of Pakistan
the fourth and last tranche was released on September 26, 2001 ?  exactly after 10 months from the
approva by the IMF Board.

Transactions with the IMF are reported in Table 9.11 In net terms, inflow of US$ 324 million under
the SBA was largdly offset by repurchases (repayment) of US$ 239 million, thereby resulting in net
inflows into Pakistan of only US$ 85 million.

9.4 Exchange Rate Policy

In sharp contrast to FY 00, the Rupee/Dollar Figure 9.14: Annual Depreciation

parity weakened dramatically by 18.6 percent == Depreciation 3-year MA —— 5-year MA
during FY 01, raisng the question ?  what was S S 8 3 8 85 8 3 8 =
so different in FYO1 vis-a&vis the previous year? A N (A (A A A (A A
Looking at Figure 9.14, it would seem that the 0 I_I T OTT T T 7] O
depreciation in FY 01 is cumulative of two fiscdl - || || i
years— FY00 and FYO1. In FY 0O, the induced - 7&

stahility had kept nomina exchange rate amost S-8 11 ¥ an wimivats
unchanged. If this factor is taken into account, = | | |/ N
the Rupee/Dollar parity returnsto its historical 12 i
trend 16 L
Although, low inflation and a narrowing of the -20

current account deficit characterized FY 00,

more important was the absence of an IMF

program that allowed a degree of freedom to manage the exchange rate as deemed necessary. ® This
leeway alowed SBP to maintain a stable parity during the year, but a the cost of stagnant liquid
reserves. In comparison, amost similar macroeconomic conditions prevailed during FYO1: first,
inflation was relatively higher compared to last year, but in terms of the differentia with other trading
partners and competitors, it did not require alarge adjustments to maintain purchasing power parity;
and second, looking at the current account excluding kerb purchases and SOF, the deficitsin FY00

2 1t can be argued that improvement in current account balance was mainly the outcome of large SBP purchases from the
kerb market and as such does not reflect any strengthening of the balance of payment structure. To answer this, thereisno
doubt that outright purchases by SBP do not address the inherent problems of the external sector. In fact, it stands to reason
that kerb purchases have created a sense of complacency that has delayed the implementation of structural reformsin the
foreign exchange market. However, the real advantage of kerb purchases is more hard currency in the tills to meet lumpy
demand for foreign exchange without placing unwarranted pressure on the interbank market.
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Figure 9.15: Inter-bank and Kerb Market Rate
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and FY 01 were very smilar (a US$ 2,641 and US$ 2,509 million, respectively). The only striking
difference in the two fiscal years was the constraints of the stabilization program.

Pakistan was able to meet dl externa payments during FY 00 by managing inflows and outflows very
carefully. Although no assistance from the IFls was forthcoming during the year, SBP was able to tap
into the kerb market to meet the Dollar deficit in the interbank market. On account of thisinduced
sability in the Rupee/Dollar parity and the deficit in the interbank market, SBP was unable to build

up liquid reserves. Given the reserve position in end-FY 00 and the fact that the country only had 6
months before the end of CY 2000, the need for another round of rescheduling before January 2001
was obvious. This urgency to have an IMF program was clearly reflected in exchangerate
developments, particularly before the disbursement of the first tranche on November 30, 2000 (see
Figure 9.15).

Since float of the Rupeg/Dollar parity, its movement can be divided into four phases:

The first phase covers the period from July to November, i.e., prior to agreement on SBA. Asshown
in Figure 9.15, the period witnessed some startling developments.

?? This 5month period included two distinct episodes, which resulted in a sharp depreciation of
the Rupee. Within amonth of floating the Rupee (by August 22), the rate had aready
approached Rs 55. Although initid efforts by SBP to cam the market usng moral suasion
and tempered injections, were successful in keeping the rate stable for a month, limited
gppetite to defend the exchange rate dlowed the interbank rete to breached Rs 55 on
September 18, 2000. On the very next day, the Rupee witnessed a free fal as the interbank
sl rate moved to Rs 58 from just Rs 55.2 aday earlier. Since this depreciation followed a
period of stability where importers were not really tempted to hedge their foreign exchange
exposure, the adjustment was driven by panic buying by importers. The resulting bandwagon
effect led to overshooting, as exporters also withheld their proceedsin an effort to gain from a
further depreciation. The redl carnage of the Rupee started at the end of September 2000
when it overshoots the Rs 58 per US Dallar level by significant margin. By October 6, the
Rupee had reached Rs 60.12 (interbank selling rate) ?  showing a depreciation of 13.0
percent ove the prefloat level.

?? Under the floating exchange rate regime, where interest rates are supposed to serve as the new
nomina anchor, SBP had little choice but to tighten monetary policy in order to quell the
market panic (see Figure 9.15). The resulting increase in T-bill ratesin the third week of
September did squeeze market liquidity, which in turn, made Dallar holdings rleively more
expensive. Nevertheless, despite a number of measures announced on October 5 (see Table
9.12), including a 30 percent cash margin on new L/Cs voluntarily imposed by commercia
banks, the Rupee continued its ide.* The rapidity of the adjustment on September 19
(which had created a virtud panic in the market), coupled with the market view that SBP
would dill be constrained from acting, prompted another dide in the first week of October.
At the moment when the Rupee crossed Rs 60, SBP acted using its very blunt instrument;
cash reserve requirement (CRR) on banks was increased on October 7, from 5 to 7 percent.
Although painful, this policy response was successful in interrupting the dide and the Rupee
started to gppreciate. In an environment where the exchange rate generaly movesin one

2 |n the case of cash margin requirement on imports, this has been one of key instruments used by SBP to contain foreign
exchange demand. In the recent past, in order to quell pressures on the Rupee, SBP had earlier imposed such cash margins

in July 1998 and again in October 1999. However, thistime, despite requests from commercia banks, SBP did not levy the
restriction, as it went againgt the thrust of the SBA framework.
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direction, exporters do not book forward rates and try to hold their proceeds. With the
gppreciaion of the Rupee and the redization that SBP could act if required, exporters began
pouring in hard currency in the interbank market. The ensuing bandwagon effect acted in the
opposite direction and the Rupee appreciated to Rs 56.3 on October 21.

Table 9.12: Chronology of Measuresto Curb Pressure on Pak-Rupee

19" September 2000 Disoount rate was increased from 11 percent to 12 percent
21 September 2000 Weighted average 6month T-bill rate increased from 7.4 percent to 8.1 percent
5 October 2000 Discount rate was agan increased to 13 percent
5™ October 2000 Weighted average 6month T-bill rate further incressed to 10.5 percent
5" October 2000 30 percent cash margin voluntarily imposed by commercid banks
7" October 2000 Cash resarve requirement wias increesed from 5 percent to 7 percent

In this five-month period, the Rupee depreciation was not orderly. It reflects the transition in SBP's
exchange rate management, but more importantly, how this episode unhinged the market’s
expectations concerning the central bank’s ability to manage the Rupee in the future. Aswill be
discussed in more detall in Subsection 9.5 this change in market sentiment explains why the centra
bank actualy injected more for market support during this year, even compared to the stability
achieved during FY00. Itisadso clear that the exchange market could become extremely voldtile
within a very short period of time if the market develops a view that the central bank may not be able
to inject hard currency to defend the Rupee. As shown in Figure 9.15, the Rupee has shown stepwise
movement till September 18, reflecting SBP s willingness to defend the rate by injecting hard
currency. Theregfter, in view of the need to build reserves, which automaticaly limits SBP
intervention in the interbank market, the centra bank had to rely on untested monetary measures to
stabilize the exchange rate. In fact, the wild fluctuations in the Rupee/Dallar parity withessed from
mid-September to mid-November, capture the actua transition in the management of the Rupee.

The second phase, which goes up to mid-May 2001, shows a more gradua depreciation of the Rupee
from 58.4 to 61.7 per USDallar ? reflecting continuing market pressures. However, the exchange
rate was comparatively less volatile (see Figure 9.15). Thisisaso evident from the fact that the
Rupee posted a daily move of more than 0.5 percent only on eight occasions, whereas during the first
phase it witnessed 23 such movements. This shows severa things: (1) following the exchange rate
volatility in the first phase, SBP's management was perceived by the market to be consistent with the
SBA, (2) the relative stability provided comfort to exporters and importers (saif fulfilling), and (3)
except for the sharp movements created by the deadline for overdue export proceeds in mid-April,
banks had become accustomed to a tempered weekly adjustment of the Rupee/Dallar parity.

The third and last phase in FY 01 garts in mid-May 2001, with SBP s decison to shift al oil payments
to the interbank market. In response, the last week of May experienced tremendous pressure on the
Rupee. During the period May 21 to June 4, the Rupee depreciated from Rs61.9t0 Rs64.3 ? a
depreciation of 3.7 percent (see Figure 9.15). However, since SBP has atough liquid reserve target
for end-June, the capacity to intervene in the market was severdly limited. The only other avenueto
stop the dlide of the Rupee was to tighten monetary policy.®

The fourth phase beginsin early July 2001 and is characterized by afairly stable exchange rate; as of
end-September, the interbank sdll rate has been contained in anarrow range of Rs64.13 ?  64.63 per

2 The 6-month weighted average yield was increased by 127.6 basis points in the two auctions dated 14" and 28" June
2001. However, asdiscussed in the section on Money Market, this was more an effort to achieve end-June NDA target.
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USDadllar. Thisismainly dueto threefactors. (1) oil payments have been more evenly distributed,
(2) foreign exchange inflows have been ratively stronger, and (3) strategic market support by SBP.
The orderly market conditions alowed SBP to soften its monetary stand by reducing the discount rate

(to 13 percent on July 19 and then to 12 percent on August 17) and easing T-bill and PIB coupon rates
(see section on Money Market for more details).

The impact of Rupee depreciation on its red effective exchange rate (REER), using different
weighting schemes, is presented in Figure 9.16. The indices based on exports and imports moved
quite closdly till August 1997, when the outbreak of the East Asian criss in mid-1997 impacted the

two indices differently. The REER based on imports, shows grester appreciation relative to REER
(exports), which is to be expected as Pakistan's imports from East Asia are more than what we export
to thisregion. The two indices have been converging as the impact of the Adan crisis, especialy on
their currencies, has reverted back to normal. Furthermore, it is evident that movements shown by

Figure 9.16: REER Indices Developed by SBP (January 1995=100)
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# A detailed analysis of various REER indices was provided in first Quarterly Report for FY01.
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various indices are very sengtive to the choice of currencies and their respective weights in the

basket. For example, in June 2001, the index (overdl) has attained the most depreciated level since
January 1995, whereas the REER based on IMF' s choice of countries, still shows a degree of
appreciaion over the October 1998 level. A more customized evaluation of the red vaue of the
Rupee shows that with the sharp depreciation witnessed during FY 01, the Rupee is undervaued vis-a
visits competitors during the decade of the 1990s.

9.5 Exchange Rate M anagement

Given the stark contrast in the Rupee/Dollar parity during FY 00 and FY 01, a comparison of these two
yearswill form the basis of thisandlysis. In terms of responsibility, SBP manages the foreign
exchange market to prevent salf -fulfilling expectations, contain speculeive activities and maintain
orderly market conditions. For this purpose, SBP has placed a number of restrictions on market
participants to curb their ability to speculate.* Furthermore, this assumes the notion that the forex
market is primarily based on trade and related transactions, and in the absence of genuine demand,
limited exchange should take place — this however is not the case.® In order to manage mismatchesin
import demand and export proceeds, which could disrupt the exchange rate, SBP had been intervening
in the interbank market, and providing one-sided market support when needed (e.g. lumpy payments
for POL and debt repayments).® To keep the distinction clear, one could think of market support as
being indigated by the bank, whereas SBP itsdlf takes the initiative in deciding on intervention.

Figure9.17: Market Support and I ntervention
Break up of SBP Market Support SBP Market Intervention
EOil ODebt Purchases 0 Sdes
FYO01 FYO01
0.0 05 1.0 15 2.0 0.0 0.3 0.5 0.8 1.0
billion US$ billion US$

During the period when SBP had an informa band on the Rupee, it was engaging in both intervention
and market support. However, as part of the required change in the foreign exchange regime, SBP
had to dismantle the Rupee band and alow market forces to set the interbank rate. The latter implies
that market support would have to be curtailed. In view of the rapid depreciation of the Rupee after
July 2000, it would seem that the fall in SBP market support was the critical factor. However, thisis

% In particular, ADs were not allowed to provide cover to their clients for imports of less than one month. Furthermore,

forex transactions in the interbank market by ADs were limited to sales and purchases backed by permissible (essentialy
trade) transactions.

% The need to impose requirement of commercia based transactions also arise due to lack of liquid risk management tools,
which includes deep and diversified derivative market facilitating risk transfer, accounting and disclosure standards and a
strong regulatory framework. Lack of such tools necessitates commercia based transactions.

% During periods of uncertainty, while importers tend to bunch their current and fut ure requirements of foreign exchange,
exporters may hold back export receipts in anticipation of further depreciation.
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not the case as a point of fact, one-sided market support during FY 01 was marginally higher than the
previous year when the band was in place (see Figure 9.17). The reason for this seeming
contradiction can be traced to market expectations.

To explain this further, the use of the band sent avery dlear signd to the mar ket that SBP would be
ready to meet any payment from its own resources if the market was short. Over the course of the
first few months, it was not SBP support per sethat mattered, but the commitment shown by the band.
Market players got accustomed to this band and their own expectations were hinged to this stability.
In effect, with no foreseeable changes in the exchange rate regime, the band itsdlf created its own sdif-
fulfilling expectations. Looking at Figure9.17, in view of the market support provided (US$ 1,603.4
million in FY00 and US$ 1,641.9 million in FY 01) and the need to maintain liquid reserves, SBP was
anet purchaser of hard currency in the interbank market in both years. In terms of intervention, the
central bank actudly sold more and purchased less during FY 01 compared to the last year, with the
result that in net terms, SBP bought US$ 516.3 million in FY 01 againgt US$ 806.4 million during
FY00. The need to purchase hard currency from the interbank market was clearly driven by the need
to shore up reserves, and by doing so, neutralize as much as possible, the market support provided.

Another interesting observation in these two years is the composition of market support. Asshownin
Figure 9.17, oil payments were heavily supported in FY 01, while more of the debt payments were left
to the interbank market. Although the total volume of support was dmost the same in the two years,
the compositiona shift isimportant; with arecord oil bill during FY 01, SBP supported oil payments
gnce their lumpy nature and the jittery market would have crested far more voldtility in the foreign
exchange market than was actualy witnessed. However, to compensate for this larger role, SBP
pushed most debt payments into the interbank market.

Broady speaking, Pakistan has experienced extremes in exchange rate management —from a pegged
rate; to strict adherence to a band; to a complete free float. Although, it should be easy to identify the
better system, the upfront cost in the form of excessive exchange rate voldility, the incentive to
Dollarize and high interest rates during FY 01, cannot be ignored.¥ More importantly, although there
isagenera tendency to advocate floating exchange rate regimes (which follows the neoclassical
paradigm that the market should be able to set prices), thisis contingent on a market that is not
grosdly digtorted or segmented. Although Pakistan has committed to a free float regime, it istime to
serioudy address the segmentation that currently exists in the foreign exchange market(s) in the
country.

9.6 Kerb Market
Asfar as the exchange rate in the kerb market is concerned, there are two important issues that need to
be highlighted:

1 Causality between the kerb and interbank rates

Asexplained in the second Quarterly Report for FY 01, after the Rupee was floated on July 21, 2000,
aclear causdity has been established between the officid and the kerb market rate, whereby changes
inthe officid rate causea movement in the kerb rate. The results of the Granger causdity test on the
basis of more recent data are reported in Table 9.13, whereas the kerb market premium and the
correponding interbank rate are shown in Figure 9.15. A closer look at Figure 9.15 suggests that the
kerb market responds swiftly to changesin the officia rate when the latter depreciates, wheress it

" Interms of choosing an appropriate exchange rate regime, the economic literature has identified a number of factors
influencing thechoice: structural characteristics of the economy, susceptibility to external shocks, and macroeconomic and
ingtitutional conditions. Although, the new thinking favors adoption of corner solutions: either fixed or flexible, it should be
noted that support for bipolar world is largely based on the shortcomings of intermediate systems, not on the merits of corner
aternatives.
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reacts with alag when the officid rate appreciates. The recent developmentsin the kerb market
following Sept 11 attacks will be discussed in the forthcoming first Quarterly Report for FY 02.

Looking at the kerb premium, the gticky/unresponsive kerb rate is obvious when the official exchange
rate appreciated by Rs 3.8 per US Dallar, from Rs 60.1 on October 6, to Rs 56.3 on October 21. As
shown, the kerb rate did not adjust quickly enough; the rate only appreciated by Rs 2.4 from Rs 62.3
to Rs59.9. Furthermore, after December 2000, even the substantial swings in the interbank rate did
not push the kerb premium beyond 5.7 percent. This seems to suggest that dthough the kerb rate is
not sengtive on a day-to-day basis, the Rupee spread between the two ratesis almost always
maintained. This reaffirms our view that the kerb rate followsthe interbank (officid) rate, and kerb
players have enough market power to always maintain a certain fixed wedge between the two rates.
This finding has important implications as kerb premium is often used as an indicator of overvaluation
of the Rupee.

Table9.13: F-datigticsfor Granger Causality

F-gtatistics for hypotheses testing
Hypothess1 Hypothesis 2 Hypothesis 3 Hypothesis 4

Dependent variable

Data st 1

Offidd exchangerate 5.1206 [0.006] 26967 [0.101] 5.0455 [0.001]
Data st 2

Officd exchangerate 2.7487 [0.004] —

Kerbrate 24382 [0.010]

Data st 3

Officid exchengerate 2.3151[0.988] 0.2004 [0.591] 17534 [0.158]
Kerbrate 5.7063 [0.004] -— 5.0320 [0.026] 5.5967 [0.001]
Fgures in sguare brackets show the leve of sgnificance for reecting the null hypothess

Hypothesis 1: Officid rate does not Granger cause kerb rate.

Hypothesis 2: Kerb rate does not Granger cause officid rate.

Hypothesis 3: Causdlity is through the lagged error term.

Hypothesis 4: Hypothes's one or two, and three above.

2 Impact of SBP purchases on the kerb premium

The second issue relates to the impact of SBP' s outright purchases on the kerb premium.
Theoreticaly speaking, if kerb purchases by the centra bank are used to defend the Rupeein the
interbank market, this should put upward pressure on the kerb premium. With this chain of reasoning,
it isargued that in order to reduce the kerb premium, SBP should not only reduce its purchases from
the kerb, but also reduce support to the interbank market. However, ground redlity is different; it has
been shown in the third Quarterly Report for FY 01 that there exists no consistent relationship

between SBP purchases and the kerb premium. In fact, the kerb market was able to maintain an
amogt fixed Rupee wedge over FIBR irrespective of the volumes purchased (see Figure 9.18). This
again points to the stickiness of the kerb rate on account of market power of the large suppliers of
foreign exchange in the kerb market.

With regard to the use of purchases to support the interbank market, since the freeze of FCAs, SBP
has relied on kerb market to finance the current account deficit without putting pressure on the
exchange rate® Although this strengthened the Hundi system, it also formalizes the segmentation

3 Traditionally, SBP has been acting as a medium to direct the kerb market flows (which was in surplus) to interbank market
(whichwasin deficit). Prior to kerb purchases, resident FCA scheme was effectively providing a conduit to attract
remittances flowing through the Hundi into the banking system.

159



Kerb purchases (LHS) = Premium (RHS)

8 8 9 8

ejoasn uotjjiw

Figure 9.18: Kerb Purchases, Premium and Market Support
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between the two markets. From this perspective, the narrowing of the externa payment gap during

FYO01 did not trandate into a stable Rupee/US Dallar parity, snce SBP was restrained from
supporting FIBR using kerb purchases. Given the fixed wedge between the kerb-interbank rate and

the limited impact on premiums despite sharp fluctuations in purchases, implies that the kerb market

isin surplus and much deeper than thought.
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Appendix 9.1: Capital Account
This section explains the item:by-item details of the capital account.

Net foreign investment

Realized direct investment and portfolio investment presented a dismal picture in FY01. Foreign
portfolio investors withdrew from stock market in hordes. Bank of Americaand Gulf Commercia
Bank divested their equity shareholding. ICI’s PTA plant was completed and no new inflow came on
that account and losses were incurred by one of the NCBs on its overseas operation.

Long-term capitd (officid)

Officia long-term capital experienced amargina decline in outflows on account of lower project and
food aid. More specifically, disbursements under project aid declined by US$ 203 million aspipeline
inflows dried up further in FYO1. Food ad, primarily aid under US-PL480 and the Australian whesat
board, was nil due to the bumper wheat crop last year. The rollover of aUS$ 250 million central bank
deposit, maturing in August 2000, also posted a large notiona outflow in this head (seeitem 4.3 in
Table 9.14). Nevertheless, the resumption of non-food aid from IFls and lower scheduled repayments
neutrdized the overdl impact (see Table 9.14).

Long-term capital (others)

Long-term capital (others) includes externd flows related to suppliers and PAYE credit to the private
sector (item 6.2), hon-contractua flows from parent companies of MNCs operating in Pakistan and
foreign exchange swaps of gregter than one-year maturity (item 6.3). On anet basis, long-term capita
(others) recorded an outflow of US$ 293 million during FYOL. Looking specificaly at the
components, inflows under suppliers and PAY E credit picked up by US$ 24 millionin FY 01 over the
last year, with the main beneficiaries being cement followed by fertilizer and power sectors. On the
repayment side, lower outflows partly reflect the declining stock of these loans (see Table 8.5) and
the fact that certain IPPs and afertilizer company were asked to reschedule their debt repayments to
make it comparable with the Paris club rescheduling. Item 6.3, which is only available on anet bas's,
covers non-contractual flows to MNCs operating in Pakistan and swaps conducted by SBP with
moneychangers and commercid banks. This head shows lower inflows by US$ 11 million during

FY 01, on account of the net impact of closing out par swaps with moneychangers (dollar liability was
retired in Rupees) and contraction of specia swaps with various commercia banks.®

Short-term capitd (officia)

Officia short-term capita (obligations of one-year maturity or less) staged the sharpest reversal from
outflowsof US$ 373 millionin FY00 to inflowsof US$ 337 million during FY01. More specificdly,
inflows increased by US$ 644 million, which includes US$ 193 million from NBP Bahrain and
Citibank for ail financing to PSO, US$ 331 million from IDB for BOP support; and US$ 200 million
from Shamil Bank. In contrast, FY 00 posted huge outflows since fresh inflows were not forthcoming,
while notiona repayments of past |oans continued in FY 00 (this refers to the rescheduling of

PTMA).* Furthermore, the rollover of central bank deposits of US$ 300 millionin FY00 dso
explained the higher outflowsin FY00.*

2 The counter entry for close out in Rupeesis carried out in errors & omissionsto reflect areduction in the country’s
foreign exchange liability.

“ However, FY01 witnessed the hard currency payments of rescheduled PTMA loans as shown by outflows in exceptional
financing (seeTable9.3).

“ The notional outflow of central bank deposit was reduced by a fresh placement of US$ 164 million by NBP last year
relative to outflow of US$ 33 million NBP deposit this year.
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Short-term capital (deposit money banks)

Net outflows on account of short-term capita (involving commercia banks) sharply fell from US$
1,829 million in FY 00 to US$ 19 million in FYO1. Item (8.1) represents outstanding export hills
(OEBSs) held by commercia banks, or more simply OEBs that were discounted with banks for Rupee
liquidity. With the gtability in the Rupee/Dollar, exporters were more interested in Rupees to forego
the opportunity cost, but banks were building up their stocks in anticipation that the Rupee would
eventudly depreciate. However, during FY 01, with the depreciation of the Rupee, exporters were
lessinterested in discounting OEBS, while banks were off-loading their holdings (from FY 00) to
redize a higher Rupee rate.

Of greater importance in this head is item 8.5, which refers flows on account of FE 45 (swap) funds,
other non-resident-FCAs and NBP deposits.® Since bulk of non-resident FCAs were rolled-over or
voluntarily converted into Rupees during FY 00 (which were not the case this year), while FY 01
actually witnessed hard currency payments of FE 45 deposits, item 8.5 shows net outflows falling
from US$ 1,664 million to only US$ 48 million during FY O1.

Short-term capita (others)

OEBs held by exporters are shown by item 9.1, but is only available in net terms. An accumulation of
this stock implies that exporters were not surrendering their export receipts on time, which is shown
as an outflow in the capital account. As shown in Table 9.14, during FY 00 exporters were
accumulating OEBs perhaps because they were disappointed by the stable Rupee/Dallar parity.
However, after the sharp build up in FY 00, SBP issued a circular to banks informing them that
exporters must surrender their export receipts by mid-April 2001. This course of action was required,
since the sharp depreciation of the Rupeein the first haf of FY 01, had exporters holding out again,
thistimein anticipation of windfall gains. As mentioned above, the NBFI component of FE-45 (item
9.3, or swaps with NBFIs) and other non-resident FCAs posted a sharp contraction in notional
outflows from US$ 647 million in FY00 to only US$ 7 million in FYOL.

2 In terms of FE45 swaps, representatives of ingtitutional foreign currency deposits holders have agreed to rollover 75
percent of their deposit for a period of two years.

162



Bdance of Payments and Exchange Rate Policy

Table9.14: Capital Account

million US$
FY FYQ0 FYO1
Cr. Dr. Net Cr. Dr. Net Cr. Dr. Net
1. Direct investment abroad 6 54) -44 1 0 1 0 37 -37
2. Direct investment in Pakistan 472 0 472 472 0 472 323 0 323
3. Portfolio investment 142 0 142 0 549  -549 0 149  -149
(of which Stock market) 28 0 28 73 0 73 -140 0 -140
4. Longterm capitd -offidd sector 3188 2391 797 1304 1982 678 1463 2057 -594
4.1, Assts 30 353 -23 0 0 0 0 0 0
4.2. Loansdravn 2279 2038 241 1304 1967 -663 1463 1,795 -332
4.3, Other lighilities 579 0 579 0 15 -15 0 262  -262
5. Longterm capitd -deposit money banks 0 0 0 0 2 -2 0 2 -2
5.1. Assets 0 0 0 0 0 0 0 0 0
5.2. Loans 0 0 0 0 0 0 0 0 0
5.3. Other lighilities 0 0 0 0 2 -2 0 2 -2
6. Longterm capitd -other sectors 446 436 10 34 591  -267 2 49%5  -293
6.1. Assets 0 0 0 0 0 0 0 0 0
6.2. Loans 1% 436 241 167 501 -424 191 495 -304
6.3. Other lighilities 21 0 251 157 0 157 11 0 11
7. Short-term capitdl -officid sector 211 1499 -1288 118 491  -373 762 425 337
7.1. Assts 0 51 -51 0 18 -18 0 59 -59
7.2. Loans 21 1074 863 118 338 220 762 330 432
7.3. Other lidbilities 0 374 374 0 135  -135 0 36 -36
8. Short-term capital -deposit money banks 46 1361 -1315 0 1829 -1829 29 48 -19
8.1 Asss 46 0 46 0 127 -127 29 0 29
8.2. Bilaterd balances-assets 0 0 0 0 0 0 0 0 0
8.3. Bilaterd baances-ligbilities 0 0 0 0 0 0 0 0 0
84. Liabilities under NR Accounts 0 0 0 0 3B -38 0 0 0
8.5. Other ligbilities 0 1,361 -1,361 0 1664 -1664 0 48 -48
9. Short-term capital - other sectors 0 1052 -1052 0 952 952 54 268 -214
9.1. Assts 0 6 -6 0 305 -305 0 261 -261
9.2. Loans 0 0 0 0 0 0 54 0 54
9.3. Other lidbilities 0 1,046 -1046 0 647  -647 0 7 -7
Capital account 4511 6,789 -2278 2219 639% -4177 2833 3481 -648
Source: Sate Bank of Pekistan
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