7 Balance of Payment

7.1International Developments
The global economy is still in the throes of

the biggest economislump since World War
Il and CY2009 is expected to record the first
contraction in world output since that time.

The global financial crises has severely 15

dented global aggregate demand, decimated| ;9 A

liquidity in the international capital markets ~ —~—

and reduced investor confidence. I —

Consequently, world trade, investmentand | @ , \/\/\m
industrial production fell sharply from the last \\\ //
guarter of 2008.These developments -5

adversely impacted social indicators globally, 10

as unemployment is on rise apaoverty is © 8 Y g N NN QXX DD
likely to increase in developing economies. SIIJIJIIJIRILIIRIIIRIR
To counter the economic slump, central bankis 5323382333833 8

Figure7.1:GDP Growth Rates(quarterover-quarter, annualized)
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have responded by a substantial easing of

monetary policy, andeveralgovernments have introduced substantial stimulus packages. As a result,
by the second quarter 8009, there are some signs that recession may finally be bottoming out, but
these are still tenuous and the future trend of *;

Table 7.1:Major World Indicators of World Economies

global economy remains uncertailloreover,

0,
many observers believe that any recovery of t GOP gowth Inflation rate A (G/IODI?’];
global economy is likely to be aost and 2008 2009 2008 2009 2008 2009
gradual process (s€égure 7.1)} World 30 -11

Developed

Although economic activity in both the countries 06 -34 34 01 -13 -07
developed andmeerging economies weakened usa 04 27 38 -04 -49 -26
the impact was more severe in the former. Tt Euro Area 07 -42 33 03 -07 -0.7
financial institutions here suffered the greates Japan 0.7 54 14 -11 32 19
capital losses, rendering malayge institutions uk 07 -44 36 19  -1.7 -2.0
insolvent and credit markets saw serious Emerging markets 60 17 93 55

liquidity issues. The consequent direct impac china 90 85 59 -0.1 98 78
on business and industry was worsened by a Russia 56 -7.5 141 123 6.1 36
sharp Shrinkage in consumer demand as crec India 73 54 83 8.7 22 22
dried up, and jOb losses accelerated. As are: Pakistan 20 20 120 208 83 -51
despiteaggressive countayclical polices by  gangladesh 60 54 77 53 19 21
the economic authorities, practically all Philippines 38 10 93 28 25 32
developed economies are expected to record |,qonesia 61 40 98 50 01 009

output contraction in 2009 (sdable 7.1). US,
for instance, is expected to record its worst
contraction in the last sixty years.

Sources: World Economioctober200Q

Although the financial institutions in developing economies, by and large, fared much better than their
developed economy counterparts, these economies are also expected to record substantial slowdown
in economic growth during 2009 (s€aeble 7.1). Emeging economies were mainly affected through
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trade and credit channels. Indeed, falling demand for emerging economies exports directly translated
into slowing GDP growth. This is particularly true for economies where net exports accounted for a
larger slare of output, e.g. for most ASEAN countries. This impact was heightened by the

uncertainty (and increasing risk aversion) in international credit markets. In the latter context, the
countries with substantial macroeconomic imbalances were particudatlly fit, as the access to
international capital flowsvas abruptly curtailed, artleir governments were often not in a position

to initiate countexcyclical fiscal or monetary policies.

Ironically, theslowdown in global demand provided one major btmwomany countries, particularly

those economies that were net commodity importers, in the form of a fall in commodity prices from
mid 2008 onwards. This had a direct bearing on inflationary pressures in these economies, while also
contributing to improveents in current account positionAs a result of the weakness in demand,

and lowering of cospush pressures global inflation is expected to decline in 2009. In developed
economies, inflation is expected to fall to 0.1 percent from 3.4 percent inetVieys year, while,

inflation in emerging economies is expected to decelerat® fwefcent during 2009 compared to 9.3
percent last year. Even the impact of the recent recovery in commaodity prices on global inflation is
likely to be limited as, thersi(a) significant excessmpacity and(b) global economic recovery is

expected to be slow.

Encouragingly, global slump may be nearing its trough. Quarterly data shows that, after sharp
contraction in the last quarter of 2008 and first quarter of 28@@rging economies growth has

turned to positive while contraction in developed economies has significantly slowed in the second
quarter of 2009. Likewise, stock markets

have recovered considerably, credit default | Figure7.2: Fiscal Deficits as percentof GDP
risks have narrowed and emerging market ®2008 m2009
sovereign spread retreated from their peaks. 0
-2
A substantial contribution to this relative -4
improvementamefrom the active use of 6
monetary and fiscal stimuli by economic "
authorities. In many countries, fiscal stimulug
packages have not only directlyented -10
demand, but have also bolstered subdued -12
private demand. However, the fiscal stimulug _;4
can support the grOWth only temporarily as United United Euro area China Malaysia Japan
rising budget deficgare not a route to Kingdom States
Sl.JSt.amabI.e gro.Wth (séfegure 72). Source:IMF and ADB
Similarly, liquidity provisions and otlaon

conventional support by the central banks run the risk of nurturing inflationary expectations in the
future.

Rising debt and inflationary pressures necessitatephaiined exit strategies from fiscal expansion
and easy monetary policies, whichshbe carefully timed so that a premature policy reversal does
not strangle any nascent reeoy. This is, by definitiowery challenging, given the inherent
difficulty in assessing growth figures and given the significant lags between initiation of
macraeconomic policy shifts and their impacts.
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After continuousexpansiorin the last four Figure 7.3: Current Account Deficitand Sources ofFinancing

successive yearthecurrent account deficit mmmm Other investmen S FP|

contracted considerabty 5.3 percent of GDP | =570 o, T Adenet

during FY09 from 8.4 percent in FY0g his 16

improvement in current account defigibre Pa

than offset the fall in financial account surplus 12 \

during the period. Consequentbyerall @ 8

external account deficiteclinedby 40.1 ) .

percent in FYOgseeFigure 7.3). 5 4 o

The entire improvemenin theannualexternal o

accounictureaccrued during Novdune -4 o

FY09. The nitial four monthsof thefiscal 8

yea_rW|tnessed5|gn|f|cant YoYdeter!orat!on Fvo4 Y05 FEY0S FYO? FY08 Y09

During JutOct FY09,the trenddeterioration

in current account deficgeen in FY08 Table 7.2: Summary of External Acounts

acceleratedurther, mainly owing to higher billion US Dollar

import pricesanda sharp fall irfinancial Jul-Jun Nov-Jun

inflows. This led toa rapiddepletion of foreign FYO8 FY09 FY08 FY09

exchange reserves along with substantial A-CIA balance 139 -89 -109 25

pressure oexchange rateThe fall in reserves ) Trade tlance 150 125 117 6.2

severely impairethecountryd s a b i éeti 1 Exports 204 192 142 121

its externabbligations andgiven the inability to  YoY growth (%) 182 -60 201 -14.9

access international capital markétge toglobal  Imports 354 317 259 182

financial crisis,Pakistan hado option buto YoY growth(%) 312 -105 448 -294

approach Internatital MonetaryFundto averta ii) Invisible balance 11 36 08 37

BoP crisis (seeBox 75).> The subsequent Remittances 64 78 44 55

implementation of a macroeconomic B-Financial/capital blance 83 56 45 41

stabilizationprogram led to a markie i) FDI 54 37 38 24

improvement in the external account position ii) FPI 00 -11 03 -09

the ensuing month®Nov-JuneFY09) (seeTable iii) Other investment 28 26 09 23

72). C-Errors & anissions 01 00 06 01
D-Overall lalance 55 -33 58 18

In Nov-June FYQ9steepfall in import prices,
subsiding aggregate demand pressarel

L . Table 7.3 Factors Behind Recent Improvement in External
significant exchange ratiepreciatiorall

Accounts

contributedto a sustainedontractionin imports FYO7 FY08 FY09
(seeTable 73). Thisfall in imports, supported Pprivate sector credit growth 154 224 23
by strong growth in remittanceallowed a large petroleum imports unit value (US$/MT)  437.1 6160 513.6
contracton in thecurrentaccount deficit. In Wheat import unit value (US$/MT) 305.4 4725 331.9
fact, the improvement in current acecadeficit  pam oil import unit valuelS$/MT) 5213 9165 783.9
would have been evengher,were it not fora  pak cbp growth 68 41 20
fall in foreign exchange earnings, amadthere  pir/uss app(+)/depy 03 -115 -16.1
not beerafall in exports during the period. Fal Rice production (million ton) 54 56 7.0

in exports, in turnprobably owed substantially
to thesevere power shortagasd unstable securigituation which further aggravated the impact of

sl owing demand in Pakistanébés major export market

ithe State of P a k
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Financing of the current account deficit was | Figure 7.4: Change (YoY) in Investment & Other Financial

i i i i Inflows
also challenging in FYQ9As in the previous B v estment (nem Other (net

year,thesurplus in financial account declined 1.0
during FYO9compared with therevious

year. Thisfall largely owed to considerable 0.5
decreasén investment inflowg51.0 percent)

during the periodasglobal financial crises @ 00
worsenecand countryds rijs2
increasedwing to heightened security 503
concerns In fact, even the surplus in the 2 o
financial account was essentially due to a '
recovery inother investment inflow@vhich 15

mainly consist of loangeflectingthe X YRR R B RS DSDD
=T 5 a g 3 o £ & L L L <
availability of IMF support for 388 8588885z g 3

macroeconomistabilization program
Foreign investment inflowactally remained
depressed almost throughout the y(saeFigure7.4).

As a result ofecovery of loan inflowsind

SUb_S.tantiaI reduction in current account Figure 7.5: Pakistan's Euro BondsPrice and Forex Reserves
deficit, overal external account turndgd == Reserves(RHS 10 Years 30Years
surplus inH2-FY09. This also helped SBP 100 16
build up foeign exchange reserves which hag 86 , 14
dropped to US$ 6.7 billion in October FY09
back to almost end June FY08 lewélUS$ 72 128
- ©» D

11.4 billion As a resultexchange rate also 4 =
became relativelgtable;despite shifting of 58 0 =
oil paymentto the interbank forex markand
payment of Eurobnd of US$ 500 million in 44 7
Feb 2@9. This improvement was also 30 -
reflected in recoverly S - T - S - =S

. . . . 2 2 2 2 3 ? 2 2 2 2
price in the international markand § & 3 3 g 3 § & 3 3
upgrading of Pakistasovereign ratindpy d 233435432 =24
international credit rating agencigsee ° © °© ° ©

Figure 7.5).3

Environment Likely to Remain Challenging in FY10

As mentioned earliesharp fall in current account deficit was the driving force behind improvement
in overall external account IY09. However, maintaiimg the contraction in current account atf
would be challenging going forwardror instance, &rge part ofall in current account deficit was
being contributed by import compression whigmow vulnerable t¢a) recovery of commodity
prices in international markeh) revival of the dom&ic economic activityand (c) higher oil import
on the baclof rentaland otheipowerprojectsand relative ease of circular debt issué&kewise,
notwithstanding strong growth in initial months of FY1iere is risk that thetrong rise in
remittancesnay not be sustained at the same levi®lere than 80 percent oféhincrease in
remittancesluring FY09stemmedtom the Qulf region whereeconomic activity has slowed.
Besides this, there is also risk attached with receipts against logistic supp@tepunt of their erratic
behavior in the past. Moreove@therkey indicators for the medium to long term current account
sustainability are also showirsggrns ofweakness (se@ox 7.1).

bond

%In August 2009St a n d a r dupdtaddddakistanssovereign rating from C&Bwhi | e Moodyds changed

Paki stands economic outlook from negative to stable.
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Box 7.1: Current Account Sustainability

Large and persistent aent account deficis alwaysa cause of concern asritay threaten external viability by leading to
exchange rate or foreign debt crises. In this regard, there is no simple rule to decide whether current account deficit is
sustainable or not. Howeverarious authors have identified a number of indicators which help in assessing the current
account sustainability. This note illustrates some of these important indicators

Saving and investment ratio

In the light of twin deficit identity, current acont deficit can emerge from either a fall in saving or increase in investment.
Current account deficit is less worrisome when it is used to finance investment rather than consumption (lower saving).
Higher investment enhances the productive capacitysoétonomy which can be used to service the foreign debt.

Moreover, current account deficit caused by the large and persistent structural fiscal deficit (public saving investiaent gap)
more dangerouthan one caused by private saving investmentgapmay result in unsustainable build up of external debt
whereas decrease in private saving is temporarpectations of high GDP growth may lead people to increase their current
consumption temporarily; but the savings rate generally recovers in futceelte increase in income is realized.

Growth rate of output

In rapidly growing economies, widening current account deficit is less problematic. As higher growth rate make the country
morereliable to service its external debt. FréolkertsLandu, 000)perspective, country can generate current account

deficit while maintaining stable ratio of net foreign liabilities to GDP. To maintain this ratio constant, GDP growth rate
should be proportional to accumulation of net foreign liabilities.

Opennessratio of export to GDP
Ability of a country to sustain current account deficit also weaketin anarrow export baselt is relatively easy for a
country to service its debt with higher export to GDP ratio.

Composition and size of capital flows

Current account deficit financed frofioreign direct investment and official creditors is more sustainable than those financed
from portfolio and short term private inflows which are vulnerable to changes in market condiiorever, maturity

structure, currency composition and interaséstructure of the debt also matter in the sustainability of current account
Table 7.1.1: Key Indicators of Current Account Sustainability

(percent of GDP)

FY02 FYO03 FY04 FYO05 FYO06 FYO7 FYO08 FYO09p
National saving 18.6 20.8 17.9 17.5 17.7 17.4 13.4 14.3
Total investment 16.8 16.9 16.6 19.1 221 225 22.0 19.7
Savinginvestment gp 1.9 3.8 1.3 -1.6 -4.4 -5.1 -8.6 -5.4
GDP growth 3.1 4.7 7.5 9.0 5.8 6.8 4.1 2.0
Exports 12.6 131 12.7 13.2 13.0 121 12.4 115
Exchange rate (PKR/USD)’ 60.0 57.8 58.2 59.7 60.2 60.4 68.3 814
Fiscal deficit -4.3 -3.6 -2.4 -3.3 -4.3 -4.4 -7.6 -4.4
External debt &liabilities 50.4 42.6 36.0 32.7 29.2 28.3 28.2 30.1
Net foreign liabilities* - - 27.1 254 22.9 24.8 30.9 42.1

* Calendar Year while the GDP is of fiscal year
** endperiod
p provisional

deficit. For instance, short term maturities and variable interest rates are vulnerable to various shocks and make the current
account deficit les sustainable.

Exchange rateflexibility and policy

Sustainability of current account deficit also depends on the degree of flexibility of exchange rate. The deficit is more
sustainable in the countries where exchange rate adjusts to new fundamentals in case of extern@rstheckther hand,
rigid exchange rate regimes usually lead to speculative attacks that precipitate external crisis.

It is generally believed that close attention should be paid to any current account deficit in asqems@fibf GDP,
particularly ifit is financed in a way that can cause revefSdivards, 2000)

In case of Pakistan, most of these indicatorshosvingsigns of weaknessFor instancein last eight yeargompared to
size of economexports are lowest while savings are only sedordwest in FY09 (se€able 71.1). Similarly,
investment and external debt indicators have also deteriorated in FY09. Further,aovent deficit is still above the

threshold level of 5.0 percent GDP which need close monitoring
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Likewise,investment inflowsaresubjecedto large riska s P a ksovereigcneditgisk is still
considerably high and prosgedorworld investment remain uncertaifror instance, UNCTAD

recent survey on world investment prospects for 2Z8@BLindicates that foreign direct investment
would fall in 2009 before moderately recovering in 2010 and gaining momentum i(s26Rhx

7.2). Moreover, mode of foreign direct investment is changing from equity investment-&Eqnag
investment. In this perspective, revival of foreign direct investment in Pakistan would be difficult in
theyear ahead.

Box 7.2:World Investment Prospects Survey 2002011

The ongoing economic and financial ¢siss affecting majofransnational Corporation3ICs) decisionto expand and
invest abroad. In particular, TNCs faltering profits, reduced access to financial resources, declining matkeitespand
risk of possible worsening of current economic cre@smajor causes of concerni assess the effect of these crises on

international investment strategies of major companies, United Nations Conference on Trade and Development (UNCTAD)

has conducted a survey by questioning the TNCs executives. This note briefly describes the main finding of the survey.

The surveyesults show that companies expect a sharp decline in FDI expenditure in 2009 on theohgokngf economic
Table 7.2.1: Summary of Survey Results

(percent of responses)

Global prospects (% of respondents)

FDI growth prospects (conpared with 2008) Increase Remain the sime Decrease
2009 22 20 58
2010 33 26 41
2011 50 31 19
erap:]e;ct of the economic and financial crisis on FD Negative No impact Positive
Global economic downturn 85 13 2
Financal crisis and credit crunch 79 18 3
Exchange rate fluctuations 48 38 14
State intervention in the financial sector 14 70 16
Major risk factors for global FDI flows, 20091 2011 Very unlikely Unlikely Neutral Likely Very likely
Exchange rate fluoition 1 4 20 54 23
Worsening of the global economic downturn 1 15 28 39 17
Volatility of petroleum and raw material prices 2 10 23 53 13
Volatility of prices in general (inflation or deflation 3 11 27 49 10
Increased financial instability 1 18 32 40 10
Growing protectionism and changes in investmen

regimes 5 12 22 53
Environmental crisis (e.g. climate change) 13 27 32 23 6
War and political instability 19 31 31 16

Threats to personal and business safety (e.g

terrorism, crime) 13 32 31 21 4
Food crisis (e.g. shortage in supplies, retail price

volatility) 13 30 36 18 3

United Nations Conference on Trade and Development
“In case of Pakistan, ety is the main mode of foreign direct investment.
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and financial crises and major uncertainties about its evolution in the short run. Specifically, looming risks thafecould af

the companiesd6 FDI plans are (a) deepeni ng sednfprotgdtianibna | reces:
and (d) exchange rate instability. However, there is possibility of moderate recovery in FDI expenditure in 2010 which may

gain momentum in 2011. Indeed, half of the respondents expect their FDI expenditure to be higher in 208 eothpa

2008. Nonetheless, it can be observed fronTtdale 7.2.1thatthere is still substantive downside risk to this outlook.

Thesurvey also found that the TNCs are more cautious about equity investitierissmerger & acquisition andegnfield
projects. They have more tendencies to-aquity entry modes e.g licensing and partnership to cut their costs and
expenditures. Thus this mode could be the major contributory factor behind expected revival of FDI from 2010 onward.

Moreover, maturingukukbond (worth US$ 600 million) in January 2010 would put additional
pressure ometinvestment flows. Thus Pakistan would have to rely on debt creating iofisance

the current account deficiigalization of which isiot only uncertain (partidarly bilateral loans like
FODP), butheyalsodo not bode well for external account sustainability in the medium to long term.

In this backdropefforts for greater saving mobilization and increasmegchandizexports by

addressing the structuralgimemswould bepivotal in reducing the current account deficitan

sustainable basid.ikewise, services exports calsobe enhanced by addressing the problem like
unskilled labor and lack ofnformation technology parkestc (seeservicessectior). Smilarly, steps

to divert remittances from informal to formal channel may also address the downside risk to
remittancegrowth (sedBox 7.3). In this regard, recently launched Pakistan Remittance Initiative

(PRI is astep in right direction (segox 74). On the financing side, foreign direct investment needs

to be promoted by (a) improving infrastructure, (b) addressing bureaucratic delays, (c) enforcement of
the intellectual property rights an@) improving law and order situation.

7.2.1Current A ccount Balance
In sharp contrast to extraordinary expansion | Figure 7.6: Current Account Deficit: A Historical Perspective

transactions of theurrent accounthe sharp
fall in importswasthe main driving force
behind improvement inurrent account
during the period. This is also in line with the
historical trend which shows that current
account and importare highly correlate(see
Figure 76).°

of the current accounleficitin FY08, when it —= Qil prices (RHS) Exports/GDF
had more than doubled over the previous Imports GO CAD/GDP
. . eal GDP growtt
year, in FY09 theurrent account deficit 24 100
contracted by 36.1 percent. In absolute germ /\/“\
the deficit hasome down tdJS$ 8.9 billion N e N -
in FY09 from the historic high level of US$ | . | —~—~O=2—01101 3
13.9 billion last year. 8 g ANLLA 508
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The importled contraction of theurrent accounivas complemented by a strong increase

remittances during the financial yeavioreover, relatively highereceipts againdogistic support and
lower payments on account of import freights and travel also contributed positively to contraction in
current account deficit during the perisge Table 74).

5 Augmentation of access under IMF Stand By Arrangement (SBA) and pledged support under Tokyo cantefiebe
to be usedo finance the current account deficit.

8 Specifically, past thirty years (89-2009) data shows thaegativecorrelation between current account balance and an
import is not only high but is also statisticaffignificant
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However, some of these gains were offset b
fall in exports and expansion in income
account deficit during the period. In
particular, the aforementioned losses roughly
equal to gains from contraction in services
trade. As a result, deate in current account
deficit was almost edualentto fall in
imports and increase in remittanchsing the
period(seeFigure 7.7).

Trade Balancé

Steeper fall in imports compared to exports
led to contraction (16.8 percent) in trade
deficit during FY09. This was in sharp
contrast taextraordinary expansion of 54.2

Figure 7.7: Main Components Behind Changein Current Account
Deficit
B Othersl@ Remittance® Imports

percent in trade deficfireviousyear when

extraordinary import grovit outstripped even the healthiese inexpors.

During FY09, exports declined by 6.0 percent

against commendable increase of 18.2 peripelMillion US Dollar

the previougear. A large part of thisdll
stemmed from contraction in textile exports

amidshrinkingextemnal demandlue to global

crises and sevedomestigpower shortages.
However, strong increase in rice and cement
exports moderated the overall fall in exports
during the period. The increase in the former
was principally driven by bumper rice crop
while the increase in latter mainly stemmed
from strong demanfiom Middle East and som:
African countries

More than twethird of the10.5 percent
contraction in imports during FY09, on the ot

hand,wasdue to lowelpetroleum group,

telecom group and raeottonimports Fall in
petroleum group, in turn, was largely (95
percen} caused by fall in oil priceshile lower
telecom group imports mainly ow¢al
imposition of custom duty on cellular phones
and increase in GST on the telecom sector.
Likewise, lower raw cotton importkargely
reflectedbetterdomesticcotton crop antbwer
domestic demand

Services Account

Unlike extraordinary expansion of 54.8 percer
last year, deficit in services trade contracted k

9
6
&
g 3
50 - - - -
-3
-6
FY05 FY06 FYO7 FYo08 FY09
Table 7.4: Major Services Exports and Imports
FY08 FY09 Abs.
YoY
Value Share Value Share change
Exports
Transportation 1,035 288 1,283 31.7 248
Travel 264 7.4 222 5.5 -42
Communication 117 3.3 196 4.8 79
Computer &
information 154 4.3 184 4.6 30
Government
services 1,380 385 1523 377 143
of which logistic
support 655 18.3 912 226 257
Other 639 17.8 635 15.7 -4
Total 3,589 100.0 4,043 100.0 454
Imports
Transportation 3,785 37.7 3524 481 -261
of which freight 2959 295 2676 365 -283
Travel 1578 15.7 997 136 -581
of which
exchangeompanies 1,297 129 685 9.4  -612
Other business
services 3,432 342 1,632 22.3 -1800
of which
exchange companie: 2,504 24.9 530 7.2 -1,974
Others 1,251 125 1,172 16.0 -79
Total 10,046 100.0 7,325 100.0 -2,721
Services net 6,457 3,282 -3,175

49.2 percent during FY09. Although a large

" This section is based on the exchange record data compiled by SBP that does not tally with the custonpititzby

FBS daa analyzed in Trade Accourgction
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part (85.7 percent) of this improvement stemmed from fall in imports, respectable growth in services
exports also contributed positively.

Services exports increased by 12.8 percent Figure 7:8: OLtflow From Foreign Exchange Companies
during FYQ09 against 13.3 percent fall during 300
the last year. Increagetransportation and /\
logistic support were the major contributory - ) /\
factors behind thiperformance. a \/\/ V \
)
Fall in services imports largely reflected (a) | 5§ 150
fall in freight charges on account of lower E M\
merchandise imports an@) fall in travel and 75
other busines services imports mainly \
because of substantial fall in outflows from o
foreign exchange compani@ier detail sees N~ > 0 ®m ® B O 0D O O
section on ®rvices. 22322228329
S5 28528552832 ¢8
It may be pointed out that outflow from
exchange comparséor other business Figure 7.9: Sectorwise Repatriation of Profit and Dividends
servicedell considerably since Mag008, EFY09 WFY08
when the centraldnk linkedoveralloutflows Others
to 75 percent of the home remittances
collected by the exchange company in the Trade
preceding month (se&gure 7.8).2 Chemicals
Moreover, tight monitoring of exchange Petroleum refining
com_par_lies outflows also Ied_ noticeable 0il & gas exploration
declinein exchange companies outflow o
(particularly for travel) from November 2008 Communications
onward. Financial busines
Power
Income (net) -
Income accourdeficit increased bg0.9 0 100 200 300
percent in FY090n the top 0B.4 percentise million US$

last year.With only marginalincrease imet
investment income outdw, this deterioration mainly stemmed from increase in net interest payments.

Increase in investment incomet outflow decelerated 9 percent dung FYQ9 from 7.4 percent

last year. This deceleration mainly resulted from lower repatriation 6f &rdividends in FYQ09
comparedo last year.Close to thredourths of this decline was driven by financial business and
communication.Profits of he former was mainly hit by the slowdown in econany rise in non
performing lans whilethelatter was adverselyfaf ect ed by f al | in PTCLOGs
Voluntary Separation ScheréWhile a part of this lower repatriation owed to lower corporate
profitability, considerable depreciation of exchange rate also contributed to this fall.

The sectos which witnessed increase in repatriation of profit and dividends during FYQ9 included
power, petroleum refining and trade. This mainly reflects higher profit of oil marketing and

8 For detail see FE circular No. 04 of 2008, dated May 09, 2008.

® The repatriation of profit & dividends by PTCL declined to US$ 1.1 million in FY09 from US$ 48.2 million last year.
19 Earnings of met of these companies are in Pak rupee, while repatriatiomiollars.
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Table 7.5 Current Account Balance
million US Dollar

FY08 FY09”  Absolute change

1. Trade balance -1,4970 -12456 2514
Exports 20427 19,212 -1216
Imports 35,397 31,668 -372¢
2.Services (net) -6,457 -3,282 317t
Transportation -2750 -2241 50¢
Travel -1314 =775 53¢
Communication services 10 52 42
Constuction services -19 -50 -31
Insurance services -98 -71 27
Financial services -141 -105 36
Computer & information services 25 62 37
Royalties and license fees -79 -82 -3
Other business services -2,982 -1,164 1,81¢
Personal & cultural & recreationatiwices 2 0 -2
Government services 889 1,092 20¢

of which: Logistic support 655 912 257

3. Income (net) -3,918 -4,337 -41¢
Investment income( net ) -3,928 -4,351 -42%
Direct investment -3,065 -3,153 -88
of which: Profit & dividends -672 -569 10¢
Purchase of crude oil and minerals -1,458 -1,669 -211
Portfolio investment -319 -400 -81
of which: Dividend -249 -171 78

IMF charges & interest on off. external debt -780 -746 34
Interest on private external debt -184 -108 76
Interest on reserves 479 82 -397
Others (net) -49 -12 37
4. Current transfers ( net) 11,476 11,215 -261
Private transfers 11,048 11,043 -5
Workersdé remittances 6,449 7,811 1,362
FCA - residents 444 -248 -692
Others 4,153 3,480 -67¢

of which: Exchange companies 2,222 247 -1,97¢
Official transfers 428 171 -257
Current account balance -13,869 -8,861 5,008

* Provisional

petroleum refining companies on account of inventory gains (high oil prices) in FY08. As they
announced their results by the end of the lasafigear, the payments fell in FY09. Some of these
companies included Shell Pakistan limitPakArab Refinery LtdandPakistan Petroleuratd.

Highernetinterest payments, on the other hand, were driven by sharp fall in earnings on foreign
exchangeeaserves as gross interest payment were lower in FY09 compared with the |éstgear
Table 7.6). In particular, interest earnings on foreign exchange resarnfes09were the lowest in
the last nine years which more than offset the fall in gross ih{gagments. Lower gross interest
payments, in turn, were contributed by both government and private inteygstrga. However,
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interest onDB and IMF loans increased during
FY09 on account of higher debGoing ahead,

Table 76: Details of Interest Payments and Receipts

million US Dollar

interest payments would incredaeethe wake of Fyor Fyos FY09

increased IMF |0an3§'_ Payments (I+l1) 1,236 1,414 1,231
|. Total external debt 1,017 1,156 1,032

Current Transfers Public & publicly guaranteed 840 954 872

During FY09, current transferdeclined by 2.3 Longterm 666 737 655

percent against a respectable growth of 8.4 Military 8 4 2

percent duringhe previougear. With onlya Euro bonds 145 192 178

marginal decline in private transfers, this decli  Commercial loans/credits 11 10 7

mainly owed to fall in official transfers on IDB 10 11 30

account of lower budgetary support receipts Private loans/credits 154 184 108

during the period. IMF 23 18 52
Il._ External liabilities 219 258 199

Nominal fall (US$5 million) in private transfers  Foreign currency deposits 33 56 57

during FY09 on the other hand, maintgsuled Special US$ bonds 13 8 5

from lower other private transfers and outflow  central bank deposits 27 30 15

from resident foreign currency accounts, Others 146 164 122

wherea s wor ker so remit:tt Receipts 526 643 216

increa® during the period. e entire decline in  |nterest on reserves 410 479 82

other private transfers, in turn, was caused by oihers 116 164 134

fall in foreign exchange companies inflows  “\¢ 710 771 1015

during the period under review. Source: State Bank of Pakistan

It may be mentioned here that other transferq Figure 7.10: Other Current Transfers Through Foreign

through exchange companiesntinuously Exchange Companies

declined since May 28, when SBP linked 300

exchange companies outflow to home A /\

remittancesand reached zero in December 225

2009 onwardseeFigure 7.10). In fact, after 74 \/\ / V \

adjustingfor the aforementioned inflows of 2 150

exchange companié$pverall current 2 '

transfers increased by 18.5 pmmtduring the E

period. S \/\/\

Wor kersdé Remittances 0 ———————————

Continuingthe lasf our year trp §§B§8§§§8%¢’8%;

remittances recorded impressive growth in 5328588333 8¢Z8¢8

FYQ09 (sed-igure 7.11). Specifically,

workersé6é remittances grew by 21.1 percent

FYO09 on the top of 14.0 percent azge growth during the last foyears.

Unlike the previous four years, however, when higher inflows through exchange companies
contributed around 60 percent of the average growth, remittances growth in FY09 was mainly (more

than 60 percent) explainéy higher inflows through bankdMonthly data on remittances suggests

thatthis changerom previous four year trend was more pronourfoeish November FY09 onward
i.e after FIA crackdown against undocumented fund traliséeFigure 7.12)."

1n SDR terms, debt servicing on IMF debt would increase from 46.9 million in FY09 to 88.2 million in FY10 and would

peak at 186 million in FY12 before falling in FY13 onward.
12 These inflows continuously declined since May FY08, when SBP linked exchange companies outflow to home
remittances, and reached zero in December FY09 onward.

13 buring NowJune FY09, close to three fourth of total YoY increase (25.1 percent) in remitteasesplained by banks.
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Countrywise data suggests that higher Figure 7.11: Contribution in Remittances Growth
inflows through banks from November FYO9 | mExchange companid Others (banks and post offic:
onward were largely sourced frddmited 24

Arab Emirates (UAEandKingdom of Saudi
Arabia (KSA). While the former withessed

marked upward shift, higher inflows in the

latter appear to beteend increaseln

particular,monthly average remittange 12

inflows from UAE increased by 90.4 percent

during NowJune FY09 compared withe

same period of last year (s€able7.7). At

least a part of this increaseuldbe attributed

to possible divelien of undocumented fund 0 . ; . .

transfer to documented channel as this FYO05 FY06 EYO07 FY08 FY09
increasecoincided with thd=ederal

Invesigation Agency FIA) action against
undocumented fund transfer. Likewise, jOb Figure 7.12: Contribution in Remittances Growth (YoY)
losses andonsequent shifting of migrarﬂs DngtofficelForeign exchange compall Banks
Pakistan along with thegavings and possible
reverse capital flight in the wake obllapse
in booming real estate business in the
neighboring country may be the other
probable factors behind increase in
remittances inflows from UAE.

=
©

percentage point

[o)]

25

percentage point

Country wise data on exchange comparoas,
the other hand, suggests that remittances
inflows became almost stagnant at lower leve
after continuously increasing till September
FY09. With around 50 percent share in
overall inflows, fall in remittances from US
was the major reason behind thisakening
trend(seeFigure 7_13_ This fall also Figure 7.13: Country-wise Remittances Inflows Through Foreign
coincided wih the action against Khanisand Exchange Companies

Kalia, which may imply that migrants might B OthersE—— UAE HEEE UK B US — Total
have withheld theifund transfergor the time 200
being in anticipation of further action against
other exchange compasi-* Encouragingly, 150
month over montlchangeshows some signs
of recovery in remittances during the last
quarter of FY09. Moreover, shrinking US job
mar ket and workerso [u
home on account of the difficulties in
reentering the marketay also have 0
decelerated the remittances inflow from US.
Unlike US, renittances inflows sourced from
UK have increased considerably in the post
October FYO9eriod Data suggests that a large part of this increasepiaale througtbDollar East
ExchangeCompany (Pvt.) Ltd

-25

Juk08
Aug-08
Sep08
Oct-08
Nov-08
Dec08
Jan09
Feb-09
Mar-09
Apr-09
May-09
Jun-09

100

million US$

“DuringJulOct FYO09, Khanani and Kalia accounted for 17.0 percen
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Table 7.7 Mont hly Average of Workersd Ren
million US Dollar

FYO08 FY09
Jul-Sep Oct Nov-June Jul-June Jul-Sep Oct Nov-June Jul-June
Total
Banks 370.6 429.2 390.7 388.9 420.0 306.7 490.0 457.2
FECs* 116.7 134.6 138.1 132.5 184.1 140.0 165.9 168.3
Post dfices 129 16.4 17.2 16.1 22.5 19.4 27.2 25.4
Total 500.2 580.2 546.0 537.4 626.6 466.1 683.1 650.9
UsS
Banks 7.7 954 70.3 74.2 59.1 44.9 63.7 61.0
FECs* 62.6 74.5 76.1 72.6 107.4 82.3 75.0 83.7
Total 140.3 169.9 146.4 146.8 166.6 127.3 138.6 144.7
UAE
Banks 63.0 78.1 76.2 73.1 83.0 60.3 139.1 118.5
FECs* 11.9 13.9 12.5 12.4 14.4 9.6 12.6 12.8
Post dfices 4.2 54 5.8 5.4 6.7 6.1 10.9 9.4
Total 79.1 97.4 94.4 90.9 104.1 75.9 162.6 140.7
UK
Banks 24.3 30.7 21.8 23.2 235 17.6 18.2 19.5
FECs* 15.7 13.9 15.0 15.1 16.0 13.6 38.8 31.0
Total 40.0 44.6 36.8 38.2 39.5 31.2 57.0 50.5
KSA
Banks 88.3 84.1 93.3 91.3 112.0 80.1 111.7 109.1
FECs* 5.0 5.7 7.9 7.0 11.7 9.4 12.3 11.9
Post dfices 5.1 6.2 6.3 6.0 9.0 73 9.2 9.0
Total 98.3 95.9 107.6 104.3 132.7 96.8 133.1 130.0

* Foreign Exchange Companies

As a result its share in overall remittances fromibéteased from around 11.0 percent in October
FY_09 to 61.8 percent In_ June FY09. AneCdOt‘ﬂ'll'abIe 7.8: Country-wise Remittances Analysis
evidencesuggestshat this company has Values (billion US  Contribution in
captured the share of Khanani &aKawhich Dollar) growth (%)
accounted for more than 50 percent of the FYo8 FY09  FY08 FY09

remittances from the country in OctatFY09.  USA L.ve 174 550 -041

UK. 046 061 052 227
On the aggregate basis, a large part of the =~ Saudi Arabia lzs A=y dds A
remittances growth in FY09 was contributed t YAE Loe daw Al e
Gulf region(in particular UAE) and United Other GCC 098 120 411 340
Kingdom. This is unlike the previous year,  EU countries 018 025 050 1.10
when United States was the largest contributc_Others 073 077 -1.44 066
remittances growt (seeTable 7.8). Total 645 781 1743 21.08

Resident FCAs

During FY09, RF@s recorded a net outflow of US$ 248 million against net inflow of US$ 444
million during the last yearThis entire decline was recorded in the initial four months of FY09, as
RFCAs recorded increase d6$ 68 million in the ensuing months (Ndune). This fall mainly

resulted frormoninstitutionalwithdrawal during October FY09 amid sharp depreciation in exchange
rate and rumors of possible freezing of foreign currency accotimwever, with the stality in
exchange ratan subsequent months (Ndune) RFCAs recovered some of the losseBeredduring
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JukOctober Y09 (seeTable 79).° This
recovery was absolutely driven by increase in

Table 7.9: Currency wise Composition of RFCAs

non dollar denominated currencies, which

Unit of currency, million

together constitutelose to one fourth of the

overall resident foreign currency accounts. In
fact, part of the increase in non dollar
denominated RFCAs was offset by appreciatic

of US$ against Euro and Pound during the

period.*® Had US dollar against Euro and Pour

beenconstant at end June FY08 period, recove
in RFCAs would have been relatively higher.

Box 73: MeasuresNeeded To Divert Remittances to

US dollar Euro Pound Yen
End FY08 2,8745 3075 226.5 224.9
End OctFY09 2,747.8 288.4 231.3 180.6
End FY09 2,656.1 308.3 2789 1,054.3

Equivalent US dollar

US dollar  Eurc Pount Yen Total
End FY08 2,874.5 4854 4514 2.1 3,813.3
End OctFY09 2,747.8 369.9 378.2 18 3,497.7
End FY09 2,656.1 4350 463.7 11.0 3,565.7

Formal Channel
Workers gemittances haveecome an increasingly

After adjustingfor exchange rate changes (US$ versus Euro, Pc
and Yen)

importantsource of external financing for many developir

countries. Pakistan has also witnessed sharp increase il
remittances in the recent years (Bégure7.3.1). In
particul ar, Paki stan wor k
from around US$ 1.0 billion during FYO01 to US$ 7.8 billic

in FY09.

USdollar  Eurc Pounc Yen Total
End FY08 2,8745 485.4 451.4 2.1 3,813.3
End OctFY09 2,747.8 455.1 460.9 1.7 3,665.6
End FY09 2,656.1 486.5 555.7 9.9 3,708.3
Source: SBP

Notwithstanding this strong increase in remittances, thq
are evidences that a considerable part of remittances in
developing countriesontinue to beouted through
informal channel. For instance, World Bank estimates
suggest thalow through informal channel may
conservativel add50 percent of the officially recorded
remittances Usually, informal channels opéeeain
countries where flows are not attractive to banks becau
their small amount, where technology is still inaccessib}
persons and businesses, or where consumers have grg
trust and preference for perstmperson delivery.
Moreover, lower @nsaction fee, high speeservice and
availability of better service to both the sender and
recipient are other factors which promote Informal Valu
Transfer System (IVTS).

Most of the abovementionedfc t or s f i t i T
For instancespeed of transferring money through banks

Figure 7.3.1: Workers' Remittances

from three major destinations is52days which is
substantially higher than less than one hour speed of M

Transfer Operators (MTOs) (s&able 7.3.1). As a result,
remittances statistics are still known to be underreporte:
due to the presence Hindi/Hawala channelAnecdotal
evidence suggests thatrecorded remittances are roughl

8000 /
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& 5600
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S /\/
€ 3200 /
800 —m———— /7 T
N~ [o)] — (a2} n N~ (o] — [92] o N~ (o]
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Table 7.3.1: Cost Structure of Remittance Flows
Banks Fee MT O6 s Banks MTO

Transfer speed

Country US$200 US$50( US$20( US$50(

close toofficially recorded remittances

Sinceunrecorded inflow may add substially to recorded
flows, efforts must be made to divert these flows to form
channel. In this regard, technological improvement, ma.

(days)
USA. 239 2975 17.94 3305 35 <1hour
KSA 34 385 658 7.8 35 <1hour
UK. 494 1235 1452 21.85 2 <1 hour

development and learning by successful practices of ott
countries (se@able 7.3.2) can be of great help.

Source www.remittanceprices.worldbank.org

Partialarly, following measures aimportantto encourage remittances through formal channel

15 During NowvJune FY09, RFCAs increased by US$ 68 million, thereby offsetting part of the total loss of &)&flidh

suffered during JuDct FYQ09.

18 buring FY09, US dollar appreciated by 10.6 percent against Euro and 16.6 percent against Pound.

17C

eased



Balance of Payments

1 The legal status of migrant workers sending the remittances is not always regulBan&d are
reluctant to enter the financial service market for migrant whtasesss not regularizedTo shift the
flow of undocumentedni g r serkersr@nittances through formal channel, bilateral dialogue and
cooperation with the sending countries authorities is needed to resolve the legal issues faced by migrants
to open théank account in host countried case in point is Mexico whersndocumented workers can
open account in UBased commercial banks using identification cards issued by Mexican consulates
This has allowed theto send money home through formal channélsioney transfers.

1 Lack of competitiveness in banking sector for remittances transaction services and limited number of
bankbranches in the remote ared®r instancethree largest banks in Pakistan transact more than 70
percent of the total remitgées To expand the commerci al bankds branch ne
areas, one approach is to establish partnership between leading banks and government post offices for
cost effective and speedy transfer of workersd remittal

Box 7.3.1:Practices Followed by Other Countries
In Philippines, remittances can be done through phone, online and via text. The banks have invested extensivg
latest technology in web, online and phone security.

Phone Remittane
It is done through debit card of the remitter. Remittances over the phone take about 2 minutes. Calls are recor
security purposes.

Online Remittance
24 hours 7 days online remittance ser viTbheremittsrcan gackn
his remittances, print receipt and even change his password.

Text Remittance
It is done by sending an SMS message to the remitting office.

Pre-departure Orientation Program
At the departure of Filipino workers, the trainingisvided related to
fAwareness of his/her rights.
fLegal framework of the country where the person is going.
TBenefit of the saving ansendingremittance to Philippines.
fiGuidance towards certain associations working for the welfare of remitters.

These training programs give banks an opportunity to market the outgoing Filipino workersifa higvaccount in
their banksand motivate them to remit money back through their branches or subsidiaries.

FedACH International Mexico Service
ACH (Automated Clearing House) is a laast payments channel and is already in place in almost every financia
institution in the United States:or this reason, there are no setup costs for most barlcdhtiase to offer the

program. It uses standardized formats for the payments to be channeled to Mexico in an automated mode and
delivered electronically to bank accounts theBanks that use the service can offer remittances for less than $5 a
transacin.

Computer Kiosk System

I CIl ClI Bank, a private Indian bank, provides AMone
According to this system, a send e rAssoa as thansastions ke t

place, Money2india agent informs the kiosk, which is equipped with &d®ivATM. This service is very convenient
for rural recipients and provides the local population with electronic access to financial services.

Card-Based Servies

Cardbased services provide senders and recipients with convenient and affordable remittance pecduststhey
do not require carrying large amount of cash and card holder are able to use card terminals anlth Aités.Visa

is working on careaccount to car@ccount transfer in Europe and IndBimilarly for Mexican migrants, US bank
offers Secure Money Transfer at the ATM. The AB¥ly card is sent to the recipient in Mexico, who can get fund
anv of the 20.000 nlus ATM networks in Mexico

1 The informatiorrelating to diffeéent instruments and produdts remitting money is not disseminated for
c o s t ukmmvledg® The better dissemination of information regarding fees of each of the different products
for remitting money will cause competitive environrhenthe market As in the case of Mexico and Sranka,
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authorities in both countries play an active role in collecting, comparing and disseminating the cost of the each of
the available instrument for sending remittances from the USA and Middle Eastiesu
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Box 7.4: Pakistan Remittance Initiative

To encourage Pakistanb6s migrant to use banking channel for
any loss, State Bank of Pakistan, Ministry of Finance and Ministry of Overseas Pakistanis ligvaymiched Pakistan

Remittance Initiative (PRI) on August 22, 200Bhe initiativeaimsis to boost and facilitate remittance transactions through

fast, transparent, reliable and efficient banking servidéere will be an Advisory Group which willpiconsultation with

other stakeholders, formulate strategy to achieve the following PRI's obgective

1 Automatic delivery of home remittances in beneficiary account/ over the counter system in real time; generating
confirmation SMS to remitter and thertsdiciary.

1 Development of robust and reliable ATM Network to offer an option to beneficiary of home remittances to
withdraw cash even after banking hours and holidays

1 Development of integrated and secured payment system infrastructure of AlteghadeyDChannels (ATM POS,
IVR, Call Centre, Mobile Banking) offering option to beneficiary of home remittances to make P2P payments,
payments at merchant sites, payment of utility bills, fund transfefTéiic would encourage beneficiaries to
maintain alance in bank accounts eventually helping increase savings/deposits.

1 Inthis regard, initially five major bankse Allied Bank, Habib Bank, MCB, National Bank of Pakistan and United
Bank have been selecteth the first phase, RTGS will enable thdmmks to transfer interbank transaction into
the beneficiary account on same day.

Furthermore, a PRI website and a call centre have also been established to facilitate senders and beieficgmiese
the formal channel of remitting money, firdal incentives will be given to those overseas financial entities able to mobilize
US$ 100 million remittances in a yeak Complaint Handling Mechanism has been put in place and SBP is also introducing
a mechanism for compensation to remittance
beneficaries for delay by the banks

Figure 7.14: Sources of Financial Account Balance
FE Circular No.04 dated August 22, 2009. = Other investmer— FD| mmmm FP|
PSD Circular No.02 dated August 22, 2009. 12

FAB

7.2.2:Financial Account
Financial account surplus declined for the 8
second successive year in FYOBhefall in
capital inflows was relately moderate last
year as global financial crises was still
unfolding, growth prospects were relatively I

better andhe domestistock market hadeen 0 . . . :
only a small declineHowever, as FY09
progressedhe globalfinancial crises
intensified,growth prospets weakened, stock
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market plunged, security risk heightened and u n tredi default risk peakedConfluence of
these factorted t036.6 percent declin@ financial account surpluwduring FYO9compared td 8.4
percendeclinelast year

Unlike the previous year, when the entire decline was caused by fall in portfolio investment,
deterioration in FY09 was broad based as foreign direct investment anchogstment (which
mainly includedoans) also declined (s&égure 7.14). Other investmentiflows, however, revived
after IMF support for macroeconomic stabilization program in Nove@®@8 This support not only
helpedin increasing loan inflows from other sources but also decelerated the retireme2®f FE
loans significantly by stabilizingxchange rateNonetheless, investment inflows remained under
pressure throughout the year

GO'”Q forward, financial inflows _are likely to Figure 7.15: Private InvestmentiFlows (net) to Developing and
remain under pressuasnot only investment | Emerging Economies
inflows have limited chances to revive but W Private portfolio investmer B Private direct investme
bilateral loan inflowsare alsaot certain In 500
particular, most of FODP related bilateral
pledges are project loans, disbursement of | 250
whichwould be subject to the progress on the 4
project 5
z o
Net Foreign Investment
In line with the emerging and developing
market trend, net foreign investment to -250
Pakistan continued its declining trend for the g & & 8§ 5 & 3
second consecutive year ($6gure 7.15. D L R =
This fall in investment inflows mainly owed | Source: IMF; Eestimates

to worsening financial crés which weakened
capacity of the international investdesinvest m account of falling corporate profits, heightened risk
and reduced access to financial resourtes

case of Pakistan, the impact of g|oba| financie Table 7.10: Net Inflow of Foreign Investment in Pakistan

crises on foreign investment wasther million US Dollar

compounded by weakening macroeconomic
fundamentals and deteriorating law and order

FY08 FY09 Growth (%)
Foreign investment 5,450.2 2,665.4 -51.1

situation As a result, net foreign investment - "V investment SRR e ~40.9
declined by 51.1 percent during FY09 compai Forelgn dlre.ct |r.1ve.stmenl 5,410.2 3,719.9 -31.2
with 35.3 percent decline last yeSee Table ~ °f Which: Privatization
7.10)_ proceeds 133.2 0 -
Portfolio investment 19.3 -510.4 -2751.4
It may also be oted that foreign portfolio Equity securities SIS ezt
investment, being volatile in natures, reacted Debtsecurities v Lo g
relatively fast to global crises compared with !l Public investment 208 5441 -2,715.9
foreign direct investmer(seeFigure 7.15. In _of which:Debt securities* 208 5441 -2,715.9
absolutﬁerms,during FYO09, foreign direct * Net sale/purchase of Special US Dollar Bonds, Eurobonds, FE
investment shrunk by US$ 1.7 billion wil DBC, T billsand PIBs

foreign portfolio investment recorded net
outflow of US$ 1.1 billion

Foreign Direct Investment

Foreign direct investment declined considerably during FY09, after rising continuously in the last
seven years (sdegure 7.16. As mentioned earlierhis decline was attributed to both the external
and internal factors. On the external front, global financial crisis reduced overall outward foreign
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direct investment from US and UK while fall in oil prices significantly slowed down foreign
investment fron UAE during 2008.
As thesewerethe major source countries of o —
. . . . . igure 7.16: Foreign Direct Investment
for_elgn dlrect_lnvestment to Pakistan, inflows|  —reinvestedearning == Equity capita
to it also declinedIndeed, close to 6@ercent = Privatization proceec FDI
of the fall in foreign direct investment during 6

FY09 was contributed bgecline in inflows
from these countrigseeTable 7.11).

4
Similarly, on the domestic front, lower
corporate profits and weakening growth ;
prospects reduced reinvested earnings during —
the period (se€igure 7.19. Consequently,
foreign direct investment declined by.21
perent during FY0%gainst respectable 0

increase of 5.3 percent last year.

billion US$

FY04 FYO5 FY06 FYO7 FY08 FY09

Despite deterioration in FYO8pwever,
Pakistan is still well placed compared to otfeggional countrieg terms of Inward FDI Performance
Index Gee Box7.5). This relatively béer ranking is perhaps the reflectionnigher FDI in 2006 and
2007asthis index is based on three ygaverage

Box75: Inward FDI Performance Index

The Inward FDI Performance Index ranks countries by the FDI they receive relative to their ecoirenitds the ratio of
a country’s share in global FDI inflewo its share in global GDPValue greater than one indicates that the coumdsy
receivedmore FDI than its relative econonsize;a value below onsuggestshat it receive lessFDI (a negative value
means that foreign investors disinvest in that period)

The index thus captures the influence on FDI of factors other than market size, assuming that, other things being equal, size
is the "base line" for attracting investmefthese dter factors can be diverse, ranging from the business climate, economic

and political stability, the presence of natural resources, infrastructure, skills and technologies, opportunitiesgdatipgurtic

in privatization or the effectiveness of FDI promoot

IND. = FDI:-'IFDIH_'
S GDP,/GDP,,
Where
IND; -The Inward FDI Performance Index of ttfedountry
FDI; -The FDI inflows in the"l country
FDIl, - World FDI inflows
GDP.  _GDPinthel county Table 75.1: Inward FDI Performance Index
GDR, . World GDP Countries 20032005 20042006 20052007 20062008
Bangladesh 0.46 0.48 0.40 0.33
This measure is widely used to evaluate the performanc nepal 0.05 -0.01 0.00 0.00

a countryin receivingFDI. Pakistan scored 1.06 on FDI

. . o Indi 0.45 0.62 0.63 0.71
performance index during CY200&lthough it is less thar naia

the previous yearsbo eismaieXPakistan 0.75 1.03 1.12 1'063'[
Pakistan is receiving more FDI relative to its economic. ¢ Sri Lanka 0.66 0.61 0.54 0.57
Moreover, Pakistan is ranked highest agithe other Soutl china 2.02 1.32 0.99 1.08
Asian countriesgeeTable 7.5.1). - -

Source: UNCTAD *Estimated on the basis 6¥1F data

Although most of the sectors received lower foreign direct investmenigdayifl9, a large part of
overall fall was contributed by communication and financial business, which together constituted
more than 60 percent of the overall foreign direct investment in Fi¥O&er investment in
communication mainly emanated from [@yer equity flows on account of absence of privatization
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proceeds and re_latlve Saturatl_on of the mafke* Table 7.11: Outward FDI Flows From Selected Countries
and (b) lower reinvested earnings on account_billion US Dollar

lower profits. Lower investment in financial 2005 2006 2007 2008
business, on the other hand, was probably World
explained by laclof mergers & acquisitions USA 36.2 244.9 398.6 332.0
owing to weakening growth prospects and lov UK 80.8 85.6 275.5 139.3
reinvested earnings. Other major sectors whi UAE 3.8 10.9 14.6 15.8
received lower foreign direct investment durin Switzerland 50.8 76.6 50.6 85.0
FYO09 included trade, transport equipments, Pakistan
electronics and cement. USA 0.4 0.7 1.4 0.9
UK 0.2 0.6 0.5 0.5
On the other hand, oil & gas exploration, pow: uae 0.4 1.6 0.7 0.4
food packaging and petroleum refining record switzerland 0.2 0.2 0.1 0.2

increase in foreign direct investment during
FYQ09 (seeTable 7.12). Higher inflows in oil &
gas exploratiotargely reflect higher investmen

Source: International Monetary Fund

Table 7.12: Sectoswise Foreign Direct Investment
million US Dollar

in BP petroleum an&NI Pakistan (Pvt) Ltd FY08 FY09
while higher inflows in food packaging reflects Value Share  Value Share
higher investment in Tetra Pak Pakistan Limit™gj/ g gas explorations 6348 1.7 7750 208
Similarly, higher investment in petroleum Transport equipment 1114 20 824 22
refining mainly owed to PaRrab Refirery Power 703 13 1306 35
limited whereas higher investment in power W conggruction 890 16 934 25
malnlyisconcentrated in thermal sector during  ,,4e 1758 32 1666 45
FY09. Communication 1,626.8 30.0 879.1 23.6

Financial business 18649 344 7074  19.0
Foreign Portfolio Investment Personal services 94.7 1.7 100.1 2.7
Foreign Portfolio investmemegistered a histori giers 7422 137 7851 211
high netoutflow of US$ 1.1 billion during FYQS Total 5,410.2 3,720.1

against net inflow 0bJS$ 36 million during last

year (sed-igure 7.17. This capital outflow Fiqure 7 17- Foreian Portfoliol
wascontributed by both equity and debt 'gure 7.17: Foreign Porticlio Investment
securities 36 _

Higher equity outflow largely reflected poor
performance of stock market while higher
outflow from debt securities was on acobu

of Euro bond payment worth US$ 500 million
and buy back of US$ 100 million bond by
Pakistan Mobile Communications Limited
(PMCL). It may be pointed out that PMCL
bond(worth US$ 250 millionwas to mature

in 2013, but it bought it back at a discount of 1.2
23-30 percent to reduce itsdebtedness and
future interest expense.

N
~

billion US$
[
)

o

©
[=}

o
o
>
L

FY04
FYO05
FY06
FY07
FY08

Outstanding Export Bills
Falling trend in exports was also reflected in declinipgragate stock of outstanding export bills
during FY0Q Specifically, the stockeclined by US$ 3 million during FY09 compared with

Y Annual report FY08 by Pakistan Telecommunication Authority
18 Increasing reliance on thermal power, however, maytie&tcrease the furnace oil import, thereby making the import
bill more vulnerable to global oil prices.
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increase of US$ 557 million iRY08. As mentioned in the earlier reports, Central Baslose
monitoring of overdue outstanding export bills also contributed to this dellingy the period under
review.'® Moreover stability in exchange rate after IMF support for macroeconomic stabilization
programmay also haveontributed in decreasing the stock of outstanding export bills during FY09.

Currency and Deposits(Assets)

Currency and deposits reded a decline of U$262.0 million during FY09 against decline of US$

609 millioninFY08. Thi s is mainly due to t h-85nbstraspbnease i n ¢
account of retirement of FES loans by exporters and importers amid Pak rupee depreciation during

FY09.

Official Long Term Loans

Official long term loans recorded a net inflow of US$ 1.6 billion during FY09 against an inflow of
US$ 1.2 billion received duringY08. The improvement during FY09 was a result of US$ 1.0 billion
YoY increase in program loatdDB and World BanR, as project loaneduced by US $ 441 million
during the period Moreover, higheamortizationsn FY09 also offset the part of increase in long
term loan inflows

Official Short Term Loans

The official short term loans registered net outflow of US$ 148 million during FY09 compared with
net increase dfiS$ 559 million in the preceding yearhis was primarily due to repayment of US $
688 million to Islamic Development Bank

during FY09 Table 7.13: IDB Debt Drawing and Payments (lesshan one year)
million US Dollar

i _ FYO5 FY06  FYO7  FY08 _ FY09
It may be pointed out that short term lending Drawing 2710 1690 _ 250 7000  656.0

from IDB increased in the wake of high oil
prices in FY08 As this lending is for less than
one year, it is reflected in outflows in the very next ydarus in FY09, almost atif the short term
drawings were used to repay the previous year debTéde 7.13).

Repayment 8.0 271.0 192.0 25.0 688.0

Private Loans
During FY09, pivate loans recorded a riaflow of US$ 598 million against US $ 693 million of net
inflow in the previous year.The major : —

companies that recorded inflows were Warid | 9@ -18: Trade Financingand Exchange Rate
Telecom (US$ 308 million), Engro Chemicals ﬁmadennammg Exchange rate (RH: 84

(US$ 223 million), Pakistan Mobile HH N /\,_/-/

Communication (US$ 110 million) anchgro
Energy (US$ 104 million) during the period
under review.

PKR/US$

Currencies and Deposits (liabilities)
Currency and depositteclined by US$ 445

million during FY09 compared with the
decline of US$ 47 million in the corresponding

period last year. This wdargely on account -220 60

million US$

L - . . I\I\Bwoowoooogmmou
of decline in trade financingDespite 22325338323 ¢%
increased differential in WAF€and local S8 2522762532

currency lending rates retirement of forex

19 From July FY09, banks were asked to provide data on outstanding exports bills on monthly basisrtahkank. From
August FY09 onward, the fogiency of reporting was increased to weekly basis.
2 weighted Average Foreign Currency
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loans accelerated due to the expectations of the Rupee depreciation against US dollar in the initial
months ofFY09. However, with the stabilization in exchange rate from November onwards,
retirement of these loans slowed down significantly tSgare 7.18).

Table 7.14 Financial Account
million US Dollar

FY08 FYO09® YoY Change (%)

Financial account (net ) 8131 5222 -35.8
Direct investment abroad -75 -25 -66.7
Direct investment in Pakistan 5410 3720 -31.2
Equity capital 4401 3007 -31.7
of which: Privatization receipts 133 0 -100.0
Reinvested earnings 1009 713 -29.3
Portfolio investment 32 -1096 -3525.0
Equity securities 15 -552 -3780.0
Debt securities 17 -544 -3300.0
Net foreign investment 5367 2599 -51.6
Other investment 2764 2623 -5.1
Assets 32 715 2134.4
1-Outstanding export bills (exporters) -595 178 -129.9
2-Outdanding export bills (DMBs)) 18 153 750.0
3-Currency and deposits 609 384 -36.9
of which banks 507 190 -62.5
Liabilities 2732 1908 -30.2
1-Foreign Longterm govt loans / credits ( net) 1223 1616 32.1
Project loans 1250 809 -35.3
Non- project loans 1104 2115 91.6
Amortization 1131 1308 15.6
2-Short term capital (official) 559 -148 -126.5
of which: IDB (net) 675 -32 -104.7
3-Private loans 693 598 -13.7
of which: Supplier credits 1027 959 -6.6
Suppliers credit repayments 334 361 8.1
4-Currency ad deposits -47 -445 846.8
5-Other liabilities 254 287 13.0

Source: Statistics Department, SBP
p: provisional

Box 7.6:Pakistan Back into IMF program

Global financial crisis has severely impacted both the developed and developing econopaigiular, the developing

countries faced severe balance of payments problems as both the export earnings and financial inflows were badly hurt by

the crises As a result, number of developing countries approached IMF to avert balance of payresrduniisg 2008

onward gee Table ®.1). Pakistan also signed a stabilization program with IMF in the wake of fast depletion of foreign

exchange reserves, sharply depreciating exchange rate and increasing difficulty in meeting external obSgat®ns

Pakistan has a Il ong history of using | MF resources, it woul
various arrangements with IMF and some lessons from this experience.

Pakistan and IMF-A Historical Perspective

Paki st ayobushngMF edouraes can be divided into three distinct phabethe first period, 1970 to 1988,
Pakistan had four orgear Stand By Arrangements (SBAs) followed by one three year Extended Fund Facility TEEF)
special characteristics of thisade werda) with the exception of two, rest of the SBAs were fully disburéedthere was
little emphasis on structural reforms (except in EFF) é&r)depeated approach to Fund resourtebetween periods of
break
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In the second period, 1988 to 1999, Pakistan had both t
short term and multiyear arrangements with the IMF (se

Table 76.1: List of Countries Entering into IMF Stand By
Arrangements (SBA)as ofAugust 31, 2009
(million of SDRs)

Table 7.6.2). Unlike thefirst phase, these arrangements
emphasized on variety of structural reforms along with

demand management policie&lmost all the arrangement
went offtrack sooner or later on account of policy
slippages As a result, throughout this period Pakistars w
continuously under one or other IMF program

In the third period, 200@004, Pakistan availed one facilit
of SBA and PRGF eachrlhese arrangements were
completed successfully as Pakistan met most of the
structural performance criteridVith the reovery from
macroeconomic crises, Pakistan exited from IMF progra
in 2004

Effectiveness of IMF programs

With no way of assessing the counterfactual, effectivene
of these programs is hard to judddonetheless, IMF
Independent Evaluation Office (IB@eport suggests that
these programs had limited effectivenesscording to the
report in the first period, 1970988, though amounts
agreed under most of these arrangements were entirely
disbursed, they did not succeed in correcting the underl

Member Date of Expiration Total amount Undrawn
arrangement agreed balance
Georgia 15-Sep08 14-Mar-10 477 189
Ukraine 5-Nov-08  4-Nov-10 11,000 6,125
Hungary 6-Nov-08 5-Apr-10 10,538 2,951
Seychelles  14-Nov-08 13-Nov-10 18 11
Iceland 19-Nov-08 18-Nov-10 1,400 840
Pakistan 24-Nov-08 30-Dec10 7,236 3,833
Latvia 23-Dec08 22-Mar-11 1,522 986
Belarus 12-Jan09 11-Apr-10 2,270 1,752
El Salvado 16-Janr09 31-Mar-10 514 514
Serbia 16-Jar09 15-Apr-11 2,619 1,918
Armenia 6-Mar-09 5-Juk1l 534 269
Mongolia 1-Apr-09 1-Oct-10 153 77
Costa Rica  11-Apr-09  10-Jul10 492 492
Guatemala  22-Apr-09  21-Oct-10 631 631
Romania 4-May-09  3-May-11 11,443 7,073
Bosnia 8-Jul09  30-Junl2 1,015 832
Sri Lanka 24-Juk09 23-Mar-11 1,654 1,447

imbdances The second phase, 192800, was even
worse compared with the first phase as macroeconomic
performance deteriorated and financial imbalances large
persisted For instance, on average GDP growth fell to le
than 4 percent during 198800 from6 percent during
197088 while average export growth was less than 7.0
percent during 1982000 from more than 11 percent
during 197088. Though not covered in IEO report, the
third phase, 200@004,appears to bmore successful
compared with the firsito phases As economic growth
recovered, fiscal and external vulnerabilitieclinedand

Other IMF facilities availed by the countries are:

Flexible Credit Line (FCL)-Colombia (2009), Mexico (2009) and
Poland (2009).

Exogenous Shock Facility (ESFKyrgyz Republic (2008), Malawi
(2008), Senegal (2008), Mozambique (2009), Tanzania (2009)
Ethiopia (2009).

Poverty Reduction and Growth Facility (PRGF)Burundi (2008),
Congo (2008), Djibouti (2008), Liberia (2008), Mali (2008), Niget
(2008), Togo (2008), Zambia (2008), Cote d'feqj2009), Sao Tom
& Principe (2009), Tajikistan (2009%hana (2009)

Pakistarnwas able tdap international capital market to
meet its financing need’

Source: International Monetary Fund

The IEO report also points out the major reasorsrited effectiveness of thérst two phases Some ofthese are:

1  While Pakistan made significant progress in areas like trade, capital and current account liberalization, it could not

introduce structural reforms to increase its tax revenue to GDP, which is necessary for fom§iecaé
sustainability In particular, reduction of tariff and other taxes on international trade was fast relative to
introduction of new taxes such as general sales tax which resulted in bulk of the revenue shiortifiédldack

drop to meet th&MF fiscal balance target, the government often cut the developmental and social spending which

hampered GDP growth and in turn tax revenues

9  Strict conditionality is another factor which has limited the effectiveness of these programs. In particular,

implementation of complex reforms (may be necessary for longer term sustainability) was difficult in short time
frame. For instance, tax reforms, which require parliamentary approval for the given measure, could not be

implemented during the program period

1  Lower participation of local experts in the IMF policy formulation also reduced effectiveness of the programs.
Some experts, like Stigltz, claim that optimum economic program can best be formulated by the first rated
p r o%dlse shews that Eforms givé ¢ a |

economist already working on solvihgh a t

countryos

the best results when they are based on the strategies prepared by the beneficiaries themselves.

21 This could equally be attributed to congenial domestic and international environment as well as host of other factors

2 Goldin,l; Rogers,H; Stern,N. The Role andegfiveness of Developmental Assistance: Lesson from World Bank

Experience.The World Bank, 2002.90 p.
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According to IEO report, most of the programs, particularly in 1990s, were based on overoptimistic projections of
key macroeconomic indicators such as GDP, exports and domestic saving and investment. Faranstage
exports growth projection during 1990s was 15 percent against the actual growth around 5 percent. This led to
underestimation of current account deficit and build up of external debt. As a result, Pakistan face severe debt

sustainability prok#m, which was nadnalyzed in IMF reports until late 1990s. Similarly, the report points out

that IMF staff agree that tax revenue targets were also unrealistic.

Table-7.6.2: Pakistan's History of Arrangements with IMF
amount in million SDRs

Facility Date of arrangement Initial d_atg of Actual (_jatg of Amount Amount Percent
expiration expiration agreec drawn undrawn
SBA 8-Dec1958 7-Dec1959 22-Sep1959 25.0 0.0 100.0
SBA 16-Mar-1965 15-Mar-1966 375 375 0.0
SBA 18-May-1972 17-May-1973 100.0 84.0 16.0
SBA 11-Aug-1973 10-Aug-1974 75.0 75.0 0.0
SBA 11-Nov-1974 10-Nov-1975 75.0 75.0 0.0
SBA 9-Mar-1977 8-Mar-1978 80.0 80.0 0.0
EFF 24-Nov-1980 23-Nov-1983 1,268.0 1,079.0 14.9
SAF 28-Dec1988 27-Dec1991 15-Dec1992 382.4 382.4 00
SBA 28-Dec1988 7-Mar-1990 30-Nov-1990 273.2 194.5 28.8
SBA 16-Sep1993 15-Sep1994 22-Feb1994 265.4 88.0 66.8
ESAF 22-Feb1994 21-Feb1997 13-Dec1995 606.6 172.2 71.6
EFF 22-Feb1994 21-Feb1997 13-Dec1995 379.1 123.2 67.5
SBA 13-Dec1995 31-Mar-1997 30-Sep1997 562.6 294.7 47.6
PRGF 20-Oct-1997 19-Oct-2000 682.4 265.4 61.1
EFF 20-Oct-1997 19-Oct-2000 454.9 113.7 75.0
SBA 29-Nov-2000 30-Sep2001 465.0 465.0 0.0
PRGF 6-Dec2001 5-Dec2004 1,033.7 861.4 16.7
SBA* 24-Nov-2008 30-Dec2010 7,235.9 3,402.6 530
Total 11,934.3 7,027.0 41.1

SBA-Stand By Facility
EFFRExtended Fund Facility
SAF-Structural Adjustment Facility
ESAFREnhanced Structural Adjustment Facility

PRGFPoverty Reduction and Growth Facility
SourcelMF

*As on August 31, 2009

il

Lastly, frequent changes in the government in 1990s also contributed to ineffectivethesgrofirams There is
a point of view that most of the programs that had gone off track, would have been back on track if there was no
disruption of political process

However, like in the past strong commitment is needed by the government to thkketiaions, especially on the fiscal
front- taxing the untaxed segments of the economy and doing away with subsidies to minimize slippages

In FYO08, Pakistan once again faced an imminent balance of payments \Wfidioother alternatives exhausted, RBtdn had

little option but to approach IMFAn agreement on a macroeconomic stabilization was reached with the IMF in November

2008 |

n

August 2009,

access

under t he

current

SBA was

quota in tke wake of uncertainty afapital inflow from other sourcesThe current SBA signed with the IMF is different

from the previous arrangements in two respeEtsst, macroeconomic stabilization is prepared by Pakistani authorities

themselves and approvey the IMF. Second, IMF has modernized its conditionality by making it more focused and
adequately tailored to fundamentals of a member coGhffinese factors are favorable for the program success

augment

2 This change was made in the wake of criticism that some IMF loans have too many conditions that were insufficiently
focused on core objectives
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So far, the program is on track as Pakistan has wetién meeting quantitative performance targdisoking ahead,
however, implementation of structural reforms on the fiscal side would be challergingxample, IMF envisages
reducing fiscal deficit to 3.4 percent of GDP in FY10 on the back of dditioim of fuel and electricity subsidies along with
ambitious tax reforms by the end of FY0So far, given the sevepower shortages and resulting protest, and resistance
from the powerful lobbies government has neither been able to do away with subsiégtricity nor has it been able in
widening the tax netPast experience also suggshft introducing tax reforms is not likely to be easy in the wake of
weakening economic activityFiscal slippages could lead to domino effect that could impaintiole stabilization
program.

In this backdrop following suggestions may be helpful for the successful implementation of the program.

1 Past experience suggesiat most of the program went d@ffick on account of failure to implement structural
reformsduring the program period/Nhile structural reforms usually takeore time relative to demand
management measures, flexibility on IMF part in this regard may keep this program orLtkagkise, IMF need
to be more flexible in case of exogenous shock§agreed policy do not produtiee desired results.

1 Inthe past, Pakistan could only partly carry out structural refoAssa result, these programs helped Pakistan
only in the short run and economic imbalances could not be corrected on sustaisiabl&has greater focus on
addressing structural problems, particular on fiscal side, is necessary for the program to be successful in the
medium to long term.

In short, like most of the previous arrangements the current SBA with the IMF has alsadmbRefiistan for the time being

as it has helped in a) building up foreign exchange reserves, b) stabilizing exchange rate and c) improving sovereign rating
However, sustainability of these improvements along with recovery of economic activity anchatimeeconomic

indicators for a longer period of time will depend on how these funds are used to address the underlying structural
weaknesses of the economy

References
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7.3 Trade in Services

Services sector hasnergeds the leading

and the fastest growgnsector in the global
economy in théasttwo decadescontributing
more than 60 percent of the world output
Similarly, worl dds s
a rapid rate over thHast few yearsThe

major contributors in the wordd services

trade arerfinsportation, travels,
telecommunication, financial and insurance
servicesLi ke t he worl doés
contribution in production, South Asian
regional countries also have the largest share
of services sector in their respective gross
domestic output (sdeigure 7.19. During
2007, services sector contributed almost half

Figure 7.19: Contribution of Services to GDP
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of the domestic production in most of the
regional economiesHowever, the performance
of this sector in terms of services exports is nt

Table 7.15: Share of Pakistan's Services»@ports in World's
Imports
amount in million US Dollar; share ipercent

the same as in thautput This is probably due
to theintangible nature of services, which mak

amount Share of Pakistan's

exports inworld's
imports

Pakistan

World i mports
exports

themprone to thequantificationissuescompare
to the trade in goodsWhile tangible goods may
be produced, stored and consumed at any tin
and at any place, intangible sengom the other
hand can fardly be disassociated from its
production and consumptigeeeBox 7.7).

1982 0.8
1987 1.0

992 1.6
1.6
24
3.8

451.5
595.0
1,039.9
1,363.3
1,608.5
3,154.1

0.1¢
0.1¢
0.1¢
0.1z
0.1¢
0.12

2002
2007

Box 7.7: Definition and Nature of Services

By definition, service is an economic activity which

Source: World Development Indicators

adds value either directly to an economic unit or to a good belonging to anmherréc unit; therefore,
consumer and producer must interact with one anévhescordprovision ofa service

Services are very heterogeneous in nature and cover a wide range of economic activities of industries that
normally provideoutput and emplaypent It comprises both intermediate and final servickgermediate
services can be both distributigach astransport, communicatioandconstruction services and producer
servicessuch asusiness, financial and professian&lnal demand servisancludetourism, recreation, health,
education and environmental servic&ervices can also be differentiated on the basis of private and public
services, knowledge based or tertiary servidasurance, technical, information technologglyertisingare
someof theexamples of knowledge based servicé¢hereas, tertiary services include leasing, shipping,

franchising, distributing, retail tradetc®”.

Wor |l doés

s e rhave inceeasbmamifolds overthe levelthey were intie past Specifially,

in 2007 theseveremore than 5 times of whétey wergwenty years backHowever,Pakistan has a

negligible contri

Paki stanos

but.

on in worldbs services

grew by 28¢ pecemtarxgled td 2007 againsinincrease o#30

percent in worldexports (se@able 7.15). Moreover, as the world services exports grew strongly

over the year s, Paki

% Gloria 0. Pasadilla (2004)

stanos

share declined
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2007 It may be pointed out that Hakistan Figure 7.20: Services Trade

waseven abldo retainits share at the 1982 1 Trade deficit (RHS—— Exports growtt

level, its servicesxportswould have been g meers growtt .
around US$ 6.0 billion against present US$

3.8 billion?

During FYO09, Paki st aln
stood at US$ 4.0 billion representing 12.6

35 S&( 5
percent growth over FYQS8This is a _\\\g//\\ /

significant improvement over FY08 in which 0 AN /\ 3

percent
billion US$

services exports had declined by 13.3 petcen
In contrast to the si|e \
services imports dropped to US$ 7.3 hillion of
by 27.6 percent in FYQ9As a result services
trade deficitcontracted by around 50.0

<

-35

=

FYO05 FYO06 FYO7 FYO08 FY09

stanbs

percent to US$ 3.2 billion (séggure 7.20). ) — )
Figure 7.21: Contribution in Growth of Services Export

. B Transportatior ~ BGovernmen @ Other busines
7.3.1Services Exports OTravel OComputer & infor. O Others
Major servicesxports of Pakistan consist of 45
transportation, travel, other business services
and government servicegogether, these 30
categories constitute motlean 92 percent of
services exports (séechart 7.1). o —

()

o
Prior to FY02 transport services exports had | &
the largest share in services exports growth, 0
however, government services export
increased sharply FY02 onwards and -15

remained the largest contributor #rgces
export growth till FYO7 Government

FY02
FY03
FY04
FY05
FY06
FY07
FY08
FY09

services exports includ&gistic support
other receipts on account of foreign missions| Figure 7.22: Sharein Government Services Exports
andothers(seeChart 7.1). m Non-logistic supporm Logistic suppor

100
Government services exports posted 10.4
percent growth in FY09 against steep decling 8o
of 25.6 percent in FYO8The rise in the

government services was largely on account £ 60
of the logistic support which registered a e
o

strong growth of 39.2 percent in FY09 againg = 49
significant decline of 47.3 percent in FY.08

In fact, the healthy performance of theeaall 20

services exports during FYOEYQ9 largely

owes to the logistics support (deigure 0

7.2]). FYO4 FY05 FY06 FYO7 FY08 FY09

Along with the logistic support, nelegistic
support also contributed significantly to the government services exports in FY@@Jisex7.22)
Amongthe nonlogistic supportforeign missions remittancésthe largest contributor.

% Estimated based on 2007 data
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Transportation services exports the second largest foreign exchange eamtatal services exports
after government services expofgeeTable 7.16). The major sulcategoriesnclude sea transport,

air transport and other transport (§deart 7.1).

Of these, the major contribution comes from  Table 7.16: Major Services Exports

passage earnings of Pakistami@mpanies and milion US Dollar

other local disbursements of foreign transport — Fyog Growthin
companies : B ()
Govt services 1,379.7 1,522.7 10.¢
During FY09 overall transportation services | 'ansportation services 10355 1,283 =5
exports grew by 24.0 percent compared to Other busm.ess services 450.4 468.1 3.
decline of 6.1 percent last yedfY08 was very !'avelservices 2635 2221 e
challenging for world airline industry aseiias ~C°mputer & information
for Pakistani airline industry due to rising fuel %rvices 1541 1838 -
costs®® It compelled the national carrier and ~ Communication services Mz 18s 85
other airlines to increase air fares, reduce the 'nsurance services L skl o
number of flights and discontinue subsidized Rovalties & licenses fees 509 119 L
routes Financial services 42.6 63.0 47.¢
Construction services 37.0 30.8 -16.¢
Most adverse impact of higher oil prices o\ P| Personal, cultural & recreatior
earnings fell in HFYO08. To countetthis, the  services 3.6 2.9 -19.
national airline continuously increased its fare Total services exports 35885 4,043.0 123
for both domestic and international flights
However, during HIFYQ9 as oil prices began — _ : —
to fall, the fairs were not decreased e e et arfare (RHE
accordingly, asresultPIAG s oper at 140 13
profitably increase (seeFigure 7.23. —
\
PIA earned record revenues during 206@&h 110 12 =
on account of improved passengers and & <
freight revenues (s€kable 7.17). While the S 80 [ g
available seats declined (due to cancelation "%? \ / S
/discontinuation of flights/ routes), this 50 N~ 10
increased the turnoves seat factor ’
improved During this period, many 20 - I
international airlines also curtailed their I R
operations from Pakistan, which also had a 2238732383 ¢% 3
positive impact .on tf POz 2370z 3>z3
Passenger load increased on Pakistan to UAE
route as aconnected linburing t he same peri od, PI' A al so reduced

strictly monitored the extra luggage, which als Tapje 7.17: Revenue @mposition of PIA

added t o P.Skolasly, hadyeay iiion Rupees

(JukDec FYQ9) profit and loss statement of

CY08 %age changs

8

79817
5,459
3,926
9,202

28.1
12.¢

8.2
26.¢

. . CY07
PNSC shows 30.3 percent increase in revenu Passenger 62002
Of which freight charges grew by 16.6 percen Freight 4850
. Oth 3,629
Cargo handling data shows 6.3 percent growt T:)t;rs 20481
exports cargo handling in FY09 compared to ’
58.8 percent growth in last yeaFhis source: PIAAnnual Reports

%2008 was a very volatile year in respect of oil prices and exchangeTtatesl price rose to an unprecedented
level of US$ 147 per barrel since the very beginning of FY09 and subsequently drmbj#$i 40 per barrel at the end of
2008. The exchange rate of Pak Rs per US$ depreciated to 79.7 durinfréiv@2.2 Rs/US$during FY08.
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deceleration was contributed by rise in the cargo handling activitiey bfutk cargo on the back of
rising exports of ricecement etcwhich partially offset by the reduction in the liquid cargo handling
activities

Other business servicese very complicated to analyze due to the fact thatatdgoriesinder

other business services expadrtslude variety of services such as trade related, operational leasing,
legal, accountig, auditing & tax consultancy, business & management, agency commission,
processing, repair fees and miscellaneous etc (see

Chart 7.1). Interestingly out of all these the Table 7.18: Major Categories of Other Business Services Expor
share of miscellaneous is the largest (Eaglgle  in percent

7.18). Furthermore, refundse. receipts on Share Growth
account of loss in weight, quality and claims o1 FY08 FY09 FY08 FY09
price etcin respect of imports also add to the  Misc. other business service ~ 35.1  35.1 244 38
complexity in analyzing other business service Agency commission 29.4 303 111 7.1
exports Business & management

consultant.& public relations 174 174 76.1 4.1
During FYQ9, other business services exports architecture., engineering, ¢
posted redtively better growth of 8 percent technical services 83 132 -55.2 663
comparel to1.9 percent falin FY08 (SeeTabIe Trade related services 6.1 5.6 -17.4 51
7.18). The growth in this category was on ACVETES METER EeEewh &
account of fine performances by business &  pupjic opinion poll 53 43 04 -163
management consultancy, agency COMmIsSiol charter of ships without cre
and architecture, engineering & technical servi g jeasing 51 02 57.3025 -954
exports The notalk¢ performance has been s 8 94  -316 219
shownby architectureengineering and technica g.g,ngs 146 -154 1686 96
serviceqseeFigure 7.24) with a significant Other business services 19 39

growth of 66.3 percent in FY09 against 55.2
percent during the same period last y€etne growth inthis sulb-group reflectghe impact ofow base
effect

Figure 7.24: Architecture, Engineering and Technical Services
However, declining exports of trade related, Exspg s
charter of ships without crew, and advertising
market research partially offset tpesitive 68
contribution of above mentioned sabctors
(seeTable 7.18). The largest declinef 95.4 B | .
percem was witnessed ioharter of ships 2
without crew servicé$in FY09on account of |2
drastic fall in world merchandise trads well | & 3 || -
as freight chargeswing toglobal recession. - |
A travel services export includdmth
business and personal trav8usinesdravels 0
hasfurthersub categoriesofficial, FY06 FYo7 FYos FY09

commercial and others whereas personal
travel ircludeshealth, education and others related travels activitiesQsag 7.1). Travel services
exports are one of the major exports category contributed éiG8mpercent of overall services
exports The major share is of United States, accimgrfor more than 85 percent on average for the
last five years

27 This subcategory of other business services earned about US$ 1 million during FY09 as against US$ 23 million in the
corresponding period.
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During FYQ9, travel services exports declined by 15.9 percent as comparted wf 4.7 percent

during the same period last yedrhe major category under travel services is foreign tousigts90
percentshare Declined in foreignt o u rreécsifdtdsyd 2.8percentwas the major reason behind the
fall in travel services exports during FY.0®/orsening law & order situation, suicide attaék major
cities, frequent terrorist activities and war againgttéism within the country particularly in the
northern aregsvhich are the major toutislestinationskept tourist away from the countryn

addition, global recession and losses on leemgn savings in advanced economies also responsible for
lower tourism activities worldwide

P a k i scomputed and information services expouwse flourishing for the last four years with an
average YoY grath of 41.3 percent recorded during F¥YB8B09. The share of this category in
overall services exports was at 4.5 percent during FY09, witivare exportandsoftware
consultancy servicaseing the major subategoriegseeTable 7.19).%

The presence of a huge US$ one trillion world marfkeith anegligibles har e of Paki stand
points towards a vast untapped potential in this area for the colifteyglobal information

technology services exports are dividetb two categorieqa) IT services & software exports afig
businesgrocessoutsourcing (BPQ) In fact out of the total US$ one trillion world market for IT

services, pOtentia”y US$ 160 billion market iSTable 7.19: Computer and Information Services Exports

related to IT services and exports, whilewam@ i, yercent

US$ 120 billion market is potentially for BPO,

which in turn has around 48D percent share of FY;:are ——
call centes Out of this large outsouradle Export of computer software r  ooo 58
figure, only 3.8 percent (US$ 40 billion) was _ ' ' '

. . . . Software consultancy services 18.5 13.6 -12.5
being outsourced in 208Bwhich hints at the Other computer services 138 193 66.7
presence of sigficant potential for Pakistan Others P 2'2 2'0 6'7
Furtherthe overall economic slowdown is ' ' '
driving demand for cost efficient businesses, 22" 100 100 19.4
providing opportunities for low & IT
companies in Pakistan Figure 7.25: Direction of ServicesExports

EFY07 BFY08 MFY09* AAvg (FYO7-FY09)

The government being cognizant of the large 0
growth potential in this stor has given 32
various incentives to the IT companiég) tax
exemptions till 2016(b) establishment of IT =04
Parks with low rent(c) foreign ownership of 9
equity invested in IT angt) 100percent 2 16
repatriation of profit, for attracting FDI in
this sector Based on these measures and thg 8
substantial growth recordedtime IT services
export for the st few yearghegovernment 0
has set a target of US$ 6 billion for this sectof USs EU UAE& Others NES Others
by the year 201% Saudia

2 The SBP does not report the data of call centers revenues under IT exports, as it is a very minor amount. Further, there are
small scale software houses having business only on internet rather than having some of the perenanergcli They donodt
register themselves because of excessive documentation; avoid declaration so as to evade commercial treatment of the entity

and uncertain nature of business as these small scale software houses get business only from web portalhedete they

bid to win the projects.

®Bearing Point6os 2006 study puts the global | T/1TES/BPO i nc
30source: Bearing Point Study

31Source: PSEB

32 source: TDAR
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From the diversificat i onsofsanpcesdstnot mech differensfromthe Pa ki s
merchandise exportdNot surprisingly, given the large share of logistic support, United Siatsthe

leading services exports destination with 35.8 percent share in overall @éxpog FY08°, At
secondplacecomeothers NE& which accounted for 23.4 percent share in FYOBe share of

services exports to EU region has approximateit@percent, Saudi Arabia and UAE collectively

have 1112 percent share, while the share of services exports to SAARDeneountries is

negligible at only 0.9.6 percen{seeFigure 7.25).

Lack of understanding and orientation of the nature of services is thehuagite inthe services

sector exportsin fact, since becoming the member of General Agreement on Tmelervices under

the umbrella of WTOno significant efforts havbeen madén terms of capacity building ithis area
Unfortunatelyfor quite some timeRakistarcould not set up anptermediary or institutionwhich

could take up the issues in seasexports Recently however, TDAP has established services

exports development cell to enhance services sector exports by facilitating the industry through target
oriented approachThe cell marked five priority areas having extensive poteniihése include

information technology, financial, construction, medical and professional services.

As the services sector is entirely based on hu Table 720: Imports of Selected Services Groups

capital low volumes ofhuman resource quality FY08 FYO09 FY09

is another major issuamiting potential of Absolute amount -
services exports from Pakistafihe labor (million US dollar) GO Share
market particularly in the cases of professione Transportation 3785 3527 6.8 485
technical, information technology, and medice Travel 1578 997 -368 137
services is1ot geared to produce high quality Communications 107 144 346 2.0
skilled labor in the volumes, required for faste Construction 56 81 446 11
growth in services exportshus, there is need Insurance 152 127 -16.4 1.7
for studentindustry interactioato fulfill the Financial 184 168  -8.7 2.3
market requirementsOther issues include Information technology 129 122 54 1.7
standardization, international quality Royalties etc. 130 93 -285 1.3
certifications, lack of intellectual property right other business 3434 1,635 -524 225
which hamper brand development and Government 491 380 -22.6 5.2
discoumgeinnovation In particular, dlthese  Total services import 10,046 7,274 -27.6 100

require political stability to ensure promotion in
services exports growth.

Further IT services can be flourished through developing information technology. paudkeently

only one IT park is in functional form at Islamabado strategy habeen developed due to lack of
orientation in information technology sectdvioreover, travel services exports are directly related to
the tourism industry which is dependent upon political stability and law & order situation prevailing
in the country.

However, the importance servicessector is graduallipeingrealized andt may challenge
dominance ofextile sectoms the leading export sector in Pakistsvhile, government should
provide favorable environment to facilitate the services sectorex@oot depends upon the private
sector to tap the opportunities in fast growiragle inservices sector.

33 Full year data is available up to FY.08
34NES or not elsewherspecified classification is either due to grouping of small destinations or destinations which are not
disclosed perhaps due to security reasons
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Chart 7.1: Services Exports
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7.3.2Services Imports

The major services imports of Pakistan ar@nsportation, travel, government and other business
serviceswith around 90 percent share in total services imp(seeChart 7.2 andTable 720).

Services imports after growing on average by 31.5 percent during the last five years, declined by 27.6

percent in FY09

The decline in services imports was broad basedHigeee 7.26). Apart from construction and

communication (share of these categories in overall imports of services is very small) import of all

other groups experienced fall in FY09 as against a broad based growth recorded.last year

Within the servicesmports, transportation services imports has the largest. sheaasportation

services imports mainly reflect freight charges
on imports, therefore higher the merchandise
imports higher will be the transportation
services imports (sdeigure 7.27). This is

also evident from the positive and very high
(0.96) correlation between the two variables

During FY09, imports of transportation
services fell by 6.1 percent compared to
strong growth of 19.1 percent in FY08. This

is largely attributable to thiall in the

merchandize import during FY09. After
freight an cash importspassage earnings of
foreign airlinesandexpenses of Pé&tani
air/shipping companieare the major sub
category under transportation services.

BFYOO mFYO08

Figure 7.26: Growth in Selected Services Imports Group

Total services
Government
Other busines:
Royalties etc

IT

Financial
Insurance
Construction
Communications
Travel

Transportation

-60

-40

-20 (6]
percent

20 40 60

Suspension of flight operations bgme foreign airlines like British Airways, Air France and Royal
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Dutch Airlines (KLM) etc. due to poor domestic law & order situation was the main reason behind
decline in the earnings of foreign airlines.

Figure 7.27: Imports Growth
Merchandise import—— Transportation services impo

Imports of travel services also withessed 32

decine of 36.8 percent during FYQ09, as \

compared to the decline of 2.9 percent during 24

FY08. Purchase of foreign currency through \

exchange companies for travel purposes is the A\

major subcategory In fact, any purchase at
counter of exchange companies is reledras
6for travel pur poses
which the recorded transactions are being se
to SBP does not contain any other details
The restrictions imposed by SBB stabilize -8
the forex marketand the crackdown on one
of the major exchange compes during
FY09,causelt he decline in This categoryos

imports As a result, the share of exchange companies in travel services imports dropped to 68.7
percent in FY09 from 81.5 percent in FY@®&eFigure 7.28).

RN
N \.\\

percent

o

=)
o

FYO05
FY06
FYO7
FYO08
FY09

On the other hand, religious travel 5.5 percent growth during FY09 as compared to the decline
of 8.6 percent last yeaConsequently, share of religious travel increased to 17.3 percent in FY09
from 10.3 percent in FYQ08The significant growth under this head is principally attribuitegh) rise

in air fares, (2) increased accommodation chargespaablably (c) increased number of pilgrifis

As with other business servicegports ather business servicémports consist of various services
This category witnessed a fall of 52drcent in FY09 compared &growth of 34.2 percent last year,
primarily on account of falling payments through exchange compamnhes payments through
exchange companies fell by 78.2 percent
during FY09 and as a result, share of Figure 7.28: CategoriedInder Travel Services Imports

. L] . BExchange coll Religious travell Students & traine@d Others
exchange companies ljusiness services

dropped to 32.percent in FYO@scompared 100

to 72.9 percent during FYQ8Therestrictions

imposed by SBP to stabilize the forex market 80

and the crackdown on one of the major

exchange companies during FYO09 is the £ 60

principal cause oftheded ne i n c aftg

imports>® =40

Interestingly, Pakistan services imports are 20

predominantly from the same countries wherg¢

Pakistan exportsitsserviceBa ki st an|é o . . .

major services import partners are US, EU, FY06 FY07 FY08 FY09
UAE and China Mutually, Pakistan imports
fifty percent of services from these four origins

35 The pilgrims increased by more than 5000 in Hajj 2008. Reportedly, the air fares have been incredsadttisat

percent and accommodation charges also increased by 200 Saudi Riyals.

% SBP required exchange companies to report the transactions of US$ 50,000 and above (or equivalent) on daily basis with
complete particulars of the remitter, the beneficamy the purpose of remittance, see FE circular 06, July 08, 2008 and

others for example FE circulars 04 and 10 of 2008 and FE circular 01 of 2009.

18¢



Balance of Payments

Chart 7.2: Services Imports
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7.4Exchange Rate
The decline of the rupee seen during FY08 S —— Py —
. T igure 7.29: Kerb Premium and Exchange Rate
gathered pace in the initial four months of , Kerb premiu ER (RHS)
FYOO9, as the countryl 4 84
fundamentals continued to weakerhus, as
against alepreciabn of 11.5 percent during 8 80
the whole ofFY08, Pakupee suffered 2 2
further 16.3 percent decline during the first | & . "' %3
four months of FY09 (i.eJulOct 2008) S 2 &
0 o
The continuing slide of the rupee during this L ii;;“ i A 68
period was also accentuated by the worsening "
international financial crisis that squeezed -2 64
Pakistands capital af §§§$8§§§888§§§
surplus, and left the country unable to tap 3286 § §Spssg § 232
international capital markets (Pakistan was AN B BRI B I AL B
unable to launch a fresh sovereign bonds, ar
had to defer planned privatization transacd)om he consequent rapid depl eti

reserves severely dented the confidence in the domestic currency, leadingaiymesretirement of

FX loans, efforts to hedge against further depreciation, and probably also encouraged speculative
activities All of this was reflected in the sharp increase in the premium in the kerb (informal) foreign
exchange market that peaked in October 2866Figure 7.29)%".

57 During Oct 2008, kerb premium rose by Rs 4 pedtl@r.
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However, the situation improvesibstantially
November 2008 onwards (sEgure 7.30) as

Figure 7.30: External Accounts and Exchange Rate

Pakistan began implementing an aggressive 2 Overallbalanc ER(RAS) 84
macroeconomic stabilization program, with _—

the assistance of the IMRehdBYy 0 =1 | 15
Arrangement This led to small but sharp @ \ / / &
correction, with the rupee seeing a 0.3 percefit 5 2 S
appreciatiorduringNov-Jun FY09 The S 4 / 725
resulting improvement in the inflow of 3 /\ / =
multilateral and bilateral loans stabilized the 6 66
countrydéds reserves, |[s ’/ /'mproveme"t ce
The latter was also helped by the continued -8 60
strong rise invorkers emittances and Q1 Q2 Q3 Q4|Q1 Q2 Q3 Q4
crackdown on illegal activities @xchange

companies The improved confidence helped FYo8 FY09

restore normal flow in the domestic FX
markets, and allowed the SBP to gradually Figure 7.31: Net Purchases (excluding oil payments) 08BP

reduce liquidity support to the market for oil | FromInterbank during FY 09
—— Netpurchase Exchange rate (RH¢

payments 1s 82
The restoration of normal flows in the FX 1.2 /\ /// 80 &
market was aided by ¢hsharp reduction in ® / 2
external deficits consequent to the 209 / ~ e
stabilization program and a concurrent fall in | £ 0.6 ] 76
international commaodity pricesThese = /
developments meant that rupee remained 03 / ‘H‘ 4
relatively stable even when the SBP ended tf 0 |_| H INEEEE |_|, AL 792
provision of FX liquidity fa imports of
furnace oil inFebruary 2009and resumed net | -03 —————————————— 70
purchases from the market to buildup FX 3383888828383
reservegseeFigure 7.31 The stability of
rupee is highlighted by the net 0.3 . —
appreciation in the last 8 montagainst, a Figure 7.32: Exchange Rate Volatility - Monthly Pattern
full year net depreciationThe changing 2.0
trends in the domestic FX market are clearly /\
captured in the Exchange Pressure Index 15 .
developed by the SBReeBox 7.8). . }’L‘J’ﬁg';n'?grfg]’;ﬁgm”“ﬁ%m )
) speculatioractivities

However, FX market has become more X
volatile in the b#ckl 05 AN |n
shift the remaining import payments dher m/\/lV \,{l
POL products August 20&fonwards(see 00 =T T T ot T T T T T T T
Figure 7.32. Moreover higher net purchases Due to shifing of POL~7
of SBP to meet the NFA target also put -0.5 bayments énterbank
exchange rate slightly under pressure 8883838555538338333383

38823885838838388%23

Box 7.8 Exchange Market Pressure IndexXor
Pakistan

Exchange Market Pressure (EMPJléx is a weighted average of exchange rate changes, reserve changes, and
interest rate changes to measure the exchange pressure by using the following formula:

% See FE Circular No.3 dated July 15, 2009
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EMPI =§—j—¥+gi A (1)

Where EMPI is the exchange rate market pressure index in ppeidde unitsof currency per US dollars in
periodt; o, the standard deviation of the rate of change in the exchan§é eatde, ); r, the gross foreign
exchange reserves in peribdnt; nominal interest rate in peridda;- in the standardeviation of the rate of
change in reservel@r|r:) anday,,; the standard deviation of the change in interest ratése in the value of
Figure 7.8.1: Exchange Market Pressure Index for Pakistat

6 8

Deviation from mea—— Mean of EMPI

3 5 Benchmark A

AR Ve [ vy e

-12 -10
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index reflects a stronger selling pressure on the
domestic currency and vieersa In this analyss
monthly data fronduly 2006 to July 2009 has been ude

Figure 7.8.2. EMPI and Market Intervention

) T . —EMPI Market intervention (RHS

to calculate the EMPIA situationin whichthevalue of 6 3
EMPI exceedtwo standard deviatioffom the mearis /\ /\

treated asraepisode ofevee pressure. 3 1
The exchange market pressure indmtculated on the 0 0 N
basis of émonths Thills repo rate isllustratedin § 3 13
Figure 7.8.2 Table-7.8.1summarizes the imtence £ ,\ 5
rate of the exchange market pressure index for the -6 33
reviewed period.Incidence rate is thetio of number of 9 \I " / \ / 4
severe pressure episode®r the total number of EMP I
observations. During the study period ofyJR006 to 12

July 2009 eighsever pressurepisodedave been

Oct-08 <

S 85 5 5 5 38 8 8
identified, which is about 21.6 percent of incidence rgt 3 8§ 53 8 8 5 3
Most of the crises occurred during the last quarter off|tt © "~ < © "~ <

FY08 and FY09Figure 7.8.2showsSBP response to

increase/decrease in EMPI. Table 7.81; Number of Crises and Incidence

JukFY07 to JWFY09
NEER

. . R . Number of crises 8.0
P a k i snormanal éffective gchange rate S S S T
(NEER) cepreciated by 12.0 percent in FY09 & | iqence (in percent) 216
compared to 15.7 percent depreciation during
FYO08. This considerable fall was due to the depreciatiohakrupee against all tradingpgners

basket currenciesxcept Korea and Mexicdréde weghts of both countries akery small). Major

chunk of depreciation came under the first four months of current fiscal year agpBPakost its

vd ue against the major tr ac€hina dapgnsdaudi Arabiagtéee cur r enc
Figure 7.33(a). However,as currencies dEuro zone, Malaysia, Thailand etc.) havingp@8cent

share in total trade volume of Pakistan deprediamore duringNov-Jun FY09wing to slowdown in

their exports due to gl ob alinstthese eusrencies was relRtigeky r up e e
less duringhis period.
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Figure 7.33(a): App (+)/Dep €) of PakRupee against Figure 7.33(b): CPIlin Major Trading Partners
Basket Currencies EFY09 mFY08
mNov-Jun FY09 mJulOct FY09
Euro Pakistan
Mexico Mexico
India India
Indonesia Indonesg
Malaysia Malaysia
Australia Australia
Switzerland Switzerland
Thailand Thailand
Saudi Arabia Saudi Arabia
Spain Spain
Belgium Belgium
Canada Canads
Singapore Singapore
Netherlands Netherlands
Italy Italy
Korea Korea
France France
UK UK
China China
Japan Japan
Germany Germany
USA . : ! USA
24 -16 -8 0 8 16 5 0 5 10 15 20 25
percent percent
This depreciation of other currencies against Figure 7.34 Growth Ratos In Selectod £ _
PakRupesds on account of slowdown or ~>% Growth Ratesin Selected Lconomies
decline in economic activities particularly in JKQ’FKZ%‘ kjllglaysia $ﬁ;ﬂazr?dn (
the second half of the year (déigure 7.34). 8
During JU-Oct FY09, widening trade deficit —A
along with lower inflows caused NEER to e g\
lose its value more as compared to Nlow § 0 SRR — N W
FY09 period as inflows were consistent in thi§ & \/\
period. -4 \
/
RPI 8 \V
Pakistan saw exceptionally high average 12
inflation during FYQ9, even asgnflation in 5 5 5 5 8 3 8 8 3 38
major trading partnenseakened (countries & 8§ 8§ 8§ 8 7§ § § & |
either saw inflation decline &ingle digit or > & 8% 3 o505 5 & o o

experienced deflatigr{seeFigure 7.33b).

As a consequence, relative price index (RPI) increased by 13.4 percent in FY09 as compared to 15.9
percent durig FYO8 Similar to NEER, RPI improwkin Nov-Jun FY09 as compared to the first four

months of FY09

REER

While NEER depreciated significantly during FY09, increase in domestic inflation almost entirely
offset the advantage gained by the NEER depiieniégsee-igure 7.35. As a result, Real Effective

Exchange Rate (REER) whichafien used to evaluate exchange rate policy as it mirroesxibert
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competitiveness of a country asvis its
trading partners and competitpdepreciated
by only 0.3 perent in FY09 as compared to
the depreciation of 2.3 percent during FY08.

7.5 Foreign Exchange Reserves
Pakistanbds foreign e
precipitously in the initial months of FYQ9,
dropping from US$ 11.4 billion as of end Jun
FYO08 to a low of US$ 6.8 billion by end Oct
FY09, reflectinghe continuous weakening in
the macroeconomic fundamentals in this
period Subsequently however, as the countr
began to implement a macroeconomic
stabilization program, the IMF balance of

Figure 7.35: Movements in NEER,

REER and RPI OREER
—NEER ——RPI (RHS)
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payments support helped foreign exchange

reserves to recoveHence, from November
FY09 onwards, there is a continuous increas
in the level of reserves on monthly basis,
except for February 2008deFigure 7.30).

In over all t er ms, co
the level of US$ 12.4 billion at the end of
FYQ09 (seeTable 7.21).

On disaggregated basis, fall and rise in SBP

reserves dictated the movements in total
reserves position during FY09 (séigure
7.37. The fall in SBP reserves was caused b
SBP oil support (US$ 9.2 billion) and
payment of euro bond (US$ 500 riuifh).*

However, the inflows frontMF (US$ 3.9

Figure 7.36: Monthly Change inPakistan's Total Foreign

Exchange Reserves
24
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billion), ADB (US$ 1.5 billion), IDA (US$

708 million) and logistic support (US$ 913 million) led to increase in the level of foreign exchange

reserves during FY09

I n contr ast ,ddbdieEthes r

Table 721: Total Foreign Exchange ReservesQuarterly Review

sharp swings and reonly by US$ 485.3

million during FY09 and remained in the
vicinity of US$ 3.23.5 billion during FYQ9 (see
Figure 7.37. DMB 0 s r didsnet depletes
despite the worseningxternal accounts evém
theinitial months ofF Y09 dueto continuous
SBP support of the market (in the form of
provision of forex liquidity for oil payments) ar
the retirement of F25 loans (se€igure 7.38).
However, February 2009 onwards,-BE&

(FY09)
million US Dollar

Q1 Q2 Q3 Q4
Absolute change -3101 1731 509 1890
major contributors
Trade balace -5718 -4503 -2619 -2885
Workers' remittances 1880 1760 2018 2153
FDI 1114 1213 715 680
Donor agencies (IFIs) 644 3278 667 1766
Miscellaneous receipts 205 882 976 -203
External debt servicing -500 =737 -299 -419
Euro/Sikuk/Pak Sov bonds -63 -26 -563 -26

lending increased substantially, this along witt

Source: DMMD

the remittaces and loan inflows allowed SBP w
withdraw its support of furnace oil imports without any significant impact on the exchangseete

Figure 7.39).

3% Thepayment of Eurobond worth US$ 500 million that wasighed in February 200fell due in FY09.
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It may be mentioned that SBP has also
shifted the payments for diesel and other
refined products imgrts to the interbank
market with effect from August, 2009%

SBP will, however continue to provide
foreign exchange to the banks for the import
of crude oil(seeFigure 7.39).

Reserve Adequacy

In literature different criteria have been used
to measte the reserve adequacy, which
reflects the financial soundness of the
country Most of these measures are in the
form of ratiossuch ageserves to imports,

Figure 7.37: SBP and DMB's Reserves
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reserve to external debt, reserve to short terr
debt & liabilities etc. (seeTable 7.20).
Reseves are important to maintain liquidity
in the market and for thebsorpion of
internal as well as external shocks,
particularlyin situations where access to
borrowing is curtailed ois very costly In
addition,foreign exchangeeserveslso
provide onfidenceto investors on the ability
of the central bank ttimely discharge
externalliabilities maintain exchange rate
stability.

The traditional measure of import coverage
ratio, which shows the duration for which a
countryds i mpdbyts ca
reserves, reached to 20.3 weeks in FY@9
level that was considerably higher than the
import coverage of the last year. The main
factors for FY09 improvement were rise in
foreign exchange reserves which rose by 8.4
percent, significant drop in impis on the

back of noteworthy fall in oil prices and
slowdown in the economyMoney-based
indicators which measure the strength of the
economy against potential capital flight by
residentsalso improved in FY09 compared to
FY08on account of deceleratiom monetary
aggregates in FY®(seeTable 7.22).

The important measure of reserves to STDL
compareseserves and shetgrm external

3

Figure 7.38: Overall Foreign Exchange Lending During FYO9
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Figure 7.39: Impact of FurnaceOil Payments on Exchange Rate
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Table 7.22: Reserves Aequacy Ratios

FYO05 FYO06 FYOQ7 FYO08 FY09
Liquid reserve ( million US Dllar) 12,598 13122 15646 11,399 12354
Import coverage (weeks) 35.0 27.8 30.6 16.8 20.3
Reserve to external debt 0.37 0.37 0.40 0.26 0.24
Reserve to STDL* 8.56 9.59 12.77 493 4.66
Reserve to M2 0.25 0.23 0.23 0.15 0.19
Reserve to reserve money 0.82 0.78 0.78 0.48 0.64
Reserve to GDP share 11.5 10.3 10.9 6.9 7.4

*STDL includes entralbanks deposits and NBP/BoC deposits

of one yearjhatdeterminsthe capacity of the country to pay the eumtrobligation This measure,
however, worsened further during FY09 (Jedle 7.22).** Similarly reserve to external debt ratio
also declined for the second consecutive year on the back of 14.5 percent higher external debt in
FYO09.

Going forwardthe inflows from internadnal financial institutions are anticipated for different
projects including higher education, poverty alleviation, hydro and other social sector prieggcts
example ADB has approved US$ 4.4 billion fBakistan under Country Partnership Strategy JCPS
200913 for different projects includingnergy infrastructure, reformsndurban servicesWorld
Bankhasapprovel US$ 900 million for social sector projectghereasIDB hasapprovel US$ 137
million for hydro unit The International Monetary Furdhsalsoapproved an additional $3.23 billion
for Pakistan by increasing the country's Special Drawing Rights (SDR) from 500 percent to 700
percent which pushed up the total assistance to $11.327 billion from $7.6 billion.

“ The smaller the ratio the greater the incidence of crises as the ratio is very important predictor panticadariies
with uncertain access to capital markets.
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76 Tra.de Account Figure 7.40: Trade Performance
Pak i drade acéosnt recoed a == Trade defici Export growth (RHS
significant improvement during FY09 — Importgrowth (RHS
Country receded a large 18.5 percent YoY 25 40
contraction in the trade deficit during FYQ9, 20 -
despite a 6.7 percent YoY fall in exports / \ 7‘
during this period This was due to 12.9 % 15 / L 18
percent YoY fall in imports during FY09 2 |5
which outpaced the impact of fall in exports 2 10 75
(seeFigure 7.40. In view of the global = =
recession and a fall in international 5 - -4
commodity prices, some slowdown in |_| —F
countryds import and o HE == -15
expected during FYQ9The impact of these s & 8 8 5 & 8
. - > > > > > > >
developments, however, was intensified by a N
bI’Oo.:'Jld rang.e O.f domesticdimrs durlng this Table 7.23: Factors Responsible for Falling Import and Export
period, which included (seeable 7.23): Growth- EY09
price impact: million US Dollar, rate: percent
1) Alarge 16.1 percent depreciation in the FYO7  FYO08 FY09
value of rupee against US dollar, which  External factors
provided a cushion to exports, but World import growth 15.8 19.6 -35
discouraged imports by raising their rupee import price mpact 1708 52830  -2,050.0
cost. Domestic factors
2) Arrelatively contractionar§iscal policy and war* 10.3 12.8 14.3
tight monetary pOIiCy stance during most ¢ Exchange rate depreciation -0.3 -11.5 -16.1
FY09 for discouraging domestic demand. tegile exports growth 5.7 20 95
3) Slowdown in domestic economic activity, non-textile exports growth 08 370 31
d!'le to _eXtemaI and d_omeStiC issues. Import quantum indeXoY growth 3.1 10.7 -0.4
4) Financial constraints in the petroleum grot o, and poL import growth 68 186 128
that caused a large fall both imports and  yono0d nonPOL impat growth 69 559 -12.9
exports of this category. Import YoY growth 69 309 129
5) IntenS|f|ca_1t|_on of domestic issues, e.g., Export Yo growth 5 ey 5
energy crisis, poor law & order situation, Lo growth e s 5

etc. *Weighted Average Lending Rat

Hence, the combined effect of all these facto
brought about a larger than expected fall in

exportd? and imports durig FYOQ The Malaysia | [
contraction in imports and exports during _ |
FY09 marked a disruption in their rising trend India '
witnessed since FY03 (sB®x 7.9). Pakistan

SFig ure 7.41: Exports- FY09 YoY Growth Comparison
I I

In the case of exports, large fall in textile and| Srilanka
petroleum group exports brought about an

overall YoY decline dung FY0Q On a Thaiand ]

positive note, despite the adverse effects of China (I

worsening domestic ifs ] al
export performance was broadly in line with | Bangadest —

some of the_ other regional_ competitors during 45 10 5 0 5 10 15
FYQ9 (sed-igure 7.41). This was partly percent

42 Exports during FY09 were 7.8 percent lower than the revised target set by the Ministry of Commerce for this period.
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attributable to th& oY rise in international prices of rice during FYQ9 that stemmed a larger YoY
decline in exports during FYO3-urther, a

large depreciation in the value of rupee Figure 7.42 Depreciation (-) /Appreciation (+) Against Major
against US dollar and Euro at a time when Currencies- H1-CY09
currencies of other competitors were BAgainst USSmAgainst Eurc
strengthenig might also have provided a Bangladesk
competitive edge to |[c bakistan e
Figure 7.42. In the absence of these two
factors exports would have also recorded a SriLanka
steeper fall during FYQ9 China
. . . . India
As regards imports, falling import prices and
slowing domestic demancaused a broad Thailand
based decline in imports during FYQ9 (see Vietnam
Table 7.23). Given the low levels of foreign
exchange earnings of the country, the broad 42 0 ercent 4 6
based fall in imports was welcoming Source: www.emergingtexiles.corh
However, the persistence of such broad based
contractioninimportsss | i kely to translate in poor perfor mal

export industries, a fact which was also observed in FYOhereforetanai nt ai n t he count
deficit within manageable limits, focus should be on enhancing expa@ticamd containing
imports by reducing foreign dependence for products that can be produced locally

To i mprove the countryds export performance, the
hampering count r y*lsadditiom areatlier pslutibroof theameyecrisis and
improvement in physical and human capital base is also likely to lead to a persistent improvement in
countryods export compet i tSimilaly effers showdbemadeudcc i ng i ne
curtail theneed for consumer goods imports, particularly of the food group categBrigad ranging

reforms in the agriculture sector aiming at attaining self sufficiency in food products can help in

saving scarce foreign exchange resources spent on these imports

The concern for revival in export and manufactur
policy stance to support to these sectdiis is evident from various credit related incentives

announced by SBP during FY09, the monetary policy liogeby SBP since QEY09, a broad

range of fiscal support measures announced by the government in the federal budget for FY10, the
Strategic Trade Policy Framework 2002, and Textile policy 20024. The change in policy stance

is likely to cause somecovery in exports, accompanied by an increase in imports towards the end of

CY 2009 Further, the trade deficit during €AY 10 is likely to record a sharp fall due to high base

effect during the same period last y&ar.

Box 7.9 FY09'i A break from the structural shift.

In this sectioninstability indices for exports and impofts the period=Y90-09, arecalculated by estimating the deviation
of exports and imports from the long term trefallowing Najeeb and Tarig (1995ip find out the evidencir structural
shift in exports and imports during FY@B.*® For this purpose following equations are estimated;

LogX =c+aT +u, ®

LogM =c+aT+u, @

“3During FY09 manufacturing sector recorded 3.3 percent YoY fall.

4 For detailssee section on Exports.

4 Trade deficit recorded a sharp 38.5 percent YoY fall in-3uly FY10.

“%Tarig, Ahmad and Eepeeb.EQarmings¢ 1OTAePhkistarfiDevelopmerit Revidva ki st an o,
4 Part Il (Winter 1995) pp. 11811189.
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Where )(t is value of exportth is value of imports andl s long run trend variableThe indices for instability

show large deviations of exports and imports from their long run trends since FY®2gigee7.9.1a). In FY09, however,
this trend is disrupted with bo#xports and imports recording a YoY fall in this period

Figure 7.9.1a: Deviations from Long ~ Figure 7.9.1b: Longrun YoY Figure 7.9.1c: Exports Coverage Ratio
Run Trends Growth Trends of Imports and Trade Deficit
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The analysis reveals that the period of FX0@3can be characterized with high economic activity, led by macroeconomic

and political stability and conducive external environtfferResultantly, halthy growth in GDP, and improvement in

external and domestic environment resulted in an upward structural shift in both exports and imports growth dw@@ FY03
(seeFigure 79.1a &b). Further due t o countryds | ow e xepooamic actviyvalsor age r at i o
translated into higher trade deficits during this period Fsgere 7.9.1c).

However since FY08, the favorable domestic and external environment has undergone a réhersalintry on the one

hand witnessed substantial deeration in the domestic law and order situation, on the other, shagp increase in

domestic inflation due to surge in international commodity prices and excessive domestic demand led authorities to adopt
contractiorgry monetary and fiscal policy apgrch In addition, the deepening of international recession also resulted in a

steep fall in external demad d ftdreseo dfmtcrtyyds dxmartlsy dwrdi g
economic performance and resultantly, exports embrts recorded a YoY fall during FYQ9 after period of rejuvenation in

FY03-08.

7.6.1 Exports
A combination of both external and domestic issues caused exports to record 6.7 percent YoY fall
during FY09 compared to a healthy 12.2
percent YoY growth witessed in exports
during FY08 The analysis of monthly export
performance reveals an accelerated
deterioration in export growth from
November 2008 which was broadly in line
with the deepening of international recession
by the end of CY 2008 (séegure 7.43). In
fact the impact of the adverse external and
domestic factors was intensified in %09,
which caused a steep 20.1 percent YalYin
exports during HZFYQ09 nullifying the impact
of 9.4 percent YoY growth recorded in
exports during HEFY09.

The YoY fall in exports during FY09 also

47In addition to the improvement in domestic environment, export growth also received a boost from duty free market access
provided by EU under the special GSP initiative during FFI®4.
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