7 Balance of Payments

7.1 Overview

International Developments

Despite various adverse developments such
rising international commaodity prices and US
sub prime mortgage crisis, the world econom
is likely to show resilience in 2007, with
growth estinated to moderate to 5.2 percent,
compared to 8.percent in 2006 (sdeigure
7.1). The major support to the growth
momentum stems from sustained high growth
in China and India as well as a recovery in E
and Japan during006(seeTable 7.1)

The growth in the emerging markets and
developing countries was led by China, India
and Russiawhichregisteed11.1 percent, 9.7
percent and 6.7 percent growth restpely in
2006 Although the US economy started
showingsomesigns ofa slowdown during

o)

Figure 7.1: GDP Growth Rate:

y @ Emerging markets & developing counti

B Advanced economies

O World
9
’ [
7

e Il N

5 s | -rl

5 4 -IIrI 1
3 g pInE gl
, B~ NN B | BN B |
il 0l H s
o NN I I O B

2001
2002
2003
2004
2005
2006

L
[ee]
o
o
N

2007E

Source: World Economic Outlook, April 2007

2006 due t@downturn in the housing
market; the decline in oil prices in the second

half of 2006 helped in sustainitige growth Indicators el Inflation g//:ffaéaggf
momentum Nevethelessthe growth 2006 2007 2006 2007"  200€ 2007*
estimate ofL..9 percent for 2007 remains -
largely dependent on the pace of recovery World _ 4 52 i
from therecent sukprime mortgage crisis. Developed countric 2.6 25 22 21 14 -13
USA 2.6 1.¢ 2.7 62 -5.7
In the Euro area, growth of 2.8 percent in Euro area 28 25 20 08 02
2006 was the fastest in last six yedFhis Japan 22 20 0z 02 38 45
acceleration igrowth was mainly led by UK 28 31 23 24 32 35
domestic demand condition&ermany Emerging markets 81 81 58 57
recorded A percent growth due to chipe 8 A8 a8 ) iy
consumption boost from World cup, increase  Russia GO
in spending in anticipation of the Vahaglded ~ 'ndia oy 6l B2 Al 2l
tax (VAT), and strong exports performance.  Pakistan Gy gl A8 R a
Growth rates in Francétaly and Spain were Bangladesh 64 58 65 72 1z 13
also noticeably higher as compared to 2005  Philippines 54 632 62 30 4& 38
Indoresia 515 6.2 13.1 6.3 27 16

and expected to sustain in 200Jnited
Kingdom also recorded 2.8 percent growth in
2006 mainly led by domestic consumption

Table 7.1: Major Economic Indicators of World Economies

Source: World Economic Outlook April 2007 and IMF Outlook

Update, July 2007
* indicates projections

boost. Note: Data on various variables in the IMF Outlook table may no
match with data from other sources. Figures fdig?an have been

changed to those reported in the Economic Survey of Pakistan 2

In Japan, growth of 2.2 percent during 2006

! The discussion in this section is based on World Economic Outlook by IMPctober2007, and Trade and Development
Report 206 by UNCTAD.
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was above 3. percent recorded in the previous yeline monetary accommodation was helpful in
exit from a decade long stagnation, though it encouraged carry trade that contributed to weakening of
Yen.

The sustained worldconomicgrowthduring last few yearsrd particularly the spectacular growth

in emerging economidwas brought substantial pressures on the commoditgraandy prices.In

particular strong demand, and persistent supply concerns meauit phietessoared, and secdn

round impact of the rise in oil pricémnslate into upward pressures on tigeneral price level,

prompting central banks to change their monetary stance from accommodative t®hight.

inflationary pressures have however, abbed. The Qil prices after initially declining in 2007

reverted towards record highs observed in 2006 mainly because of limited spare capacity and
unrelenting demand for energiood inflation is also on the rise due to supply shortages and
diversion ofsome key commodities towards production othiels?* Food staple prices which were
already under pressure from their alternate use afsibip are likely to further escalate due to

shortfall in global wheat productiorhe rise in the food stapedqes can feed into prices of dairy
products as farmers pase the impact of rise in their input cost (dairy feed) to customers. To counter
inflationary pressures central banks of key economies have responded by increasing the interest rates.

However the fear of inflation has, of late been replaced by fear of a liquidity crisis due drop in
growth, particularly in the USThe impact of the US sytwrime collapse continues to ripple through
the global financial market particularly through the collagsmany derivative markets and
consequence rise of liquidity shortages in the financial markéts.liquidity that had generated
investment euphoria has all but evaporated.

The major central banks responded by injecting money in thecfalaystem to curtail volatility in

the stock prices, and to avoid credit crunch in the money mardetsever, they have refrained from
easing the monetary policy, which would had a wider impact on the economy and inflation. With the
intervention of mppr central banks the confidence of markets is recovering, however, worries are still
enduring that when the syfsime market crisis will actually end. Given thiscertairy and resulting

risk averseness of the global investor it would bexdmreasingly challenging for the developing
countries to access international bond and equity market to fulfill their capital needs thus hurting the
overall growth.

Figure7.2: External Account Balance

7.2 P a k xtesnal&ccoust E B Current A/cO Financial A/ce Overall balance (RH¢

As a result of a relative slowdown in the

growth ofthe current account deficit (CAD) 12 . 3.8

and a record increase in investment inflows, 8

Pakistanbs external Jaccount surplus imf)'groved
substantially during FY07 to reach US$3.7 | &, 4

billion (seeFigure 7.2). This surplus isnore 2 185
thantwice thatrecorded in FY06, and is 2 2
exceeded only bthat inFY03, when the ENE 082
country saw a large current account surplus 4 o
(seeFigure 7.3. The increase in investmen 2 2 '

flows is certainly quite cretiible suggesting g 1o

that the sustained economic growth, relative

o FY05 FY06 FYO07
stability of the exchange rateycgthe

2 USA is the biggest importer of ethanol which uses corn as an input. & 206 percent corn and 5.6 percent soybean was
used to produce bifuels.

%1n 2006, food prices increased by 10 percent due to surge in prices of corn, wheat, andabykeside poor wheat

crop, the dominant source of rise in food prices was burgeoning US demand for ethanoldiesdbio
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government 6 s cemmi t mCF_nt 73‘;00 IIIBGInq
policies and macroeconomic stability, are igure (.- Lverall Balance
beginning to bear fruft. 6
However, the continued presence of a large 4

(US$ 7.1 billion) CAD is troubling

particularly given that the deficit, as share of
GDP, hagisen from 3.9 percent in FY06 to
4.9 percent in FYQ07 While the growth in the
CAD has moderated from the 225.3 percent i
FY06, even the 42.percent increase in the
deficit in FYOQ7 is not sustainable for the -2
economy One positive development in FY07
however has been the gradual decline inthe| 4
guarterly deficit as the year progressed (see
Figure 7.4). The FY0O7 moderation in the
growth ofthe CAD is attributable mainly to a
sharp fall in the growth of imports (that compensated for an unexpected deceleration in exports) and
strong increase in remittances (that partially offset the rise in investment income outflows).
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The deceleration in hFYQ7 import growth

was not unexpected; the Annual Deve|opmertFigure 7.4: External Account (Quarterly Position)
Plan for the year incorporatam 11.3 percent B Current A/cO Financial A/ce Overall balance (RH:

rise in imports agast the recorded growth of 4 3.2
31.3percent in FY06. This expectation :

incorporated a fall in energy prices, better 2.4
domestic fooctrops, moderation in 9?2 [ 16 &
machinery imports after exceptional growth i 21 08 2
the previous two years, as well as the impact| £ 00 =
of demand management policies. While the "_1 08 <
realized import growth in FYO7 wasven e
lower, atonly 8.1 percent, the impact on the -2 -1.6
trade deficitwas offset due to the -3 -2.4
unanticipated weakness in expofport Q1 | Q2 | Q3 | Q4 [ Q1 | Q2 | Q3 | Q4
growth fell fr_om 14.3 percent in FY06 to only EY06 .

3.2 percent in FYO7.

The extent ofhefall in export growth wasiot anticipatedecausé® a ki st anbés textil e

the main stay of its exports, appeared to be performing reasonably well in the post quota environment
till end of FY06® Although the slowdown in the textiles growth was the major contributing factor
behind the decline in the overall export growth, the accoripg fall in exports of notextile
manufacturers and commodity producing sector made matters worse. Had the fall in textiles export
growth not coincided with the fall in the exports of the other sectors, the overall export performance
might not have beeas dismal.

Finally, while remittances grew strongly in FY07 to a record US$ 5.5 billion (4ppE9cent YoY),
the impact of this on the current account was partially offset by a sharp increase in investment income
outflows. On the other hand, onvery encouraging development in the external sector during FY07

4 Encourage byheimprovement in theexternal account position, SBP has further liberalized the foreign exchange regime in
FYOQ7 (seeBox 7.3.
® For detail see section dmade Account
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was a rise in the foreign private investment. Not only was this the largest inflow ever recorded in
Pakistan for any fiscal year, it is significant that the major part re#egtity flows ather than debt,

as financial account recorded a substantial surplus of US$ 10.1 billion during FYO7, up sharply from
the previous yegiseeFigure 7.2).

Thisresulted in a substantial increase in the liquid foreign exchasgeves of the countfyom US

$ 13.1 billion in FY06 to US $ 15.6 billion in FYO7. It also contributed to the relative stability of the
rupee. The PKR depreciated only by 0.32 percent against the USD during FYO7 compared to 0.87
percenin FY06. More importantly, the appreciation in the real effective exchange rate was also
limited to 081 percent in FYO7 compared to 1.9 percent in FY06, as the impact of rise in the relative
price index was largely neutralized by the depreciation im¢imeinal effective exchange rate.

The stability of the PKR was helped by the SEhmitment (continuing since November 2004) to
provide dollar liquidity support for lumpy oil paymeritlthough the SBP did not target an

exchange rate, leaving thatthe market, the presence of the central bank in the market nonetheless
lent support to the domestic currency. A reflection of this is fourkdgiare 7.5 which shows a

weak relationship between the current accdnatince (CABexcluding oil paymentsral the

rupee/US dollar exchange rate; when@#B adjusted for oil payments witnessed surpluses, the
downward pressuren rupee eased to some extent {(Sgare 7.5). In particular, the adjusted

monthly CABwas indefict througlout HI-FY07 andn absence of any majan&ancial account

inflows during the period theupeedepreciagdby 1.12 percent againgie US dollar. Thereafter, a
sustained rise ifinancialflows helped PKRecoverpart of its lossesccurredearlier in the year.

Figure 7.5: Exchange Rate Movement and Current Account Balance (Excluding Oil Payments)
3 Current account balance*=— Exchange rate (RH
1050 61.5
SBP commitment to Average ER 59.74Rs/US$, moved pith M 61.0
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*CAB is adjusted for oil payments since Dec-04 onwards

Going f or waCAMBjs likBhatk rensain ande [gressure duattargetrade deficit as wél

ashigheri nvest ment i ncome out f |iloparticularcoRlgcémesintdeands expo
further pressure due to end of the quota restrictions under safeguard measures,@nQériricy of

Vietnam inthe WTO. Import growth may also witness some resurgence due to rise in the

international oil prices and an expected increase imtpertof powergeneration machinery.

Raising funds from international capital market would also become more challengomiimg
years. As international financial markewks become increasingly risk averse in the wake of the

® For detail see section dixchangeRateand Reserves
" However, with effect from Jul 13, 2007, SBP has directed banks atitbAzeddealers (Ms) to purchase foreign
exchange for the finanmag of imports and purchase of crude oil from interbank.
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ongoing turbulence in the international credit maskéinder these circumstances, countries like
Pakistarmayfind it relativelydifficult to attract bothforeign direct investmen&QI) and portfolio
investment. Already some domestic companies bexappeglans to tap international market for
funds, while atheglobal level some countries have postponed their soveissiges due taveaker
investorresponse.

External Sector Indicators

OverallmostofPa ki st angdor e x trermnat
indicators exhibiteé@nimprovemenin FYQ7. Figure 7.6: Trade Liberalization Indicators

Trade openness—— Exports/GDP—— Imports/GDF
Trade Liberalizatio as
The trade openness is a widely used indicatoy
of current account liberalizatiorFor the last 20 N
five year s, Paki stan|ds ech become
increasingly open, with trade openness ratio | 05
improving from 25.7 percent in FY02to 32.7 | &
percent in FY06.However, the ratio dropped | & 20
to 30.4 percent in FYQ7 (s&égure 7.6), as /\
the growth in both imports and exports 15

I
decelerated. — —
10 . . . . .

Sustainability Indicators FY02 FYO3 FY04 FYO5 FY06 FY07
The CAD is an important indicator to gauge
the pressures on gascountryods external sector

alarge and persistent CAD may threaten the viability of the external accbuadretically, tie
sustainability of CAD depends not only on the composition of the deficit, but also on the financing
sources.Someimportant sustainability ratios are analyzed below

Sustainability of current account imbalances

as measured by CAB to GDP ratiot only Figure 7.7: Sustainability Indicators
worsened from the FYO@vel of 3.9percent ——— CAB/GDP Trade defict/GDI
but also breached the Annual plan target of 6

4.3 percent, to reach9 percent in FY07 (see 0

Figure 7.7). 4 \
2

Despite a precipitous decline in import
growth, the downward trend in CAB @DP

percent
N o

ratio continued primarily due tothe -

expansion in income account deficit and a 2 \ \

lower export growth.However, though the \ T~
CAB to GDP ratio further deteriorated in -6 ~
FY07,the pace oftherise declined -8

substantially. FYO2 FY03 FY04 FY05 FY06 FYO7

Besdes CAB to GDP ratio, the other two
important sustainability indicators ateetrade deficit as percent of GDP, and savifigvestment
gap asapercent of GDP. The former shows the vulnerability of the current acdoartb a large and

8SeeBox 7.1, for the impact of t€Mde | iberalization on Pakistand
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persistent trde deficif, while the latter

. . Figure 7.8: Saving-Investment Gap as Percent of GDP
simply reflects the source ahbalance; either

. . i i Public Private
cause by low domestic savings or rise in 8
investment raté’ \
6
The YoY decline in import growth has helped \
in reducing pressure on trade deficit to GDP | _ 4
ratio, which recorded aight deterioration to § \
6.8 percent in FY07 as compared to 6.7 g 2
percent in FY06 (sekigure 7.7). 0 SN . .
AN
Theprivate savingnvestment gapsa -2 7
percent of GDPhas fallerto 0.3 percent in T

FYQ7 as againghe FYQ06 level of 0.6 percent 4
(seeFigure 7.8. The deterioration in public
savinginvestmengap widened to 3.1 percent

FYO3 FY04 FYO05 FY06 FY07

of GDP during FY07 as compared to 2.3 Figure 7.9: Financing Pattern
percent in FY06. This was mainly due to B Equity flowsB Debt creating flow
continuous fall in public saving growth on 8

account of expansionary fiscal expendes

during FYO7* 6

Financing Indicators Ba

Financing of CAD can be done either througt 2

debt creating flows or through natebt 2 5

creating flows. Although there is no =

overwhelming evidence ifavor or against 0

either of the two financing options,ree

literature suggests that if a deficit is largely 5

financed from the equity flows, particularly
foreign direct investment, rather than debt

flows thenthere would be less cause for
Concem12 Figure 7.10: Pakistan Sovereign Credit Rating

[ Foreign investment (RHS—— Moody's ratin

FY02 FYO3 FY04 FYO5 FY06 FYO7

Figure 7.9reveals that in the recent past a 10
portion of equiy flows in financing current Bl__
account imbalance is relatively higher than / 8
the debt creating flows. Specifically, in FY07 / .
the substantiaflows underFDI and the o B2 Bz/ 6 9
portfolio investment provided a cushion 5 —— — s
againstheworseningCAD. - / 4 =
Sovereign Rating '33/ — |2
Therelative improvement in many of the |—|

Cc 0 u n macsoécenomidicators stable 1 0
policy environment ashsustained high growth FYO3 FY0O4 FYO5 FY06 FYO7

is reflectedn theimproved ivestment

° Roubine and Wachtel 1998.

©Theoretically, current account is equal to the difference between natirnat and national investment.

11 For details see section &tonomic Growth, Saving aridvestmen

21n the case of equity financing, at least a part of any negative shock is borne by the foreign equity investors, wheereas in t
case of foreign currency debt, the country bears the entire burden of the shock.
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outlol:)kfor the country g\s a res&l; Figure 7.11: Reserves Adequacy
Paki st an oceditatnghas ei gn Im.pO}t cover of reserves
ggx;leed :‘Isgggg:r?;;gulper?ie()n;f%/e‘i’arglor Reserves to short-term debt & liabilities (RH
witnessing a stabl e >0 2 0s
during FYO4F Y 0 6 , P advdreigh an d 45 —
long-term foreil%n currencyatingwasraised 40 /\ /
to B1 in FYO?7. £ / AV/ s%
Reserves Adequacy > 30 / / \ 6"
An appropriate level of foreign exchange // \
reserves an help cushion an economy from 25 — \// 4
external shocks, and thus can also provide a 20 / )
greater degree of comfort to foreign investors 702 ' £v03 ' Ev04 ' Y05 ' £Y06 ' £v07
Literature on gauging the appropriate lewls
these reservesiggests two main indicators:
(1) reserves to the shadgrm debiand Figure 7.12: Current Account Balance
liabilities (STDL) ratio, and (2) import == Trade balancemm® Invisible balance CAB
coverage ratio. As seenfigure 7.11,both 3
of these ratios depict an improvement in 2
FYO7. Theimport coverage ratio has 1 I I I
increased to @1 weeks during FYO7 from 0 . . . M
228 weeks in FY06, while the reservies @-1
STDL ratio was 11.1 times in FY07; 3.2 timeg s -2 || \\
higher than in the previous year. The =3 N—T N\
improvement in both ratios was mainly visiblg 4 | |
due to rise in foreign exchange reserves and| _ d
lower growth in both imports ar@TDL. 6 | | _ |

H1 H2 | H1 H2 H1 | H2
7.2.1Current Account Balance (CAB)
The expansi €ADseeninthe u FY05 FYo6 Yo7
previous two years continued into FYQ7,
reaching to US$ 7.1 billion (sa@ble 7.2. Figure 7.13: Net Invisible Account (YoY Change)
However,in key respectthe FYQ7 trend was " S:rglces. ncome B Transfer:
visibly different from hat inprevious years '
Specifically, theCAD in FY05 and FY06 was 1.5
primarily driven by the unprecedented rise in w10
the imports and an accompanying rise inthe | & ™
services account deficit (even as exports S 05
recorded subahtial growth) By contrastthe =z 0.0
CAD in FY07 owed more to the unexpected '
fall in export growth and a rise in the 0.5
investment income outflows (sé&able 7.2.
Moreover, the larger part of deterioration was 1.0
concentrated in HEYQ7, while the pace of 1.5
the expansioslowedin H2-FYQ7 (see FY06 FYo7
Figure 7.12.
¥ There are two maimit er nat i onal credit agencies i.e. Bichassighar d & Poor

credit rating to a country after considering all significant factors like economic, financial, social, and political.gé ichan
credit rating of a country mainly reflects risk profile of the country.
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An emerging concern in the FY@/AD is the decline in the surplus of the invisible account to US$
2.8 billion, 17.4 percent lower than the US$ 3.5 billion in FY0&he principal contributing factor to
the US$ 601 million fall emanates largely from a sharp rise in the income account defiEig(see
7.13. On the positive side, the services outflows were subdued in.FY07

To elaboratgtransportation outflowsa major component of services accosatv lower increasas a
result of deceleration in impogrowth. On the other hand, the recent surge in foreign investment led
to an increase in repatiiam of profits and dividends. Thus, the gain from the logvewth in
transportation outflows was neutralized by the rise in repatriation of profits and dividends.

In this perspective, even though the government is trying to contain the gratwfCAD (seeBox

7.2), the pressure emanating from the income account outflows on the CAD is likely to persist in the
short run. Theneed for financing, througloreign investment oloars, in turn, would sustain the rise

in income accoundutflows This dynamic underlines the needitarease export growth and
encourageinilateral transfer@emittances)

Box 7.1: Impact of Trade Liberalization on the Current Account Balance of Pakistatf
Trade liberalization is thought to promecefficient

utilization of resources through enhancing competition
leading to efficient allocation of resources, which assist
in the overall growth process. Thus trade liberalization 60
is deemed to have strong and positive correlation with
economic growtt. 50

Figure 7.1.1: Average Effective Tariff Rates in Pakistan

A
However, trade liberalization could also generate exce 40 / \[\

demand for imports leading to worsening of @%B of /\J

the country. According to Khan and Zahler (1985),

itrade |iberalization ma 30

supply side butf the balance of payments worsens, \

growth may be adversely affected from the demand sig 20

because the payments deficits resulting from \M

liberalization are usually unsustainable and not easily 10
rectified by relative pri hangeso.

percent

FY82 ]

FY85 ]

P&istan has liberalized its trade regime throughout the 0
1990s and the process of reforms is still going®ors
a result average effective tariff rate has fallen to 14.9
percent in 2006 from around 40 percent in the
beginning of 1990s (sd&gure 7.11).

FY76
FY79 ]
FY88 ]
FY91
FY94
FY97
FY0O
FY03
FY06 ]

In recent years, however, trade liberalization has coincided with the deterioratioiCiaABhehich has swelled to US$ 7.1
billion (4.9 percent of GDP) in FYO7The objective of this study is therefore to empirically investigaeampact of trade
liberalization on th&CAB of Pakistarn®

The study follows Paulino and Thirlwall (2004) and Lopez (2004) to develop following model

CABR =c0 + c1 rer +c2 yf +c3 yd() +c4 tot + c5 tropen +c6 DumO1 + et

15 |Invisible account includes the differmmbetween exports and imports of services, receipts and payments of income and

unilateral transfer.

%This box is based on a study titled A The I mpact of Tr ad:ée
conducted by Atif Ali Jaffri for upcomig SBP Working Paper.

Y For literature on relationship between trade liberalization and growthDekar (1992), Sachs and Warner (1995),

Edwards (1998) and Frankel and Romer (1999).

18 For details on the history of trade liberalization reforms in Pakjstee, Khan (1998), Kemal et. al. (2003), Din et. al

(2003), and Thoburn (2004).

19 The impact of trade liberalization on trade balance or current account balance is discussed in the recent literature (e.g.

Khan and Zahler (1985); UNCTAD (1999); ChinmdaPrasad (2000); Parikh (2004); and, Paulino and Thirlwall (2004)).
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Where the dependent variable CABR is the current account balance to GDP ratio; rer is pechantapé real exchange

rate between Patupee and US Dollar; yel) is domestic GDP growth in the previous year; yf is world income growth;
tropen is trade openness (or liberalization) calculated as the percentage share of exports plus imports in GDP; tot is the
growth in terms of tradéerms of trade is the ratio of unit value of exports and unit value of imports) and DUMO1 is dummy
variable tocapture change in CAB from deficit to surplus after 9/11 slamcket is an error ternit is expected that c1 is
positive as real exchange rate depreciation leads to enhance competitiveness of exports thus improving trade balance and
current accourtbalance of the country, c2 is expected to be positive as increase in foreign income leads to

increase in demand of our exports, c3 is expected to be

negative as high domestic income leads to greater

demandor imports, c4 would be positive (negative) if ~Table 7.1.1: Estimation results

substitution effect is lower (greater) than income effect pependent variable: CABR

of improvement in terms of trade, c5 is expected to be

negative when as a result of openness imports are Explanatory Variables Coefficients t-statistic
liberalized and exports growth do not matstport

growth, and c6 is expected to be positive as it capture: Constant 0.07 2.38%x*
current account surplus in two years after the 9/11 DLGDP (1) 0.11 3.23%k*
shock mainly due to high remittances inflows. TROPEN -0.32 -3 24wk
The study uses annual time series data from 1976 to  STOT -0.06 221
2006, and the data source for all vhtés except Dum01 0.06 744
average effective tariff rate and world income is-IFS

CD ROM. The source of data on average effective Adjusted Rsquared 0.81

tariff rate is Central _Board of Revenue, Pakistan; and, pw._statistics 1.72

data on world GDP is taken from World Development “sssignificant at 1percent

Indicators.

According to the fidings of the study, trade liberalization, GDP growth and growth in terms of trade are important
determinants of CABR of Pakistah.The results (se€able 7.1.) show that a rise in overall trade by one percent of GDP
worsens CAB by 0.32 percent of GDPurthermore, one percent rise in GDP growth worsens CAB by 0.11 percent of GDP

in the next year, and an increase in growth of terms of trade by one percentage point deteriorates the CABR by 0.06 percent.
Thus the empirical finding suggests that for a sSnatde CAB in Pakistan, the process of import liberalization should be
accompanied by measures to enhance export competitivénklseover, the process of rapid economic growth in recent

years has aggravated demand for importstdutomestic supply constraints; therefore output gap should be reduced

through productivity enhancement and tackling supply side bottlenecks.
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Box 7.2: Current Account Deficit and Adjustment Policies
The wrrent account balance (CAB) is one of the key indicators for gauging the economic condition of a country as it
reflects fiscal balance and private saviiiggestment gap. A negative balance in the current accoumiss¢flective of the
internal imbalanceHowever this does not means that a negative current account is necessarily alwaysurdides in
their initial stages of development can witness large deficits as surge in imports due to capital investoagisecie
balance to tilt adverselyOvertime, as these investments start paying off, the deficit is most likely to dimitisbwever,

ifthe CADi s

driven by | ower

savi

ngs

become unsustainable, thus requiring appropriate policy response.

Al t hough in

opment
opment

as

Geneva.
2005

Report, o
I ndicators, o

a

P £AD hastbeen énghe Gsa is the recénhyears, mainly due to higher import demand to cater

the needs of thgrowing economy, its continuous rises has initiated a policy debate on whether the policy responses to
address the rising deficit have been appropriate. In this backdrop, the analysis belescisseritoregresm (VAR)
approach to analysis the curterccount dynamics following various policy shocks such as fiscal and monetary.

The analysis estimates an impulse response function of CAB to see whether the current account reverts teteome long
trend following a one standard deviation shocks tweahentioned policies. This would also provide meaningful insights to
understand the likely impact of current monetary and fiscal policies on the gro@#Dof

This study estimate current account balance through following szinn:
CAB=f (CABt-1, GDPG, GOVEXP, M2, ToT, REM)

Where CAB denotes current account balance as a percent of GDP (negative value indicate deficit); GDPG stands for GDP
growth; GOVEXP is the total government expenditure as percent of GDP (proxy foipfidicgstance); M2 as percent of

GDP (proxy of monetary policy stance); ToT represent terms of trade, an exogenqaicyrariable, and REM is

remittances as percent of GDP to capture change in CAB from deficit to surplus durin@4YMbreover, oe period lag

of the dependent variable is included to capture persistence in error. The estimation in the study has been done on annual
data from Jn 1985 to Jun 2007 using 1 year as optimal lag length in the VAR system. The estimated VAR maele! verif

the expected signs of all variables (i.e. CAB is positively related to its past value and remittances, while negatddly relat

all remaining variables).

The impulse response function shows that the initial response of CAB to an expansionagyynpmiiety shock results in

sharp deterioration of the current account, which bottoms out after three years before dissipating compleigly€see

7.2.1). There are several channels through which monetary policy can affect CAB. For instance, cladlapgityaof

private sector credit, as a result of expansionary monetary policy, would tends to stimulate domestic demand leading to a
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Figure 7.2.1: Impulse Response Function
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rise in imports and thus contributing to deterioration in trade balance. Moreover, domestic inflation can alSéBffect
through appreciation of REER. It may be pointed out that the likely impact of inflation on export performance and finally
on CAB would depend upon the lag involved in the transmission of changes in monetary policy to inflation.

The impact of fiscal glicy on theCAD is investigated through spending shaésThe impact of a positive shock to
government expenditure, on CAB is negative; however, the effect of this shodlotismout after three years. This
behavior is idine with the twin deficit hypothesis according to which an increase in government expenditure, without
corresponding rise in the revenue, leads to deterioration of the trade deficit.

The SBPG&s cur r stante istekpgcted to meip m éntitiagrthe CAllbwever, if the fiscal deficit is not
curtailed the likely impact of the tight monetary stance on CAD couluffbet

Trade Deficit® Box 7.3: SBP Forex Liberalization Measures
Thegrowthi n 't he c odeficit r y 0 ¢ The improved foreign exchange liquigin the interbank

: market has helped SBP to further liberalize foreign
slowedto 17.8 percent during FY07 as exchange regime during FYOQ7. In this regard, few of the

compared to 8D percent in '_:YOB- important measures that have been taken by SBP are as
Consequently the trade defiaiidened to a follows.

recordUS$ 9.9 billion in FY07againstUS$

8.4 billionfor theprevious year. (1) The SBP has enhanced the Foreign Exchange Expo:

Limit (FEEL) of banks and Authorized Dealers (ADs) froi

. o . . 10 percent of their paid up capital to 15 percent.
The main contribtion tothe sluggish import

growth of 8.1 percent in FYQ7 w&®m the (2) Another key measure is that SBP require banks and

decelerationn the growth opetro|eum and ADs to purchase foreign currency from inteank in

machinery impog In addition, imports under settlement of Furnace Oil imports and purchase of crude
. ' . oil.

food, transportation ansetal grougeclined

However, the slowdown in import growth was (3) To further liberalize foreign exchange regime, SBP h:

offset by the lower export performance, as allowed ADs to borrow in fieign currency from

exports grew by only 3.2 percent in FY0O7 International Financial Institutions subject to some

. conditions such as (1) borrowing is permitted in USD,
compared wittthe FYO6growth of 1.3 Euro, GBP and JPY; (2) there is a cap on borrowing of

6 . . . 1 .
percent. maximum 50 percent of their unimpaired capital; (3)
minimum tenor should ride less than 1 year; (4) Interest
Services Account rate should not exceeds LIBOR + 1.50 percent etc. For

The deficit in the services account narrowed ~ detail see circular no.03, dated 15 Jun, 2007.

by 6.5 percent YoY during FY07 to US$ 4.1 (4 The SBP has allowed the ADs to make remittances ¢

billion (seeTable 7.2. This improvement behalf of institutions in Pakistan with international

was caused by the incimain services export affili ations on account of membership fees to the princip
of US$ 353million which more thamffset a abroad. Earlier this facility was available to individual
rise of US$ 66million in services paymest only.

(seeFigure 7.14). (5) SBP has directed exchange companies to route their

transaction either through their Nostro Accounts with the
Figure 7.15showsthe services payment grew banks abroad oheir foreign currency accounts maintaine
by only 08 percent in FY07 as compared to with commercial banks in Pakistan.

24.0 percent during FYO_6. The_sluggiSh (6) SBP has required exchange companies to sell a
paymenigrowth was mainly attributed to (1) minimum of 10 percent of foreign currency on account o
lower risein freight outflows as a result af inward home remittances and against export of currency
slowdown in import$2) asubstantiatiecline ~ (other than USin the interbank market.

in other business servicestflows and
deceleratiorin growthof other servicesutflows?’

241n most of the literature the impact of fiscal policy on current account deficit is studies through either spending shocks
(government expenditure) or fiscal deficit

2 This section is based on exchange record data compiled by SBP that does not tally@ittdhes data compile by the
FBS, and used in stiection?7.4.

% For detail, see section dmadeAccount

27|t may be pertinent to note that other services growth is adjusted fafop@yment of Ghazi brotha dam in Aug 2006.
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Table 7.2: Current Account Balance

million US$

Difference
FYO07 FYO7 over

Items FY06 Full year H1 H2 FY06
1. Trade balance -8,441 -9,944 -5,363 -4,581 -1,503
Exports 16,553 17,080 8,343 8,737 527
Imports 24,994 27,024 13,706 13,318 2,030
2.Services ( net) -4,430 -4,143 -2,451 -1,692 287
Transportation -1783 -2043 -1064 -979 -260
Travel -1195 -1,350 -710 -640 -155
Communication services 97 23 25 -2 -74
Other business services -2,562 -2,099 -995 -1104 463
Government services 1,348 1,517 455 1062 169
Of which: logistic support 1070 1242 425 817 172
Other -335 -191 -162 -29 144
3. Income (et) -2,667 -3,569 -1,808 -1,761 -902
Investment incoménet ) -2,672 -3,576 -1,812 -1,764 -904
Direct investment -2,076 -2,806 -1,461 -1,345 -730
Of which: pofit & dividend -433 -537 -337 -200 -104
purchase of crude oil & minerals -1,149 -1,392 -711 -681 -243
Portfolio investment -93 -242 -95 -147 -149
Of which: pofit & dividend -88 -266 -107 -159 -178
IMF charges & interest on oféxternal debt -664 -735 -364 -371 =71
Interest on private external debt -85 -149 -58 -91 -64
Others 246 356 166 190 110
4. Curent Transfers ( net) 10,548 10,562 4,943 5,619 14
Private transfers 9,867 10,058 4,758 5,300 191
Workers remittance 4600 5494 2568 2926 894
FCA - residents 312 196 24 172 -116
Others 4955 4368 2166 2202 -587
Official transfers 681 504 185 319 -177
Cash grant 464 329 31 298 -135
Others 217 175 154 21 -42
Current account balance -4,990 -7,094 -4,679 -2,415 -2,104

The negative growth inther business servicess recorded on account @fJS$ 570 million decline
in transaction routed through Foreign Exchange Companies (EE@s)wever, tle impact of this
declinewas partly offset by US$ 175 million increase in outflows through the formal system

A breakup otheexchange compas (ECs) transactions shows that thase mainly reported under
travel andother businesservices.The fallin ECs transaction iother busineskead(seeFigure

7.16 reflected SBP measures to tighten documentation procedures after reporfewhBCs were
not properly following SBP instruction$n the formation of ECs, SBRad allowed ECs to facilitate
individual transactions other than trade related activitigsowever, the rising portion dfusiness
services outflowsince FYO05 had raised somgaestions as to whether thestrictionswere being
followed.® Inquiriesfound thatrransactions reported under tider businesbead was inflated as

2 The outflow under FEs has no impact on over&iAB as it is offset by the contra entry (reflecting the receipts of the
FECs) appearing under the other private transfers.

29 See SBP F.E Circular No. 9 of Jul 30, 2002.

30|n this context, SBP had issuactircular to restrict exchange companies from unauthorized transactions. For detail see
circular letter No.11 of Jun 16, 2005.
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Figure 7.14: Break-up of Services Account Figure 7.15: YoY Growth in Services Outflows
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some of the ECs were reportingn-permitted transactionmder this headWhen this activity was
curtaiedin FYO7 the transaction reported in this head recorded a sharp fall.

On the export side, a US$ 172 million YoY
rise in logistic support on account of services| Fgure 7.16: Foreign Exchange Companies Outflows
provided to the UN troop explains part of the | ®FY06 BFY07

increase in services expaturing FY07. The 2.5

remaining contribution came from the

construction services. It may pertinent to 2.0

mention that there were certain factors which -

limited the services export growth ta19. @ 15

percent during FYO7" These mainly include: | ¢

(1) lower remittances received by the = 1.0

embassies operating in Pakistan from their

home countries; and (2) continued decline in 0.5

communication exports in general and

telecom exports in particulaihe latter may 00 | MEENSSNNY 2002 EEESNSSSNN
be a reflectn of increased usage of Travel Other business services

international calling cards, offering a
concessional rate, by Pakistani residents for making international calls that could have reduced inward
international calls (and hence earrsng

Income Account

The ncome account deficgrewby 33.8 percent growthin FY07,to US$ 3.6 billion during FY07 as
compared t@JS$2.7 billion in the previous year (s€g&gure 7.17). This was caused by aap

increase in investment income outflows that offset the small improvement in net interest payments.

Althoughthe nt er est payment oé&liabditesiwitiessgd@asise of JE&/r nal deb
million during FYO7, this increase was more t han
international reserves during the year under reviewTabke 7.3. The rise in the interest payment

in FYO7 was mainly caused by higher payment on Eurobontse suinterest payment on private

loans as well as on official loans. However, keeping in view of Eurobond issuance on annual basis,

and a rising stock of private sector debt, the increase in these two componemts wasxpected?

31 Services export grew by 9.4 percent as against to 13.4 percent in last year.
32 For detail see section on External debt.
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On the lability side, the payment made by thg o 7 on of | A outf
foreign companies for the working capital gure £.%7: Lomposition of ncome Account Dutiiows
. . . B Reinvested earnings
finance and interest payment on foreign O Profit & dividend

H ; B Interest payments (net of recei
currency loans extended to Pakistani trade by g g\ 3.8 5 trude kY F
commercial bank explained a large portionoff  ,

rise in interest payments on external lidieis

during FYO7. 3.5

g 30
The investment income outflovaepict a 40.6 225 H
percent YoY growth in FY07 as compared to| 2 , !

23.7 percentmpwth during FY06** A
decomposition of investment income outflowd — 1®

shows that the contribution of purchase of 1.0
crude oil & mineral to the rise in investment 05
income outflows was significantly higher 0.0
durlng FYO7 (seﬁgure 7.18. _In ad_d_ltlon, Y05 Y06 Fv07
thereinvestd earningsandprofit & dividend
also explained substantial part of the
increase in investment income outflows in Table 7.3: Details of Interest Payments and Receipts
FYO7. In particular, the sectors which million US Dollar
recorded hefty outflows underofit & FYO6 FYO7 Savings
dividendwere telecom, power, financial Payments (I+11) 1013 1210 -197
business and petroleurafining (sed-igure . Total external debt 840 993 -153
7.19, reflecting the substantial investment FUBE Tl GUEETIEES 39 820 Sl
. . . Longterm 618 664 -46
in these areas in earlier years. Military 5 7 1
Euro bonds 91 128 -37
A sector wise comparison between profit & ComEEE Erskeshe 8 13 5
dividend repatriation and reinvested earning DB 14 8 6
reveals an interesting insighthe telecom Private loans/credits 85 149 64
sector which had atacted hefty foreign IMF 16 24 8
investment witnessed more profit outflow ¢ icmal liabilities 173 217 a4
as Compared tO the amount Wh|Ch iS Foreign currency deposits 22 33 -11
reinvested in the same sector during FY07 Special US$ bonds 28 13 15
(seeFigure 7.20. On the other hand, in the Central bank deposits 4 2z 7
case of the financial business sector, much _ Others 89 1u 25
; : . Receipts 382 530 148
of the profit has been meiested in FY07. T — 268 412 144
. . . Others 114 118 4
It is clear from aboveiscussion that the A 631 680 49

deficit financing either through external
loans or investment flowis a mixed
blessing, withrepercussions for external account as well as for intealahce

To elaborate further, financing from afengentioned sources can exert pressure on current account in
form of interest payments or profit repatriation. While, interest payments also imply fiscal costs for
the government, there is no fiscal cost in casevdstment flows. Therefore, among these two
sources the more preferable are the investment flows. The impact of profit outflows could be
mitigated if the investors are enticed to reinvest their earning instead of repatriating it.

Source: State Bank of Pakistan

Another significantoutflow was on account gfurchase of crude oil & mineralThegovernment of
Pakistan paid US$ 1.4 billion during FY07 as compared to US$ 1.1 billion in tevibé foreign

34 Comprises of profit and dividend on foreign investment, reinvested earning on FDI and purchiade ofldy foreign
companies exploring oil in Pakistan.
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investor®® This rise probably reflects higher prices, as there was no substantial increase in the
production of crude oil, gas or LPG during the y&ar.

Figure 7.18: Contribution in the Growth of Figure 7.19: Repatriation of Profit & Dividend
Investment Income Outflows
B FY06 B FY07 W FY06 mFY07

20 Oil & gas
_ 16 Petroleum refining
©
o
g 12 Financial busines:
©
g
o g Power
(]
o
4 Telecom
0 Other
Profit & Purchase of Reinvested
dividend crude oil & earnings 0 45 90 135 180 225 270 315
mineral million US$

Current Transfers
These flows largely remained unchanged from the previous year, increasing by US$ 14doniilign
FYO7 to reach US$ 10.6 billion (s@able 7.9. The marginal 0.13 percent YoY growth in current
transfer in FYO7 was quite puzzling, given
that the remittanceisa major component of Figure 7.20: Comparison b/w Profit & Dividend and
transfers depicts an impressive growth of Reinvested Earnings (FY07)

19.4 percent in FYO7sacompared to 10.3 B Profit & dividend outflowdll Reinvested earnin
percent growth during FY06. 350

300

A breakup of current transfers shows that
even this nominal increase was mainly 250

achieved in HIFYO07,with a decline 200

witnessedn the second half of FYO7 As _

shown inFigure 7.21the mainfactorbehind = 150

the lower increase in current transfers during 100

FYO7 was other private transferBuring the

first half of FYO7 increase in other private 50

transferssupplment ed t he wo 0 : : :

remittancesbutduring H2FYQ7 the fall in Telecom Financial  Power Petroleum
other private transfers completely offset the business refining
impact of increases in remittances and
FCAs®

million US$

On the other hand, the official transfers recorded a decline of US$Ih7@ RY07 over last yea3(8.

®I'n fact, it is the foreignerod6s share in total eselptd oration
government of Pakistan or export it.

8 For example, whilehte intenational oil prices started to decline gradually since20@6, however, average international

oil prices during FYO07 (62.78 US$ per barrel) is still higher than the corresponding average prices (61.45 US$ per barrel)

during FY06; thus possibly explainset higher purchase of crude oil & mineral outftduring FYO07.

3" The lower inflow of US$ 196 million in FCA during FY07 as compared to an inflow of US$ 312 million in FY06 was

mainly a result of relatively stable rupee and widening spread between mtuunsee and FCAs.
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Wor ker s6 Remittance
An encouraging aspect of current transfers is
theremarkable growth of 19.4 percent YoY in

Figure 7.21: Current Transfers (YoY Change)
B Official B Worker remmittances O FCA B Other

wor ker s 6 sdurmgniYO7ttaareache
US$ 5.5 billion (sedable 7.4. The higher FYor
growth in remittances emanated largely from
the traditional sources, i,¢he Middle East FY06
andtheUSA (seeFigure 7.22. A part of the
sharp rise in remittances duriggarsmay
also partly reflect investments in the FYo7
Paki stanbds asset mar Kk® t—s—
market. FY06

H2

Thesharp surge in remittances from the
Middle East wasargelyfrom Saudi Arabia

and UAE (sed-igure 7.23. It is worth billion US$

-09 -06 -03 00 03 06 09 1.2 15

mentioning that during FY07, the YoY

increase in reittances from UAE was Table 7.4: Workerso Remi
substantially higher, i.e., US$ 150.2 million ~-Milion US$
compared to a rise of US$ 3.7 million in the : By 7 ChEipe
previous year Anecdotal evidence suggests - €U regn 206: 2,647 584
that this rise is partly attributable to (1) rising ~ Bahrain L e
construction activity due to real estate boom ~ Kuwat 240 28¢ 42
in Dubai and (2) highezconomic activitiesn Qatar e 1n 52
Gulf regionas a result of the oil boonThis Saudi Arabia 75102 273
has raised demand for labor and led to higher ~SultanatOman 3¢ 16z el
wagescontributing to higher remittances UAE. [EE 10
1. U.S.A. 124: 146( 217
Remittances from USAave also been lll. O ther than Gulf & US 128:  138¢ 102
witnessing a steady increase, with the month| ~ Canada e Eft g
average rising to US$ 121.6 million in FY07  Germany = i 8
compared to US$ 103.5 million last year. LR ¢ 4
Interestimgly, there appears to be a shiftin the  Norway L -
channels of these flows; with entire increase UK 43¢ 43C -9
routed through exchange companies, as the __Other 68C 764 84
remittances flowing from banking channels  Total 4588 5,491 903
declined during FYO7 (sdeigure 7.24). of which: Exchange Companies 622 95(C 327
Encashment of FEBCs & FCECs 12 3 -9
Moreover, remittances from an important Grand total 4,600 5,49 894

soure, i.e., UK fell sharply; in contrast to a

17.9 percent increase in FY06, FYO7 saw a negative growth of 2.0 percefigisee7.29.%° This

deceleration probably represents a reversion to normal flows after a substantial increase in the

previous yeamn wake of the October 2005 earthquake.

Other private transfer (credit)**

equi ty

Other private transfers (credit) recorded a US$ 610 million fall during FYO7 as compared to FY06
(seeFigure 7.26. As seen irFigure 7.27,this decline was largely evident in H2Y07 and was

38 This was mainly due to lower cash grant of US$ 329 million for budgetary purpose and US$ 9 million earthquake grant

3%1n absolute term, the YoY decline in remittances was US$ 9 million during FYO07.

“1 This head mainly comses of unclassified private transfers, private donation, withdrawal from the residents FCAs and

receipts of exchange companies.
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caused mainly by (1) fall in receipts BCs (2) decline in private donations and (2) lower receipts in
unclassified private transfers.

Figure 7.22: Contribution to Remittance Growth Figure 7.23: Sources of Rise in Remittances from ME
HFY06 B FYO07 ] Saudi Arabia -] Qatar
] U.AE. B  Sultanat-e-Oma
10 (m} Kuwait | Bahrain
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Figure 7.24: Sources of Change in Remittances Figure 7.25: Remittances from UK
from USA O Absolute amoun® YoY growth (RHS,
B Exchange compani@Banking channi
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In specific terms, receipts &Cswere limited to US$ 2.3 billion in FY07 as compared to US$ 3.0
billion in last year. It is pd¢inent to mention here that the private transfers routed threGgihave
increased substantially since FY05 due to integration of informal flows into formal channels through
ECs®

However, the recent fall in inflowsnder this head is a reflection of fall in other business services
outflow, as mentioned earlier. In fact, receipts of the ECs under other private transfers are a contra
entry of services outflow of ECs.

Besides exchange c¢ o mfzomnhg drisate danatiens gquting FYOawasalso nf | ow
subdued probably due to lower contribution for earthquake relief activities.

Financial Account

“2|n June 2004, the State BankRdkistarrequired informal moneychangers to convert into and register as foreign
exchangeompaniedy August 30, 2004
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The countryds financial account post &a8%48 | argest
billion highercompared to that in the previous year (§able 7.5. The sharp rise in the surplus was
mainly explained by the significant increase in portfolio investment, as well as FHigsee 7.28.

Figure 7.26: Composition of Other Private Transfers Figure 7',27: Other Private_Transfers (_YOY Change)
(Credit) B FCAs withdrawal B Private donation
B ECAs withdrawal B Private donation g Prlr:/ate transfers n.s®.Exchange companie
O Private transfers n.s.dl Exchange companies Other
0O Other 1.0
FYO07 0.5
2
)
0.0 r r r
FY06 S
=
-0.5
FY05
-1.0
0 1 2 3 4 5 H1 H2 H1 H2
billion US$ FYO06 FYO7
Figure 7.28: Sources of Rise in Financial Account Figure 7.29: Financial Account Surplus (FY07)
. . Sur‘plus C— FDI I Portfolio (inc. GDRS
B Foreign direct investment B Portfolio (debt securities)— Other investment
O Portfolio investment Financial a/c surplus
B Other investment
4.0
3.5
3.0
B 25 /
a2
c
FYo7 2 20 7
<15 7
1.0
O 0s L]
0.0 r r r
Q1 Q2 Q3 Q4

Privatization proceeds contrilaat onlyUS$ 266 millionto the FYO7 surplus, in contrast to the US$
1.5billion recorded in FY06

A quick look at quarterly trend of financial account surplus reveals that a large part of the surplus
materialized in the last two quarters of FYO7. In particularF@g87 witnessed US$ 3.7 billion
surplus which is the highest surplus ever recorded in anyeqaee~igure 7.29.
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Table 7.5: Financial Account

million US$
Full year H1 H2 FY06

Financial Account (1 through 4) 5,83( 10,10¢ 3,96¢ 6,141 4,275
1. Direct investment abroad -71 -11C -51 -59 -39
2. Direct investment in Pakistan 3,521 5,14( 1,87 3,261 1,619
Equity capital 2,92¢ 4,23( 1,44 2,78 1,305
Of which: pivatization proceeds 1,54( 26€ 13z 13z -1,274
Reinvested earnirsg 537 907 42¢ 47¢ 370
3. Portfolio investment 98¢ 3,281 1,29¢ 1,98¢ 2,295
Equity securities 351 2,30: 1,15% 1,15C 1,952
Of which:stockmarkets 351 862 272 59(C 511
Debt securities 61< 971 14¢ 82¢ 364
Of which: Euro bonds 79¢€ 82( -1 821 24
Net foreign investmen{1+2+3) 4,43¢ 8,311 3,115 5,19« 3,875
4. Other investment 1,39¢ 1,79¢ 847 947 400
Assets 14¢ -58¢ -36 -552 -737
|. Outstanding exports bills (exporters) -28% -281 -18C -101 2
I1. Outstanding exports bills (DMBs) -80 1C 41 -31 90
Ill. Currency & deposits 511 -32C 10¢ -42% -831
Of which: Bank 461 -472 48 -52(C -933
Liabilities 1,24¢ 2,38: 882 1,50C 1,137
I. Foreign longterm loans / credits ( net) 1,01C 1,38¢ 50¢ 88( 379
Of which: poject assistance 69€ 83t 442 391 137
non-food aid 1,37% 1,582 572 1,01C 209
amortization 1,05¢ 1,02¢ 50E 521 -33
I1. Private loans 231 44% 16¢ 274 212
Of which: supplier credits 551 84¢ 34¢ 494 292
supplier credits repayments 32( 40C 18C 22( 80
Il. ST capital, (official) -21¢ -83 -58 -25 135
Of which: @mmercialbanks (net) -11€ -11€ -11€ - -
IDB (net) -10z 33 58 -25 135
IV. Currency & deposits 31€ 32¢ 9€ 23C 10
Of which: Trade fiancing 697 26€ 99 16¢ -429
V. Other liabilities -93 30¢ 167 141 401

Source: Statistics Department, SBP
Note= LT: Longterm, DMBs: Deposit Money Banks, ST: Shtatm.
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Foreign Investment (Net)
Net foreign Investment (NFI) depicts laasp _ )
rise of US$ 3.9 billion YoY during FY07 to Figure 7.30: Net Foreign Investment

record US$ 8.3 billion. This was mainly B Foreign direct investmer® Portfolio investmer
caused by higher FDdnd aremarkable surge 6
in investmenrd in the locabtock markeand 5
GDRsissuegseeFigure 7.30. o4
[9)]
-]
Foreign Direct Investment g3
As discussed earlier, the contribution of FDI | = 5
in financial account surplus in general and
NFI in particular, remained substantial during 1
FYO7. In absolute terms, Pakistan received 0

USS$ 5.1 billion of FDI during FYO/Avhich is
46.0 percent higher thathe FY06 level (see
Table 7.5) A significant portion of the FDI FY06 FYo7
inflows-US$ 3.3 billion was recorded in the
second half of FYQ7 (sd€égure 7.31).

H1 H2 H1 H2

During FY07 the share of privatization Figure 7.31: Foreign Direct Investment
proceeds in FDI inflows was 5.2 percent only| ®FY06 ®FY07

as compared to a moregmounced share of 3.5

43.7 percent last year. 30

A decomposition of FDI inflows into equity - 2.5

capital and reinvested earning reveals thata| 4 5o

large pation of FDI inflows came from the 5

rising investment in equity capital, the bulk off £

which was realized as a result of mergers an 1.0
acquisitiors, particularly in financial sector
(seeFigure 7.32. To be specific, country
received US$ 195.4 million from Stdard 0.0
Chartered Bankbés acgq
Bank? US$ 110.2 million net inflow in ABN
Amro Bank for the acquisition of Prime Bank; Table 7.6: Major sector wise FDI
US$ 98.9 million from the Samba group of  ijion uss

0.5

SaudiArabia to acquire Crescent Commercial EYO4 FYO5 FY0§ FYO7
Bank; and lastly US$ 68 million in Habib Communications 22; 516 1,93¢ 1,899
Metropolitan Bank. Besides financial sector, Financial business 24z 26¢ 32¢ 930
telecom sector also witnessed US$ 721.7 Oil & gas explorations 20z 194 31 545
ml I I | on 0 f | nvest men ‘Tobacco&cigarettes 1 7 2 389e I 6 S
acquisition by the Chinilobile andanother Power -4 [
US$ 382 millioninvestment wa@ Lakson Trade s 52 1lE i
. . . Food & beverages 4 1€ 57 125
Tobaccaoy PhilipsMorris International R - 3¢ p 5o
(PMI). The other major equity flows Chemicals 1€ 51 63 46
includes: US$ 386 million in Telenor Leather and rubber produ 4 7 8 7

Pakistan; US$ 187 million in Warid Telecom;
US$ 545.1 million in oil & gas exploration sector; US$ 154.4 million in petroleum refining and US$
193.4 million inpower sector.

't may be important to note that total amount of Standard

million; however, only US$ 195.4 million was realized in FY@hereaghe remaining amount was paid to theeemal
share holder.
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Furthermore, a sector wise analysis of FDI
inflows shows that in Pakistan FDI is mostly
concentrated in netradable sectors such as
financial business, telecommunication, and
power. While the contribution of sectors
which can generate part revenue like
textile, leather products and chemicals was
relatively low over the period (sdable

7.6).

Furthermore, a sector wise analysis of FDI
inflows shows that in Pakistan FDI is mostly
concentrated in netradable sectors such as
financialbusiness, telecommunication, and
power. While the contribution of sectors
which can generate export revenue like
textile, leather products and chemicals was
relatively low over the period (sdable

7.6).

Nevertheless, investment in rtnadable
sector is equally important as it promotes
efficiency and economic growth (sBex 7.5.
Lastly, it must be noted that as a result of
gradual rise in FDin recent years,
performances of FDI at regional levegauge
by the Inward FDI performance indeanking*

-has improved and is significantly better than g, 0 1aqesh

that of many South Asian countries (Sadble

7.7).

Figure 7.32: Composition of Foreign Direct Investment

B Privatization B Reinvested earnings
O Other equity capital @ Mergers & acquisitior

FYo7

Table 7.7: Paki st an 0Bl Pdifarmanden g

Index
2002 2003 2004 2005
Pakistan 120 115 109 102
Sri Lanka 108 100 96 106
115 121 119 116
India 111 109 112 119
Nepal 135 135 136 135

Source: UNCTAD, World Investment Report 2006

“Inward FDI performance index is a measures of the extent to which a host country receives inward FDI relative to its

economy size. It is

calcul ated

as the ratio &ichywarcountryod:

index shows thregear moving averages, using data for the three previous years, including the year in question.
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Box 74: Long-run Implications of FDIInf | ows on Paki stands Economy

The importance of foreign direct investment as a source of direct capital financing is well established in literature which
suggests foreign trade as one of the possible transmission channel from FDI toie@owath. Certainly, the contribution

of FDI in exportable industries leads to incresisghe

export capacity, while in case of imports; the investmenJTable 74.1: Sector Wise Share in FDI (in percentage)

can lower the demand for imports by promoting import FY06 FYO7
substitution industries. Besides, the spiloimpacts of ;) ¢ gasexploration 8.9 106
FDI such as transfer of technology and market access Power o1 38
plays important role in the economic growth of a ' )
country. However, such impacts of FDI may not be ~ Communication 55.0 37.0
uniform across the board, as some sectors are slow in  Telecommunication 54.1 35.6
absorbing technological changeSa example Financialbusiness 93 18.2

Hirschmar1958), points out thdin agriculture and
mining these |Ilikeviseges ar €
Kokko(1994) notesthdie nc |l ave i nve st Others 17.6 22.8
little scope for t hSmildrly c sTotal 100.0 100.0
Wang and Blomstrom(1992) find thain case othe

services sector, the spillover impacts, especially in terms of transferring technology, are significant

Tobacco &cigarettes 0.1 7.6

Along with the benefits there may also be some costs of the Biiregulated FDI flows can bring about serious difficulties
to balance of payments owing to high import content and

Usually the policy maker prefers FDI in tradabéet®r, due to potential of this sector to produce exportable surplus, which

can help elevate pressure on countries external accounts. FDI in the services sector while less preferred also bs substanti
benefits in the form of its spillover effects. Thewe realized in the form of economic efficiency through infusion of new
technology and management techniques that can provide important impetus to the gfmntlenefits, could thus override

the costs associated with the profit outflows.

Pakistarhas witnessed a sharp increase in the Foreign| Figure 7.4.1: FDI Inflows in Pakistan

Direct Investment inflows since FY04. Specifically in C— FDI Growth (RHS)

FYO07, the inflows under FDI were US$ 5.12 billion, 46 6 150
percent higher from FY06 level and 440 percent higher

than FY04 (se€igure 7.41). Like earlier infows 5 A —— | 130
majority of inflows in FYO7 were concentrated in the
services sector; telecommunication and financial / \ 110
businesses (sd&ble 74.1). 74 4 / 90 =

2 ] ©
The i mpact of the FDI in §a3k|stanos T wp maj\or_70§
recipients in the services sectors, i.e. s / \ 50
Telecommunications and Bangisectors is discussed 2 ]
below. / ] 30

! ] 10

Theimpressive performanagf the banking sectan
recent year has made this sector very attractive for the 0 r T T -10
foreign investors As a result the sector attracted FYO04 FYO05 FYO06 FYO7

apprimatelyUS$ 1.53 billion investment during last
3 years. The gain in technical efficiency as a result of taple 74.2: Growth in the Banking Sector
these FDI could be seenimdicators such athe

increasing number of installation of ATMs (Automated

2005 2006 2007

Teller Machines) and the number oéetronic M2 to GDPratio 45.64 4499 44.01*
transactions (se€able 74.2) which has pushed up the No. of ATMs 1028 1612 2294
operating performance of the banking sector (based on Nq_ ofdectronictransactions(000) 43687 70119 99368

the operating cost to total assets ratio) since FY04.
The efficiency gain in operation, beside others, is
probably one of the explanayofactors for the higher # Provisional; * Calendar Year

growth in profitability and assets, the banking sector is

witnessing since the influx of FDI in this sector. The higher profitability at the same time indicates that the secher could
attracting more FDI going forward.

Operatingcost tototal assetgatio* 2.24 2.21 2.28

“ The ratio indicates that operating efficiency has decreased in the CY06. ptiisdsly due to the one time higher cost
incurred by the banking sector famprovemenin the IT infrastructure and the human skills, as required by the SBP, for
banking sector automation and effective msknagement

13¢€



Balance of Payments

A large body of empirical literature has found that the growth of financial sector is a very important determinant gf the lon
term economic growthFor example, Levine (2004) have established that the well developed financial systems ease
external financing of firms, which illuminates a mechanism through which financial development influences economic
growth. FDI inflow in the financial sector therefore, would aid economic growth.

Similarly, FDI in the telecommunication sector has not gmiywided much needed impetus to this sector, but ihhes
multifaceted impaston the economy. The growth in the telecommunication could be seen in the increasing tefedénsity

the country, which has grown from 2.8 percent in FY01 to 45depein FYO?. Other impacts have been captured in the
empirical research that has confirmed the existence of significant causal link between the telecommunication development
and economic growth. This channel works with the growth of the telecomnionisattor which requires supply chains of
vendors that provides communication sets and/or connection services. In either case, new employment and income
generation opportunities are created. Kevin Stiroh (2002) has found that Information Technolaggt(bhgly associated

with higher firm level productivity. Besides, IMF Report on Information Technology (@&)®oints out that Information

and Communication Technology (ICT) has helped in increasing the total Factor Productivity (TFP) by orfathird o
percentage point per year in the industrial economies and significantly in the Asian echdmitisermore, modern
development gurus like Parnab Bardhan agree that growth oriented policies that lead to allocative efficiency of resource use,
may helppoor possibly by enhancing their purchasing power and/or by creating new employment oppctiunities.

References:
Kokko, A (1994), fATechnology, market characteri98tics and s
Wang, J.Y and Blomstroni(992) , fAForeign investment and technol ogy trans

Review, 36: 13565

Hi rschman, A (1958). fAThe Strategy of Economic Devel opment
Levine, Ross, 2004, AFi ndennccee .aon dNBSH P Maxthvek iTrhge oprayp earnd E v i
Bardhan P. (1996) : AEfficiency, Equity and Poverty Allevia

Journal, 106, 438: 1341356.

Portfolio Investment

Foreign portfolio investment wigssed a
substantial YoY rise of US$ 2.3 billion during
FYO7. These flows contributed significantly in
the financingof large CAD during the year

Figure 7.33: Sources of Rise in Portfolio Investment
(FYO07)

B Debt securitie

B Stock market

The improvement in portfolio investment in B GDRs
FYO07 mainly came from the rising investment in
equity securities, particularly in tii&obal
Depositary Receipts (GDRSs) issuedtbg
governmen{for OGDCand UBL) andby a
private sector ban{seeFigure 7.33. Besides
GDRs, a significant portion in equity securities
comprises of foreign investmenttimec ount rfy 0 s
stock market.These increased kyS$ 510.5
million in FYO7.

This said, foreign investment in local stock makapearedower than the net inflows recorded
under SpeciaConvertibleRupeeAccount (SCRA) during FYO? In specific terns, in FY07, the net
inflows routed through SCRA were US$®6million, while the actual investment made in the stock
market was US$ 863 million during the same period. The difference of US$.1hdllion primarily

“6 Teledensity is defined as number of users over entire population.

47 The figureincludes fixed line mobiles and WLL Source: www.pta.gov.pk

8 Based on the SBP First Quarterly Report FY&pecial Section 2.

4 This said, FDI in this sector can also exert some import pressures as well. For instance, Pakistan has recorded
approximately US$ 2.0 billion of import bill under other transmission apparatus and mobile phones imports durif@/’FY06

It may be pertinent to mention, the import growth in this head has slowdown to 17 percent in FY07 from 53 percent last
year.

0 Non-residentsre allowed to invest in the domestic stock market and money market securities through SCRA. For detail
see Q3FYO7.
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reflects; US$ 43 million on account of 5 percent shares of Lakson Tobacco Company limited bought
back byPMI; by acquiringa51 percent share of Lats Tobacco, PMbeameamajor share holder

in the companyndtherefore this amount is recorded in FBther than in portfolio investment
AnotherUS$ 73.5 millionwasrouted through SCRM FYOQ7 for investment in money market

sealrities such as Treasury bills and Pakistan Investment Bawelgertheless, most of the SCRA

flows in FYO7 still constitutedequity investmentby nonresidentdoreign investmentéseeFigure

Figure 7.34: Foreign Investment in Stock Market and Figure 7.35: Coefficient of Variation of Daily SCRA
SCRA Flows Across Quarters (FY07)
B SCRA B Stock investmen Bl Inflows B Outflows
750 1.1
600
1.0
@ 450
> = 0.9
- 300 g
2 8
= 150 208
0
0.7
-150
H1 | H2 0.6
FY06 Jul-Sep Oct-Dec Jan-Mar  Apr-Jun
7.39.

While the surge in neénflows under SCRA reflects auspicious performance of local boitiedso
reflectsvulnerabilityin theexternal sector. The daily volatiliyauge by the cefficient of variation

in SCRA flows increased substantially as the yeagmessed (sdeéigure 7.35. In particular, in the
last three month of FY07 the -@fficient of variation of daily SCRA outflow jumped to 1.0 percent
from 0.71 percent during Jadvlar FYO7. The increased volatility was possibly a reflection of profit
making by the foreign investors on account of striking performan&aadchi stoclexchangdK SE
100)which depicts 103 percentage points increase Q@7 over the preceding quarter.

Though the substantial increase in equity

invesment owes to improvingount r y 8 s Figure7.36: Foreign holding as percent ofagg. market ca
fundamentals, there is need to continuously 8.0

monitor these flows to avoid any financial crisis, o X
since such flows are volatile. Moreover, it is 7.0 e
also important to maintain adequate foreign 60 o1 © 1L
reserves in order to protect the romy from g 2w

shortterm shocks? g 50 o o T
This caution has become increasingly relevant 40 oo = L H
due to the rising share of foreign equity portfolig ™

investments. To put this in perspective it may by 39 W‘H‘H‘ minimints
noted that the share of market value of foreign 20 A P P P
investment in the aggrega&SE market 8889888y
capitalization has increased sharply from 3.2 53 % %O%'S 3888885353
percent in JWFY06 to 6.8 percent in JURY07 T erzerr <

(seeFigure 7.36. More importantly, the

5lBesides shosterm debt, portfolio investment can also be categories asteharforeign liabilities. For detail see
(Athukorala and Varr, 2002).
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adequacy of foreign currency reseragsinst
these flowsd as gauged by ratio of SBP Figure 7.37: Reserves to Market Value of SCRA Balanc
foreign currency resees to outstanding === Market value of SCRA balance
market value of foreign holdingshas Reserves/market value of SCRA (Rt
declined to 3.0 times by enlline 2007 from 5.0 9.5
7.3 times in endFYO06 (sedrigure 7.37). 4.5 \ 7| &s
This decrease was mainly due to relatively 4.0 N A J 7.5
higher growth in market value of the equity | & 3.5 \ /~ \ 7 65
investments. g 22 \V4  / 55%
Thesurge inmarket value oforeign equity 220 /\/\/K 45
investmentsvas concentrated in HRY07, 15 35
reflecing: (1) capital gains dughe better W s e g 6o g 2°
performance of the K100 in theperiod z 2 2% < > 22 R
This is evident fronTable 7.8 which shows catf gl ol &S
that the change in per share prices of major
stock increased substantially during-H207
compared to HIFYO7, and; (2) large Table 7.8: Performance of Major Stoks
conversion of GDRs into ordinary shares Change inper share prices
during thelatterhalf of FY07 may have o 0s T
inflated the value of outstanding LUCK 31.70 79.39
shares without affecting the actual cash inflow pgkce 23.70 7208
into the SCRAZ. KAPCO -1.04 45.49
MCB 29.49 44.93
With regard to GDR conversions, out of total ENGRO -2.52 42.58
GDRs issuance of 98.3 million approximately UYBL 16.28 35.55
39.9 million of GDRs have been converted ~ PSC L 2D
into ordinary shares in FY07 (s&able HUBCO 27.23 30.54
7.9.>® Theoretically, foreign investors FFBL 418 30.31
. . . Bank Al-falah 1347 24.96
convert their GDR; into ordlna_ry shares when .- 208 17.63
GDRs trade at a discount relative to PPL 15.23 11.73
underlying share (after adjusting for exchange gank of Punjab 30.61 11.13
rate and exchange ratio between the GDR an raysal Bank 1.13 10.57
the domestic stock). FFC -8.17 7.44
NBP 23.07 4.72
Specifically, MCB recorded a 2.4 million of OGDbC -8.96 2.13
GDRs conversion in FY0?. A detailed 2ol 250 = A

analysis shows that a large portion of MCB ~ Source: Karachi Stock Exchange

GDRs conversion was recorded during the period when the share price differential existed between
the markets, which possibly provided arbitrage opportunity to

investors>*® However, the price differential has started diminishing since April 2007 onwards partly
due to PKR stability, which has possibly reduced the GDR conversionBi¢see 7.39.

2 Once the foreign investors convert their GDRs into ordinary shares they have the option to trade those ordinary shares
either in the local stock market or dis/est.

*3In case of GDRs, country saw three GDRs issDEDC of US$ 738 million; MLB of US$ 150 million and UBL of US$

650 million inFYO7. Out of 650 million of UBL GDR, approx US$ 560 million was realized in the month of June 2007,
while the remaining amount was recorded in Jul 2007.

54 MCB hadoneway converibility guarantee available to the foreign investor to hedge risk and was granted tvaywo
convertibility inJun2007 (seeBox 7.5.

%5 Approx. 2.1 million of MCB GDRs was converted into ordinary shares durindM@ctY07.

%8 The GDRs prices in US dollavere converted into Pakistani rupees by adjusting for the exchange rate for each day of
trade. Then to compare the converted prices with the price of underlying shares in Pakistani stock market, the GDR to
ordinary ratio for each stock is calculated.
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The OGDCshare prices in international market, after correcting for exchange rate, follow the same

pattern as in domestic market ($@gure 7.38. Thesimilar, OGDC share prices in bottomestic

and internationainarkets seems intriguirgince no reconversions of ordinary shares into GDRs have

been reported during FYG7.

Despite the fact that the price differential in
both markets was very dismal throwgit the
period under review, approximately 63
perent of total GDRs$ssuedwere converted
after first month of the issuance dateusthe
trading volume of OGDC GDRa London
stock exchange @E) dropped significantly
thereby reducing liquidity ithe international
marketduring the same period.

Table 7.9: Information on GDRs (FYQ7)

million
No. of Issuance No. of Conversion
Ordinary Ordinary

GDRs shares* GDRs shares*
MCB 8.6 34.5 2.4 9.5
OGDC 39.1 390.6 29.8 298.1
UBL** 50.6 202.3 7.7 30
*against GDRs

** conversion is reported in month of JB007
Source: Local custodian banks

Nonetheless, the issuance of GDRs has botl
positive and negative implications for the
local stock market. On the one hand, GDRs
conversionncreases the stock market
capitalization, but on the other hand, the
international listing has significance for the
firmsoé dome s(seeBox7$t o c

Investment in debt securities alsonégssed
an increase of US$ @@ million during

FYOQ7 to reach US$ 97million. This amount
includes both private sector flow#/0obilink
bond of worth US$ 250 milliof} as well as
the public investment

Outstanding Export Bills (OEBS)

The aggregate stock of outstanding export
bills held by exporters and banks increased 4
US$ 271 million dumg FYOQ7 as against US$
363million rise in FY06 (sedable 7.5.

The lower increase in OEBs was priradly

due to net realization of bills held by banks.
Specifically, during FYQ7 the discounting of
export bills by banks was much lower than
the previous year. The lower discounting of
OEBSs by banks was probably due to lower
usage of OEBs as collateral forex loans
during FYO7 (as net forex lending against FE|
25 was only US$ 268 million in FYQ7).

Figure 7.38: Share Price Comparison

—— GDR converted into ordinary shares— Local price
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57 In the month of Jul 2007 GDR-issuance totaled to 14 million of ordinary shares.

%9 Out of US$ 250 million private bond, US$101 million was utilized in loan repayment of the company;

entry in other liabilities of financial account, thus have no impact on BoP.
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Currency and Deposit

In contrast to FY06, F25 Nostro deposit ass&tsegistered a rise of US$ 472 million in FY0Q7. This

caused overall currency and depassets to increase by US$ 320 million during FYO7 Tsdse

7.5). Interestingly, the increase in £5 Nostro in FYO7 was visible despite the deceleration in FCA
deposits which has offset part of the gains from the lower net lending agai@stl6&s. This rise

in FE-25 Nostro was concentrated in##2Y 0 7, primari ly due to commer ci
other than FE25 deposit®n back of higher foreign private flows in the same period.

Official loans

This head recorded a net inflow of US$ 1.Hidn during FYOZUS$ 379 million higher than the last

year (sedable 7.9. If adjusting for earth quake loans, this increase becomes even more pronounced
to US$ 891 million in FY0O7. The improvement during FYO7 was a result of US$ 209 million YoY
increase in program loans mainly from ADB and World Bank. At the same time, a rise of US$ 137
million in project loans further strengthened the foreign loans receipts. On the payment side,
amortizatios decline by US$ 33 million in FYO%.

Private and stort-term loans
The net inflows undeprivate loansnched up Figrue 7.39: Foreign Private Loans
by US$ 212 million during FY07 over the B inflows @ Ouflows

previous year (s€€able 7.5. As evident 500
from Figure 7.39this improvement was

primarily caused by a sharp rise in receipts 400
during FYO7. In specific tens, in FYO7 the 8
communication sector witnessed a substantid 2 300
inflow of US$ 303.2 million. Privateloan 2 200
inflows werealsorecorded in cement, E
financial businesses and texsijsectors? 100
The recentsrge in privatdoreign currency

loans inflows mainly reflects local corporate 0

desire to take advantage of lovieterest rate
andrelative stability of the exchange rate

On the other hand, the shderm loans,

mainly comprising of commercial loans and IDB financing for oil imports, witnessed a lower net
outflow of US$ 83 million in FYO7 compared to US$ 218 million during F¥0&his was primaly

due toGShigher inflow of US$ 225 million under IDB loans during FYO7 as against US$ 169 million in
FYO06.

®This head mainly compr-R5sNesiro.of commercial bankés FE
51 FE-25 nostros deposits constitute the placements by domestic commercial banks with their foreign counteop&s ou
25 deposits, placements other thanZEand cash in hand.

52 For detail see section d&xternal Debt

53 For detail see section d&xternal Debt

54 As discussed in previous reports, the net outflow under commercial loans reflects the rolloveraird@100 million
with an offsetting entry in the exceptional financing in both years.

% Moreover, amortization of IDB loans recorded a YoY fall of US$ 79 million in FY07.
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Trade Financing
Trade financing against FE5 loangdeclined

by USS$ 429 million in FYO7 This was Figrue 7.40: Trade Financing Against FE-25 Loans
primarily dueto thewidening spread between | ®Export financing B Import financing

cost of FE25 loans and EFS loans. In 800

absolute term, the net trade financing against

FE-25 loans was limited to US$ 268 million 600

during FY07 compared to US$ 697 million

lastyear (sedable 7.5. A further breakup "§ 400
of trade financing into export and import S 200
finance depicts that most of the slowdown %

&

was recorded in the export finance, (in fact 0 - - -
these loans registered a net retirement of US ]

28 million in FYO07 as against to substal -200 I

net lending of US$ 508 million in FY06) (see -400
Figure 7.40. Nevertheless, importers (that FY04 FYO5 FY06
do not have access to concessional financingd)
continued to finance their expenditures

through FE25 loans, to take advantage of lower nominal interest ratethamdlative stability of the
66
rupee:

FYO7

Box.75: One-way and Twoway Fungibility /Convertibility

In principle, a dually listed share in both international and domestic markets should trade at same price because of arbitrag
activity. In othe words, if there is a divergende share prices, an arbitrage opportunity arises to sell the share where it is
overpriced and vice versa. This whole mechanism works if there is no restriction on DRs and underlying share movement
between international equity marketdathe domestic markets; such types of arrangement are largely observed in developed
countries. Under this arrangement if the prices are high in domestic market, then investors have the option to convert their
DRs into ordinary shares and thus can tradeérdomestic market. Hence reducing the number of DRs outstanding and
increasing the number of shares traded in the domestic market. Similarly, when DRs are traded at higher prices, new DRs
can be issued thus increases the outstanding balance of DBscaedsing the underlying shares in the local market. This

is an example of unrestricted tmay DRs convertibility program, where share prices are expected to differ by the
transaction cost of arbitrage.

On the other hand, there are limited tway mnvertibility arrangements where theissuances of ordinary shares into DRs
are subject to the availability of headrd8mSuch types of options are usually found in developing countries, where capital
account is not fully liberalized, including Pakistaim addition, there is also a emay convertibility option in which once

the DRs has been cancelled then no subsequésguance is allowed; this is a most restricted type.

There is a growing concern in Pakistan with regard tovixag fungibility gption that GDRs conversion can increases the

stake of foreign investors in the equity markets and thus can add more volatility in the domestic stoc¥ rmatkist.

context, it is important to mention that in Pakistan the guidelines issued by SECPzaftreign investor to hold only 5

percent or in some cases 10 percent of local shares, either through GDRs representing such equity shares or direct holdings
of equity shares in local stock marR&tTherefore, beyond abowrmentioned limit GDR conversiormmnnot influence the

Pakistani stock market. Thus country can limit the extent of any unpleasant shock at time of abrupt withdrawal of these
flows.

Box 7.6: Impact of International listing by Banks and Firms: A Case of Pakistan

As a result of globahtegration, capital markets around the world and those in developing countries in particular have
experienced sweeping changes in form of tapping international equity markets to raise capital beyond national borders.
Depositary Receipts have emerged asedierable way in developing countries to access international equity mArkets.

% For detail see chapter on Money & Banking.

57 Headroom is the number of GDReailable for convertibility, as a result of cancellation.

% Since the abrupt withdrawal of foreign equity investment can adversely affect the domestic stock prices.

%9 For more than 10 percent permission is required from SECP.

®There are two types of DR&) one which are traded on US stock exchange such as NYSE are named as ADRs and (2)
DRs that are traded on stock exchanges at other parts of the globe such as London stock exchange are called Global
Depositary Receipts (GDR).
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Indeed, it provides an opportunity to both investors and companies to invest or to raise funds from the foreign equity
markets.

Itis generally argued that companies mostly prefer to  Taple 76.1: Effect onAverageDomesticStock Prices Before and

list local shares in the internatidrexqjuity market After GDR |ssuance

primarily due (1) to maintain presence on the radar t-Test for two
screens of international investors (2) to reduce the cost Prior Post % Change Sample

of raising capital; (3) to reduce illiquidity; and (4) to Stock Mean Mean in prices Means
increase number of foreign shareholder. From the

i nvest or sBRisaiwaywopdvérsifyttheir MCB 222 6 275.0 235 16.0*
portfolios by investing in the international stock

market and thus reducing market and exchange risks.  qcspcL 133.8 120.2 102 16.8*

Moreover, foreign investors are normally reluctant to
invest into equity market of emerging countries mainly Prior Mean is calculated as average stock price on KSBEfbtrading
due to legahnd institutional restrictions; and days before GDR listing

brokerages fees. Post Mean is calculated as average stock price on KSE for 100 ti
days after GDR listing.
Pakistanés case:
In case of Pakistan, equity market remained outside  *Significant at 5 percent level
such type of global integration until 1994 However,
Pakistan reentered the international equity market through successfarissa of public and private GDRs in London
Stock Exchange (LSE); which includes MCB, OGDC, and UBL. Floatation of these GDRs received remarkable response
from the international investors and brought-tinee proceeds of US$ 1.5 billidA. The purpose of ging to the
international capital market of afereentioned public and private sector was to maintain a presence in the international
equity market for the projection of countryds strong econo

Since in Pakistan the pace of global integragiamed a major imputes from the recent GDRs issuances therefore it is

important to understand its impact on domestic stock market. There are empirical studies of countries that have analyzed the
affect of GDRs listing on local stock market through vasiobannels such as share prices of domestic stocks and trading
volume before and after foreign listifg.The empirical evidence suggests mixed results; in some cases GDR/ADR listing
reduce the liquidity/prices of the domestic underlying shares, while thiercases where international listing increases the
liquidity/prices of the domestic stock prices. Thus, the-pisihg share price performance varies across companies and
sometimeghe initial increase or decrease in share prices dissipegeshe next year.

Literature on GDRs, attempts to propose several reasons to explain the share prices behavior. For instance, it is argued tha
the increase in share prices around international listing can be related to diversification of glkbatishaexposures for

the company and thus in reduction in its cost of equity. In addition, the liquidity changes, measured in terms ofrincrease i
trading volume; increase trading hodmsmost case 24 hour and shifts in the shareholder base, follavgrasdisting also

explain a part of price change.

On the other hand, several studies have found that post listing decline in local returns could be due to; (1) price pressures
due to new issuances of stock following listing (2) biases in initi@thdjgirices; (3) selection biases in management timing
their application for listing, usually an offer is launched after the stock has performed well in the local’fnarket.

For this study, we have done a statistical exercise on thematamgoned GDRs téind if there is any gain in domestic stock
prices following GDR issuance. We have taken daily closing share prices of MCB and OGDC on domestic stock exchange
for 100 days prior to and 100 days after the foreign listing date; since UBL GDRs are rissesitlytherefore we are

unable to do the same exercise for UBL. The results are basddstrot difference of means of the domestic share prices

for each stock.Table 76.1 indicates that in case of MCB the dually listed shares registered an inicréaseestic share

prices following the foreign issuance. This was possibly a reflection of ongoing impressive performance of banking sector,
which may have further strengthetexpectatios of increasd returns

" The very first GDR was @ied by PTCL in 1994 of amount US$ 900 million thereafter HUBCO and Pakistan Cement

raised capital from the international market through GDR in 1994 and 1995 respectively.

2MCB, OGDC and UBL GDRs were oversubscribed by 4.7, times, 2 times and 3.8dBpestively.

BFor detail see: (Kumar & Saudagaran) AThe i mpact of I nterrt
Mar ket o.

74 In fact, most of the literature, such as McConnell (1986); Dharan and Ikenberry (1995); and McConné®@5al.

supports strongly the management timing problem as one of the main reasons behind the fall in returns.
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7.3 Exchange Rate and Reserves

During FY07, Pak rupee exhibited a mixed
trendvis-a-vis benchmark currency US dollar,
depreciating by 1.3 percenin the first hif
and then appreciating by 0.8@rcentin the
second half. In the first half, the widening
trade deficit drove the rupee depreciation
while in the second half, improved market
related inflows helped rupee tecover some
of the losses As a resultrupee @preciated
only by 0.25%during FYQ7 (seé&igure
7.41).

The relative stability of the rupee agaitis
US dollar appears to kafunction of (1)the
structure of the forex market in Pakistan, (2)

Figure 7.41:Volitility in Interbank Exchange Rate

dynamics®6 Paki standés tr a

arrangementw® support foroil payments.

Almost twothirdso f Paki st ano
carried in US dollar and rest in the other
currencies. Low composition of third
currencies in the external trallas resulted in
thedomestic foreign exchange marketing
dominated by UB/PKR currency pair
transactiondn the Interbank Market
Consequently, traders in the local market
have overwhelmingly (almost 99 percent)
borrowed in US dollafseeFigure 7.42).”
Similarly, more tlan 75 percent of foreign
currency deposits are dollar denominated.

Thus ay change in market sentiments, even

based on the misreading of the fundamental

resultsat times in Speculative attack on RupeeFigure 7.43: FIB Rates & International Qil Prices

Dollar parity causing severe strain on the
other pdicy variables.

Such episodes have caused significant
volatility in the exchange rate since SBP
optedfor afree float regime in 2000. These
episodes of volatility in the exchange rate
have, however, been masked by the overall
stability of the exchangete during the
period. Specifically between June 2002 and
2007, apparently there is only (bércent
change in the value of rupee, however during
this period there were occasions wineige
mismatches in Demand/Supply accompanied
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S Borrowings in FE serves two purposes, first it helpsiamagingcurrency risk for the borrowers and second cost of
borrowing in FE typicall remains lower than the other available avenues.
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by speculations caused g to appreciate and depreciate significantly Fgere 7.41)."

For example, when oil price started moving upwards in April 2004; Pak rupee felt pressure and
depreciated against the US Dollar by almost 6.8% by October 2004. However, once the SBP
commitied officially in November 20040 support the market for the lumpy oil payments the rupee
rallied to regain much of the lost ground in December 2004 Figpare 7.43).

Despite the pledge, SBP since then has

generallyinjected very little foreign exchge Figure7.44: SBP Purchases & Oil Payments
into the market from its own reserves except | ® Purchasell Saled Oil paymet
in FY06, when market inflows were low (see 8

Figure 7.44).”" Most of the ti
was directed towards eliminating mismatches
between inflows and the outflows, i.e.,
purchasing when market had exce$s F
inflows and sellinghe saméor Oil
Payments.

billion USY

Given the importance dhedollar in
Pakistandés trade, an
speculative attacks requires SBP to closely
follow the market deMepments and
intervering to remove excessive volatiliiy

the exchangerates BP6s commi t ment for the

Oil Payments therefore, played an important role in warding off speculative attacks on the currency.
Theaimwas t o build marketds confidence on SBPOG6s abi
pressure the domestic currency without eyeing any particular level or range for the rupee dollar

parity.

6
4
2
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The latteris evident from the bdirectional movement in the exchange rate since 200Z({gaee

7.43). Initially the exchange rate appreciated rdffecimprovement in forex inflows and current

account, and depreciated in latter period as rise in oil prices and other imports deteriorated the current
account. Howevesince the deterioration in

the current account was more than offset by Figure 7.45: Foreign Exchnage Market Pressure Index
financial andother inflows, the adverse == Net interventions (RHSy——FEMP
impact on the foreign exchange reserves waqg 1.4 600
not realized.As a result the impact of 12 AN\ 400
widening current account deficit on the I A AA / o
exchange rate was also moderate. The broag 1.0 TV EN 2°° =
trend in the exchange rate, however, remaing , 4 /\/\W =0 I o £
in line with changes in the fundamentals. |_|V |_| £
0.6 -200
Foreign Exchange Market Pressure Index 04 LU -400
(FEMPI) calculated on the basis of volatility 1
i i 0.2 b -600
of exchange rate, interest rate and foreign T80 B8 808 R~
exchange reserve also ststivat SBP 232238233 <c?
interventions were basically aimed at "0 S5 g2 052205 Z
. . ae . Source: Research Department, SBF
removingexcessivevolatility ; despite SBP

"® Rupee appreciated by 4.7 percent during 2003, it depreciated by 6.7percent during -t 2004 and by 1.2 percent
in Jun Nov 2006

"Besides, SBPb6s Foreign Exc hatsupporisfarinef §E salesris négligible.s upport, ot
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interventions there remained pressures on exchange rate reflaati®BP interventions were not
directedto offset impact of changes in the fundamentals Fgere 7.45). "®"°

Similarly, the Kerb market rate (s€@ure 7.43) which is more reflective ofashmarket conditions

has also moved in tandem with the Floating Interbank Market Rate (FIBR) since 2002. Any short run
misalignment in Kerb rates with FIBR was subsequently followed by the convergence between the
two, indicatirg that the movement in FIBR were not managed and did reflect the changes in the
fundamentals.

As discussed earlier, since adopting the free f|I
the market in its ability to read and handle market presstorrectly. Confidence building process
naturally takes time and as SBP becomes comforta

to gradually reduce its frequency and volume of interventiétieady SBP has started taking actions
in thisdirection.

In Mar, 2007 SBP increased the aggregate Foreign Exchange Exposure Limit (FEEL) of Banks and

the Authorized Dealers to 15% of their Raijol Capital, with a maximum cap of Pak Rs1,500

million.® This step was taken to further enhance the cgpatiAuthorized Dealers to manage

increased volume of FX Market and to match future demand arising from growth in trade volumes.

With banksé capacity to handl e | ancgdewithdrawalok nt s e n
its supporfor providing faeign exchange for furnace oil imports, which constitafgsroximately

one thirdof oil payments.This would reduce the volun& frequencyof SBP interventions in the

forex market; however, SBP is likely to continue its monitoring of the market to esreorgh

transition®

Effective Exchange Rates

NEER

During FYO7, Pakistandés Nominal Ef fective Exchan
against 2.54 percent last year. Significant decline in NEER in FYO7 was due to depreciation of Pak

rupee agaist almost all the basket currencies of its trading partners and competitors, except Japanese

yen® (seeFigure 7.46(b)). Relative stability of rupee viavis weak US dolldf coupled with the

widening trade deficit explains persistent weakness of Raeragainst the baskets currencies. Pak

rupee appreciated against the Japanese yen due to weakness of the yen against the US dollar possibly

a consequence of carry trades.

Within FYQ7, as discussed earlier, the net outflow due to the widening tradie claised NEER to
shed its value more in HLIFYQ7 compared to H2, when improved inflows moderated the impact of
trade deficit (se€&igure 7.47).

RPI
Figure746a)depi cts growth in Pakistands CPIl relative
CPlinflation continued to show substantial rise in inflation in Pakistan, during FYO7 rising by 7.8

78For detail of methodology of construction, see Eichengree
May hemo, Economic Bm®licy, Vol. 21, p. 249

9 An upward movement in FMPI Index indicateslepreciation pressure on exchange rate while a downward movement

indicates a appreciation pressure.

8 See FSCD Circular No.6, March 26 2007.

81 See EPD Circular Letter No. 16, July 11 2007.

82 pak rupee depreciated against Aus$, Mexican Peso and the Indige, in FY07 against which it had appreciation in

FY06.

83 US Dollar remained weak against major international currency, except Japanese Yen, due to higher global imbalances.
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Figure 7.46: (a) CPI Growth in Basket Countries(%) (b) Appreciation/Depreciation of Pak Rupee Against
H FY06 B FYO7 Basket of Competing Currencieg%)
Pakistan Euro
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India India
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Thailand Thailand
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percent during the year. In contrast, CPI growth in the economies of major trading partners
moderated slightly compared to last year. As a result, ReRtige Index (RPI) drifted upward in

FYQ7 registering growth of 4.7 percent compared to 4.6 percent last year. As against the NEER the
RPI1 witnessed a sharp growth in the first half of FY07 which moderated in the second half.

Figure 7.47: App/Dep in RPI, NEER & REER
B NEER B RP| O REEF

4
|_

REER

Movements in the Redffective Exchange
Rate (REER) during FYQ7 are reflective of
the cumulative movements in the NEER and
RPI. The impact ofasignificant rise in the
RPIin HLFYO7 was compensatéd an

extent by arelatively larger depreciation in
the NEER. Similarly, irthe second halff

the financial yearlower depreciation in the
NEER was compensated by relatively slower
growth in the RPI. The counteracting
movements of RPI and NEER kept the
appreciation in REER relatively moderate
(seeFigure 7.47). As a result RER
appreciated by 0.74 percent significantly
lower compared to 1.93 percent recorded in

per cen

A W N P O P N W

H1|H2 H1|H2

FY06 FYo7

FYO06.

As the REER reflects the countryds relative exte
it is closely monitored to evaluate the exchange rateyoln appreciation in the real effective
exchange rate indicates that countryés currency
competitors. This could potentially | ead to det

exports epensive compared to its competitors. Given the policy implications, the movements in the
14¢
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REER ought to be terpreteccarefully as these depend on number of factors such as selection of
countries in the trade basket, trade weights allotted to theseiesuarid choice of the base year etc.

Even small differences in the selection of these variables can lead to considerable variation in the end
results.

Box 7.7:REER Indices of IMF, SBP and World Bank; How They Differ? An explanatory note

The NominalEffective Exchange Rate (NEER) is defined as the weighted average exchange rate of a domestic currency
against the basket of currencies of trading partners and competitors of the cb\eigits are applied according to the

trade pattern of that countand its competitors against their trading partners.

REER is an extension of NEER, which along with the exchange rates of the trading partner countries also takes in to account
the CPI inflation of the respective countrid3EER is mostly indicative dhe long term equilibrium exchange rate and the
competitiveness of a country and therefore has assumed

greater importance within external sector Figure 7.7.1 : Comparison of SBP, IMF & WB REER/NEER
macroeconomic indicators. Indices (2000=100)
NEER = REER

Given this relevance, a large number of countries ng EEStt NEER ------- IMF Est. REER
calculate NEER and REER to keepdk of their - st
AN, N
M \/
//J

external competitiveness with respect to exchange rate 105
IMF also reports NEER and REER indicators for the
countries from whom it has a prior approval, to portray| 100

A,

the level of global competitiveness and direction of 95 | \/f‘ \/

trade. The calculation dfie indices is although A '
sensitive to computation methodology and choice of 90 + S
representative variables, it is likely that the indices 85 -

calculated with different methodologies would follow

similar trend despite some variation in the actual 801

numbers? 75
8832888338885

Figure, sbws NEER and REER indices for Pakistan § 25878 3 E 5? 5 3 5 8

computed by State Bank of Pakistan, IMF and the < =2 0 s 0 < Z

World Bank®® Interestingly, all three indices broadly
use the same methodology and representative variables, however while the SBP and IMF NEER andiB&s8Rers

only marginally, the one computed in the World Bank report differs from IMF &®Rligdices quite significantlyThe

slight difference in the SBP and IMF indices is mainly because SBP limits the number of trading partner countries to those
which have or percent or higher trade share while the IMF makes no such restriclisrssich theIMF basket of trade

partner countries of Pakistan is larger which results in slight difference in the REER index from the one computed by SBP

The World Bank REER itex for Pakistan differs from the that of SBP and the IMF mainly due to two reasons: (1) World
Bank in its calculations has taken only the top ten trading partner countries and normalized the remaining weights among
these top ten countries, resulting igraficant upward bias in the actual trade weights of those 10 counties, (2) trade weights
used in the World Bank computation are based on trade pattern as eé811988ese weights have since been revised to
reflect changing trade pattern and currentlithitbe IMF and SBP use the 1902 trade pattern based trade weights.

One of the consequences of using old base and normalizing the total weight to top ten trading partners is that Japan gets
unusually higher wei ght a nehtlysappnecgatng &airstithe Japamese Yer ,uhisfeadatoy i s ¢
significantly higher value of REER index compared to the one computed by the IMF or SBP

84 For instance relative unit labor cost, relative normalized unit labor cG&t, or any other index may be used to capture
inflation; similarly exchange rate could be monthly average or end period.

®World Bank (2006), o6Pakistan@uioodicoBGomwt hna®@@06ompetfbimane
December %, 2006, Lahore.
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Foreign Exchange Reserves

Pakistad s over all Forex = i <l
by US$ 2.524illion in FYO7 compaed to a Figure 7.48: Foreign Exchange Reserve

rise of US$ 52#illion in FY06. The increase | mmmm SBP—2 Scheduled banks— Overall

in the overall resrves was mainly due to 16

US$2.58illion rise in the SBP reserves, 14 /

which weremostlyaccumulated in the second __//

half of FYO7. The broad pattern of reserve

accumulation in FYOQ7 is almo#ite same as
Jun-04 Jun-05 Jun-06 Jun-07

=
N

in FY06. During both the years reserves had
depleted in the first half and increased in the
second half on the back of strong external
inflows. This year, however, reserves were
relatively under less pressure from
deterioration in the currémccount as its pace
slowed in H2FY07 compared to H2FYO6.
Besides the sharp growth in SBP reserves, th
decline in the commercial banks reserves also

moderated to US$ S5antillion, while the same decline was US$ #48ion in FY06 (sed-igure
7.48).

billion US$

=
o N B > o
1 1 1 1 1 1

Thecausative factors of SBP reserves accumulation dmulafoadly categorized in foorain

categories; (1) revenue generated due to the government disinvestment of public sector enterprises
that brought foreign investments, for example, in OGDCL (issuan&®&s worth US$ 738million)

and PTCL (the receipt of remaining privatization proceg@)financing raised through External
Borrowings:® (3) receipts for the logistic support services provided to coalition fame$4) earning

on investment income aeserves.

Table 7.10 Firm Specific Major Foreign Exchange Equity Inflows in Private Sector

Approximate

Source Transaction Volume
Underlying Institution  Acquiring Entity Country Nature of Deal in US$
Union Bank Standard Chartered England Acquired US$487mn
Metropolitan Bank Habib Bank AG Zurich Switzerland Merger -
Prime Bank ABN AMRO Netherlands Acquired US$ 228 m
Crescent Com. Bank  Samba Group Saudi Arabia Acquired 68% Share US$98.75 m
Paktel Ltd China Mobile China Acquired US$ 460 m
Lakson Tobacco Philip Morris International USA Increased holdinggt0% to 97.6% US$ 382 m
MCB Bank LSE- UK MCB GDR US$ 150 m
Crescent Inv. Bank Ltd
(FY08) Innovative Housing Finance Ltd. UK Merger US$12.7 m

NIB Bank

PICIC (Subsidiary of Tamasekdtdings) Singapore  Purchased 63.39% share US$ 339m

In contrast to SBP reserves, the scheduled banks reserve registered a nominal decline, despite the
significant market inflows on account of merger and acquisition. The major beneficiaries of FY07
inflows were financial businesses and telecommunication sectors. A summary of major foreign
exchange inflows impacting the inteank foreign exchange market is given in Tiadle 7.10

Besides the equity related inflows, a hnumber of private corporatia@drdebt from the international
institutions, such as US$ 250 million bonds floated and US$256.3million loan acquired by the
Mobilink, US$ 26.85 million by Warid telecom, US$ 44.5million by the DG Khan Cement and
US$20 million by Paktel Ltd.

8 Including official aids and grants received from various multilateral donor agencies such as IDA, IDB and ADB, and other
bilateral donors such as the USA, also includes US$ 750 million Eurobond
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Reserve Adequayg

The strong growth in the SBP foreign exchange reserves during FY07 had a healthy impact on the
reserve adequacy and all ratios recorded improvement over FY06 levels. -basselindicators

which measure the strength of the economy against potentitdldight by residents, also show
improvement over FY06 despite significant growth in monetary aggregates in FYJafded.1).

Table 7.11: Reserves Adequacy Ratios

FY02 FYO03 FY04 FY05 FY06 FYO07
Liquid Reserve( Million Us dollar) 4333 955 10561 9802 10762 13342
Import Coverage (Weeks)* 24.00 43.80 40.50 27.30 22.80 26.20
Reserve to External Debt 0.13 0.29 0.32 0.29 0.30 0.34
Reserve to STDL 221 6.74 8.64 6.66 7.71 10.88
Reserve To M2 0.15 0.27 0.25 0.20 0.19 0.20
Reserve to ResenMoney 0.45 0.84 0.79 0.64 0.63 0.67
Reseve to GDP Share 5.91 12.99 12.65 8.88 8.40 10.41

P: Provisional; Some of the Variables usedomputation are subject to revision. * Based on SBP Reserves
STDL includes Central Banks deposits and NBP/BoC Bigpo

7.4 Trade ACCOUhl‘wO Figure 7.49: Export and Import Growth Against Trade
After persistent widening during last four Deficit to GDP Ratio
years, thalifference between import and == TD/GDP (RHS) Export Import
export growth seems to be convergihging 45 12
FYO7 (sedrigure 7.49). As aconsequence
the trade deficit as comparéo thesize of 30 || g
economydeclinedslightly from record high _ _
level of 9.46 percent during FY06 to 2.3 g ] g
percent during FYO7Nonetheless, in g ' 1% s
absolute term) the trade deficit reached an all I_I ﬁ/
time high of US$ 13.5 billion during the 0 - - - - - 0
period under reew. However, this welcome
slowdown in import growth could not help in .15 4
reducing the trade defiailue to a concurrent s &8 8 & 8 8 s
slowdown in export growth fromaveragel5.9 O S R R A A
percent during last four years t@ercent
during FY07. Figure 7.50: Contribution in Import Growth

o _ B POL B Non-POL
The slowdow in import growth is broad 40

based (seBigure 7.50) mainly explained by
thedecline inglobal oil prices the reduction

in excesslemandgradualassimilationof 30

oneoff impact ofliberalizingof automobile

& telecommunication sectors and improved 20

domestic productionf food items such as

sugar. On the other hand, the sudden decling

in export growttremaindittie perplexing 10

especially when analyzed in tperspectivef .

better environment in the form of robust 0
growthin the domesticeconomyand key FYO3 FY04 FYO5 FY06  FYO07

percent

190The discussion in this section is based on custom data provided by the Federal Bureau of Statistics (FBS) which may vary
from trade numbers complied by the SB#&d on exchange recor@ihe trade statistics in this section will tefare not be
the same as in thhemaining sections of this chapter.
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global markets together with tlsepport
extendedo this sector in policy
formulation'®;°> The slowdown in export
growthwasalsobroad base(seeFigure
7.51) as the textile exports growth declined
from last four years average of 14.4 percentto 20
only 49 percent dung FY07, whereas non
textile export growth declinefilom last four
year s 0 ofd%2epercent ® onl.6

percent during FYO07. 10
The sluggish growth in netextile exports is 5
partly explained by the reduced exportable l
surplus of commodity producirggctor on 0

account of poor rice, fruit and cotton crop ang FYo3 ~ FYo4  FYO5  FY06  FYO07
partly by the trade barriers imposed by
developed countries on fish & fish
preparations and leather & leather Figure 7.52: IMF Export Price Indices in US Dollar
manufactures imports from Pakistan on Developing countries—— Sri Lanka

Figure 7.51: Contribution in Export Growth
W Textile @ Non-Textile
25

15

percent

grounds of sanitary and physanitary pakistan India

standard$® Industry specific problems in 140 Y

petroleum & petroleum products, sports good

and carpets were the other factors which 130 _
affected nortextile exportsadverselyduring / /
FYO07.

120
y/
On the other hand, trsbowdown in textile 100
exports is generally attributed: t@) low
guality of the textile products on account of 90
contaminated cotton and unskilled labd),
concentration of exports in the low and
middle value added textile items which fetch
lower price in the international market as
compared to high value addedtikxitems,(c) frequent power failures in the countand(d) EU

market specific issues like antidumping duty on the bedwear exports and only partial restoration of
GSPfacility.**®

unit value indice

80 T T T T T T
2000 2001 2002 2003 2004 2005 2006

The other contributory factors in the slowdown of overall export coul@Bbw prices (seigure
7.52), (b) lack of export diversification (sé&ox 7.8), (c) delay in adoption ahternational standards,
(d) reduction in duty draw back rates andazeating of sales tax for major exports which may have
lowered the incentives to over invoice exports Beer 7.9), and(e) indicationsof exports under
invoicing to China(seeFigure 7.53).

Going forward, the risingrice ofcottonwhichis themain input for textile industrgoupled with

191 The export sector enjoys various fiscal and monetary incentives such as tax exemptions & rebates and concessional
financing under Export Finance Scheme (EFS) & Long Term Financing of Export Oriented ProjecEBJP}F

192 50me analysts argues that increasing contribution cEmport sectors like construction, finance & insurance, livestock
and retail trade etc in ¢hGDP growth during the recent years have weakened thee@i®t nexus.

1%4The EU27 nations block banned fish & fish preparation imports from Pakistan with effect from 12 April, 2007 while it is
demanding that leather goods should carry the certification marks of international Stargtarization (ISO) regarding
pollution-free environment at the factory premises where the products are manufactured.

1% contrast tPakistan Bangladesh and Sri Lanlemjoyduty free access tBU market.
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abolition of China specific textile and clothing
safeguards in 2008 by EU and Ufong with Figure 7.53: Export Underinvoicing to China
accession o¥iethamto WTO are some

factors thatrelikely to give tough time to >0 -

Paki stanods Hewever thee i 400 |

rising cotton prices may not increase -
Pakistand6s costs of % 300 [ ] [0 its
competitors as global cotton prices are also | 2

anticipatedtoriseNonet hel ess, | £ el

apparel exports to US markets and Bdy E

wedken following the enaf theUS and EU 100 ] L
safeguardneasursimposed on China (see

Section on Exportg. o

2000 2001 2002 2003 2004 2005 2006

On the import side, uncertainly in the global
Source: UN Comtrade

oil prices, increasing commaodity prices,
anticipated increase in the import of telecom
machineryfolb wi ng Chinads investment in Pakistanbds tel
generating machinery may put upward pressure on the imporHalkever, increase in hydro power
generation on account of better water availability and capacity constrdivesthermal power

generation may lead to slow downthe growth of furnace oil import, thereby relieving some

pressure from the overall oil import growffi.

In this backdrop, there is an urgent need to addres$ateentioned export weaknesgsseBox

7.12. For instance, in order to fetch good paaethe international market, Pakistan would have to

improve its image as a supplier of quality products along with increasing the share of the high value

added itemsLikewiseinfrastructural issuesuch as a reliability ahe powersupplyneeds to be

addresse onpriority basis to help the exporters to meet the tight delivery time lines in the

increasingly competitive international mark®lor eover , the vulnarelabil ity o
industry export to SindJS textile and clothing agreement calls for need of strong, dynamic and
internationally competitive apparel industrin this regard, joint ventures with the foreign apparel

manufacture may introduce the industry in the iradamal supply chain along with bringing new

technology. Moreover, it may also help in introducing Pakistani brands in the global market.

Getting free or preferential market access through different bilateral and multilateral trade
arrangements is arfar way to increase export$he Free Trade Agreement with China, which is the
worldd third largest exporter as well as importer, has become operational with effect from July 1,
2007 It is now up to exporters to take advantage of this opportumigsimilar opportunities are
availableto the exporters in Malaysi&ri Lankaand SouthAsianmarkets(seeBox 7.10. Japan is
another major player in the international tragih a significant share in globakpors and impors.
Pakistameeds to regain its market share in this madkeiongst aher growing mekets where

Pakistan has negligible market shame four East Asianountries namely Singapore, Hong Kong,
Taiwan andKoreg which together constitut@rounda quarterof Asian exports and imports.

106 According to the market sources, Furnace eihdnd in August 2007 declined by 11.0 percent on account of improved
water level owing to heavy rainfall.
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Box 7.8 Export Diversification in Pakistan

The persistent integration of the global economies has
intensified competitive pressures in the international
market, which has made it difficult for Pakistan, like
some other developing countries, to maintain its export
share in the internationatarket. Among others, lack of
export diversification (both by products and markets) is
thought to be the major f
inability to increase or maintain its export share in the
international marketLack of export diversification
createsa number oproblems with regard to export
earnings, which includes) negative impact girice
fluctuationsin international market, b) risk afemand
fluctuations in international markets) risk of supply
chain shocks and d) market saturatiémthis backdrop,

it would be pertinent to analyze the patterns of export
diversification in Pakistan during the ongoing decade by
making use of the Entropy IndéX’

Figure 7.8.1:Export Diversification by Markets
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During the last eight years (FY@¥), EU2 5 nat i

block of European Union, United Statend United
Arab Emirates remained P3
destinations.These three markets together constituted
around 60 percent of Paki
the aforementioned period thereby, suggesting limited
export diversification with rggect to marketsEntropy
Index also indicates only lingtl diversification in the

last thregyears (FY0507) (sedrigure 7.8.1). With no
change in destination of 60 percent of our exports, this
diversification took place in the remaining (40 percent)
ofexportédés destinations.

These destinations are those where Pakistan has
preferential market access under different trade
arrangements such as Economic Cooperation
Organization (ECO), South Asian Association of
Regional Cooperation (SAARC) and China.

Speci fically, Pakistanods ¢
SAARC countriesncreased from 2.4 peent during

Iﬁl}u?etlg.gz gaﬁ(istéﬂ%)ipo?trsha?e )fo%RArRé Countries
s Wigdp@ Bangigdesit Srjlpnkam@thep oy t s du
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FYO03 to 4.6 percerduring FYO7 while its share of
overall exports to ECO countries increased from 4.9
percent during FY03 to 7.8 percent during FYO7.
Within the SAARC block, share of India, Sranka and
Bangladesh in Pakistanés
considerably (seEigure 7.8.2). Along with SAFTA
arrangements, Free Trade Agreement withL8rika,
relatively better political relationship with Indéand
increased imports of yarn and fabrics by India and
Bangladesh in the peMFA period partly explains the
rise in share of the aforementioned SAARC countries ir|
Pakistands overall export

The rise in share of ECO
exports is mainly explained by increased exports to
Afghanistan (se€igure 7.8.3). The total sharef ECO

bl ock in Pakistands over g
which 4.4 percentage points was on account of exports
to Afghanistan during FY07The incrased

Figure 7.8.3: Pakistan Export Share ECO Countries
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197 The formula for Entrop

I nd®x PiLs (142) Where Rrepresentthe actual value ofhicommodity or markets in

the total exports and N is the total number of export commodities or markets in the export portfolio. The maximum value of
Entropy Index occurs when @jare equal. This implies maximum diversification as all the commodities or markets in the
export portfolio have identical shares. Thus, higher the value of Entropy Index implies higher diversification.
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reconstruction activity and food shortage in Afghanistan were the contributory factors behind this increase in exports.
Turkey and Iran were the other major share heldePakistan overall exports in the ECO block. On the other hand, already
Asi an Republics i

negigi bl e share of Central

n

Paki

China is another country with whom Pakistan has got preferential market access under the trade arrangement.
Share of China in Pakistaxports has also increased in the last three to four y&pexifically, share of China in

Paki stands exports has i

Table 7.81: Share in Total Exports

ncreased

from 2.Tabke781®.r cent

percent

FY00 FYO01 FY02 FY03 FY04 FYO05 FY06 FYO7
Hong Kong 6.1 55 4.8 4.6 4.7 3.9 4.1 3.9
China 2.1 3.3 2.5 2.2 2.3 2.5 2.8 3.3
Saudi Arabia 25 3.0 3.6 4.3 2.8 25 2.0 17
South Africa 1.0 0.8 0.8 1.0 1.0 1.4 1.6 1.7
Canada 21 2.0 1.9 18 15 13 13 12
Korea 29 3.0 29 2.0 1.6 1.3 1.2 1.0
Japan 3.1 2.1 1.8 1.3 11 11 0.8 0.8
Australia 1.3 1.2 1.1 1.1 1.1 0.8 0.7 0.8
Kenya 0.2 0.2 0.6 1.0 0.5 0.4 0.4 0.6
Russian 0.0 0.1 0.1 0.1 0.2 0.3 0.3 0.5
Other (excluding Et25, US, UAE,
ECO and SAARC 135 14.8 13.2 12.4 115 12.0 11.5 12.0

With respect to export diversification by product during
more than 75 per

FYOO-F YO 7,
exports remained concentrated in the four major

products i.e. textile manufactures, rice, leather & leather

manufatures and petroleum & petroleum products.
Within these products, textile manufacture alone
constitutes around 60 percent of overall expoftse
share of textile in total exports has declined from 65.2
during FY0O to 60.8 percent during FY07, which
indicates diversification of exports by products (FY05
was an exception which witnessed relatively higher
degree of diversification)Petroleum & petroleum

products and chemical & pharmaceutical were the two

major commodities which have continuously gained
shae in total exports during the perio@he share of
petroleum group increased from 1.0 percent during
FYOO0 to 4.9 percent during FYO7 while share of

chemicals & pharmaceutical increased from 1.2 percen

during FY0O to 2.28 percent during FYOThe export

diversification during the first eight years of the ongoin
decade is also depicted by the upward movement of the Entropy Indésidesz7.8.4).

The above analysis suggests that although there is some degree of export diversification witlofesghetti¢ markets and
products, nevertheless, major chunk of exports is still concentrated in few markets anodegts. Hence efforts need to

Figuiet 7.8.2: fexpdh diketsFidat MY Prodlick t a |
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redouble the efforts find new exportable products and marRéts.products which have better prospectariarket
expansion includes office & telecom equipments, agricultural products, automotive parts and pharmac@ufivals.
potential market includes Central Asian Republics (CARs), China, European Free Trade Association (EFTA) countries
(Norway, Switzerlad, Iceland and Liechtenstein) and African countries.

With passive response from EU countries, Pakistan is already making effort to conclude some trade arrangement with EFTA
countries. The EFTA countries have higher per capita income and provide petsgects for market expansiowith

1% The Entropy Index was constructed using expommodities at HS digits.
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regard toChina,Pakistan has already concluded a Free TAagteement with Chinavhich has become opaional with
effect from July 1, 2007.

Box 7.9 Export Incentives and Export Over-invoicing

Besides concessiary export finance scheme, the duty drawback on exports and sales tax refund are considered as major
incentives for the exportersJnfortunately, while promoting exports, these facilities are also used as an opportunity for rent
seeking. These incentiveare discussed in greater detail as follows:

Table 7.9.1: Refunds/Rebates and Export Refinance aercent of T otal Exports

JukMar

FYO01 FY02 FY03 FY04 FY05 FY06 FYO07

Custom refund 3.2 4.8 2.6 2.0 1.9 1.9 14
Sales tax refund 55 6.4 6.7 7.4 6.4 3.3 4.1
EFS outstanding 14.0 10.6 8.7 12.5 12.8 11.0 17.5

Duty Drawback on Exports.

Under the provisions of section 21 (c) of the Custom Act 1969, custom duties paid on imported inputs used in the
production, manufacturing or processing of goods mearfoorts are to be refunde@he duty drawback rates are
determined on the bases of immuitput coefficients (this coefficient determines the quantity of imported material required
for use in a given quantity of manufactured end product) worked out byeCBoard of Revenue (CBR)Thus higher the
value of end product export, higher the amount of duty drawbasla result, the exporters have the incentives to-over
invoice their exports to get more refuntlextile and leather sectors have been the ni@goeficiaries of this scheme.
However, with the liberalization of imports, the importance of duty drawback rates have declined as a percent of total
exports thereby reducing the incentives to émgpice exports (se€able 7.9.1).

Sales Tax Refund

Since the promulgation of the Sales Tax Act 1990, the sales tax refund facility is available to both commercial exporter and
manufacturexcum exporter.Since commercial exporter, generally do not have a permanent establisthiaient,

manufacturers havie the form of land, building and machinery etc, there is a rise ofifeéces for claiming sales tax

refunds. Moreover, the undocumented nature of the economy also helps #imeeering of export. However, with the

zero rating of sales tawif major export groups in the FY06 budget, the absolute amount of sales tax refunds and its share to
total exports has recorded declined ($able 7.9.1).

Export Finance Scheme

The export finance scheme provides short ternspipment and posthipmer finance in local currency to the direct
exporters.Under this scheme the exporters are provided funds at substantially subsidized rates compared to tliehmarket.
availability of concessional finance on exports is also an incentive tarox@ce thevalue of exports so as to obtain large

funds at subsidized rates which can then be invested in other high return avenues such as real state, stock marlet or even th
National Savings Schemes.

The empirical evidence of presence of over invoicing can Taple 7.9.2: Export Mis -Invoicing in Pakistan
be found ih a number of studies, for instance Mahmood
and Azhar (2001) found that on account of export

subsidies there is strong presence of export-imwaicing Total USA EU UAE
across trading partners countries and prodtfcts

million US Dollar

Similarly, the study by Nadeeml-Hag and Ali Kemal ALY A I i i
(2007) also found that export promotion subsidy schemes 2003 -734.1 -46.8 -37.0 -500.5
are subject to manipulation for rent seeking purposes.

o 2004 -772.4 -340. -174.1 0.2
They also concluded that these subsidies have oo 340.9 0
insignificant impact on the export performance in the long 2005 -2336.1 -403.2 -368.8 -552.9
run however; they have small positivegatt in the short 2006p 931.8 04 11.2 01

run. Another study by Bilal Zia also indicated that half of
all the subsidized loans are assigned to exports of publically listed and corporate groups (they are financially urjonstraine
implying a substantial misallocation of credit.

In line with the above empirical work, an attempt is made to determine théneweéring of exports in PakistariThe
literature on the subject suggests the use of pacmantry technique to test the ovievoicing of exports.For instance,

110The overinvoicing can take place in different forms like a) misdeclaration of quantity, misdeclaration of value, and
misdeclaration of blend values and presentation of fake bank advice.
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Bhagwati (P64, 1967), Mahmood (1997), Mahmood and Nazli (1999), Naya and Morgan (1969), Simkin (1970), Mahmood

and Azhar (2001) have already used this technique to teshvoig€ing. | n t hi s techni que, the countr
f.0.b based are first adjustemlallow for the cost of freight and insurarféé.These adjusted exports are then compared with

the c.i.f imports of the partner to test for Atisoicing of exports*? Thus misinvoicing is defined as:

MIS = MIC-XP .

Where MIS is the mignvoicing of exports, MIC is the c.i.f based imports of the partners from Pakistan apgliscthe f.0.b
exports from Pakistan adjusted for the cost of freight and insurdieenegative MIS value implies ovivoicing of
exportst!3

The data analysis suggestattthere are discrepancies between exports from Pakistan and partners imports from Pakistan.
These discrepancies appear to be mainly on account of expeihweing. The overinvoicing reached to US$ 2336.1

million during 2005 which is highest duritige last four yearsincidentally, this coincides with one of the highest growth in
exports during the recent years. The main sources ofioveicing are United States of America, European Union (25
countries) and United Arab Emirates; the major tigghartners (se€able 7.9.2).

Going forward, the reduction in custom duty rates and zero rating of sales tax for major export groups are likely to reduce
the incentive for oveinvoicing of exports.Similarly, recent changes in the export refinance isehare also likely to

reduce oveinvoicing. The reduction in oveinvoicing would however, may cause decline in exports growth in the short

run, as base year would have inflated figures compared to current year. This would also explain the exdggei@ted s

in exports during FYO7In long run, howevelt is expected that the support export growth would benefit as the funds

would be properly channelized to genuine exporters.

Exports
The broad based slowdown in export growth
which emerged in thettzr half of FY06

Figure 7.54: Export Growth - Quarterly Perspective

continued throughout FY07 as well (see 30 —
Figure 7.54). During FYO7, the overall 25

export grew by only 2.percent as compared ]

to fairly healthy growth of 14.3 percent during z 2° i
FYQ06. As a result, Pakistan exports worth S 15 L]
US$ 16.97 billion during FYO7 were a

substantially lower (US$ 1.6 billion) than the 10 miulEm

target (US$ 18.6 billion)™ . L] ﬂT a
il nil [l

Although some of the slowdown in the overal

exports may be attributed to vagaries of nature Q1 Q2Q3 Q4/Q1 Q2 Q3 Q41Q1 Q2 Q3 Q4
such as crop failures and some other to the HU FY05 FY06 FY07
specific issues i.e. adverimpact of
antidumping duty, loss of duty free access to
EU market and provision of same to Bangladesh and Sri Lanka and ban on fish & fish preparation
export. Nevertheless, more than 10 percentage points decline in export growth in a single year
remaingpartially unexplained.

The export data of major categories indicatesafukgcline in exports of primary commodities and
norttextile manufactures, which together constitateund 29 percent of overall exports, was the
dominant factor behind this gjgish export growth (sdeigure 7.55). Specifically, exports of

primary commodities declined byQlpercent during FY07 as compared to 15.9 percent growth during
FY06 whereas notextile manufacture exports declined by 10.5 percent during FY07 as compared
robust growth of 21.5 percent during the same period last yeamentioned earlier, the low

11 The adjustment factor is 1.1 taken from IMF Direction of Trade Statistics for 2006.

12 However, even after adjusting for freight and insurance costs, there may be some discrepanaiembofa)c
classification concepts and detail, b) time of recording, c) valuation, d) coverage and e) processing errors.
13The data source used is Direction Trade Statistics of the International Monetary Fund.

14The export target is taken from Trade Depefent Authority.
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production of commodity sector and industry

e . . Figure 7.55: Contribution in Export Growth
specific issues were the major contributory

factors behind the decline in exports of m P”:‘ary °°”f‘m°di“e' Ter’:“'e manufacture
. O Other manufactures B Others
aforementioned groups. o5
Duetoits6 0 percent shar g bon 6
exports thedeceleration in textile
manufacture exports contributed significantly| - 15
in the slowdown of overall export growtit 810
is generally argued that increased costs of g
production and stiff compeitn in the 5
international market in the textile quota free 0 !:
trade regime are the principal factors behind
the poor performance| oflL the countryds til e
exports. FYO3  FY04  FY05 FY06  FYO7

However, the US Ministry of Commerce and

Euro-stat datasets suggeststRad k i s t a expat pdrfermande in ¢he woddsvo major textile

markets i.e. US and EU cannot be termed as unsatisfa¢tany. t he US mar ket , Paki st
exports increased by 14.1 and 11.9 percent during 2005 andrggpéctively.However, during Jan

May 2007, Pakistan exports to US markets declined marginally by 1.3 pefdemertheless, it

remains the second largest expos of textile and clothingp volume terms to the US markdh the

EU market, after initial setbacks on account of some adverségevents during 2005, Pakistan

recovered its market share quite convincingly as is evident from 11.9 and 10.7 percent growth during

2006 and Jawhpr 2007 respectively.

Regarding costs of productiometcomparative analysis of costs of production revéatPakistan is

not in disadvantageous position so far as cotton prices (raw material), labor wages and utility prices

are concernéd’ (seeTable7.12."°Wi t h respect to financial costs,
rate of short term and long term cessional financing is lowest as compared to its competitors.

Moreover, Pakistan and Bangladesh are the only countries which provide cash subsidy to the
exporters.In contrast to other competitors, Pakistan also provides freight subsidy to its exporters

In the_ “_ght of aforemenno_ned fQCtS, Figure 7.56: Comparative Analysis of Cotton Prices
explaining the slowdown in textile export _ _ _

growth indeed becomes difficultience China=—India——=Pakista

there is need to conduct a comprehensive 70

study to explore the causative factors behind 65 /\
this poor performance of textile exports. § & I /~_ / |~
On the positive side, netnaditional exports S o5

which are categori zel| g

recorded commendable growth2f.3 2 50 %@M
percent during FYQ7 as compared to negativ

growth of 49 percentduring FY06. It was 4 IR EEEREEEEES
this remarkable increase in ntraditional S 5 23 8% 5 5 2 3
exports which together withexport growth in ©= = » z 72 = =
textile manufacturg enabled the overall Source: Emerging Textile

115 However, it can be argued that labor wages in India and China are relatively high because their labor is more skilled.
Likewise, the relatively high prices in India and China may be attributed to high quality cotton over there.
116 5purce Ministry of Commerce
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exports to record a nominal growth oR®ercent during the period.

Table 7.12:Comparisonof Incentivesto Textile Industry

Pakistan India China  Bangladest Sri Lanka
Cost of Production
Cotton prices (US Cents/pound) (2006) 49.93 51.37 59.46 na na
Labor wages Cents/hour 39 47 57 27 44
Electricity prices industrial Cent/KWh 5.87 8.14 8.5 5.23 7.28
Gas price commercial Cent/mm3 12.08 20.4540.54 n.a 11.95 na
Gas price industrial Cent/mm3 10.73 20.45 n.a 7.61 na
HOBC/Octane Cent/Litre 97.72 99.77 n.a 68.62 83.89
HSD 57.88 64.81 n.a 45.75 49.35
Containercost US$ 40 GP (East coast USA) 3400 2600 3850 3400 3984
(A) Long term financing
(i) Normal (%) 12-13 9-15.0 55 14-15.5 1516
(ii) Concessionary (%) 7.5% 4-10.0* n.a same same
(B) Cost of short term
borrowing for exports only
(i) Commercial lending rate (%) 12.5713.57 15 n.a 11-14.0 uptol8
(ii) Concessionary financete (%) 6.5+1 9 na 6-7.0 same
(C) Cash Support
R&D support for eligible countries
Textile garments (%) 6 nil nil SEEE nil
Leather footwear (%) 6 nil nil nil nil
Freight subsidy (%) 25%kkx nil nil nil nil
Fiscal incentives (%)
(D) Income tax on proceeds of exports or profits 0.751.5 33 12 0.25 15

Source: Ministry of Commerce
nil-Facility not provided na not available

* Concessionary long term financing is available to all export oriented projects
** Concessionary long terrfinancing is available only to textile units whether export oriented or not under Technology up grada
Funding Scheme. Under the scheme India subsidizes 5 percent interest rate of normal lending rate all export oriented projects

*** Refund available omet value addition on the export of textile

**** This subsidy is provided on eligible products and eligible destinations.

It may be pointed out that anticipated increase in the cotton (main input for textile industry) prices and
abolition of China spéfic textile & clothing safeguards in 2008 by US and, &k likely to addo
the difficulties of the textiléndustry in the near future.

With respect tahefirst threat, the global prices of cotton are also expected to rise in thef fafe o
percent projected decline in the world cotton production for FY08 and 5.1 percent increase in world
cotton consumptions’ The increase in global prices of cotton suggests that increase in domestic

117 According to Cotton and Wool Outlook of United States Department of Agriculture (USDA), the decline in cotton
production and increase in cotton consumption during FY08 will lead to reduce the stock to use ratio thereby putting
presure on the cotton prices.
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cotton prices in Pakistan are not likely to increigseosts of production as compared to that of its
major competitors (sdeigure 7.56).

However, F_)akl_Sta_‘n would have t.O struggl Table 7.13 Vulnerability of Pakistan Textile Exports to China
hard to maintain its marksharewith the end Specific Safeguards Measures Imposed by US

of China specific safeguards by US andiBU ~Years  Total YoY _ YoY % share of % share of
2008. In the US market, almost 45.4 percent change cfz;r;ge r::'stric?ed_ res:jtricttedf
H H H (] categories In proaucts o
rise in exports was contr.lbuted by quota A fanes
restricted categories during 2006 (Jedle

7.13. During JaaMay 2007, itwas only 2005 358.3 14.1 2.7 38.4
guota restricted categories which recorded 5.: 2006 345.8 11.9 45.4 39.2
percent growth as the exports of A@stricted  5gg7+ 16.3 13 1593 431

categories declined by 5.7 percent.
Importantly, the growthia ki st an o ¢
of high value added apparel to US market is
vulnerable taheremoval of China specific safeguards measwgshe share of restricted exports in
Pakistands total apparel e X p o The majot categori®s wiiehr k e t s i
are dependent on the UShina quota include cotton trousers anttan knit shirts

Source: UMinistry of Commerce

*Jan-May

The accession of Vietnam in World Trade Organization (WTO) with effect from January 2007 and the
subsequent removal of US textile and clothing imports limits from the country may also affect
Pakistanbs textile exports adversely.

The above analysis suggests that giving boost to exports in FY08 would be a challenging task for
Pakistan.

. . Figure 7.57: Fish & Fish Preparation Export Growth
Primary Commodities

During FY07, the poor rice, cotton and fruits 20
crops reduced the exportable surplus of
primary commodities As these three items 10
together constitute around 70 percent of the
overall primary commodities exports, the =
group exports declined byQlpercent during g o 1 —
FYQ7 as compared to fairly healthy growth of| =
15.9 percent during the preceding year. (
10 Imposition of EU ban 7_
The ckcline in fish & fish preparain exports _’\
which constitute around 10 percent of the 20 4

group exports is another major contributor in
the decline of primary commaodities exports.
The decline in fish & fish preparations is
concentrated in the last quarter of FY07 (Bemire 7.57), when EU27 nations block imposed ban on
imports from Pakistan with effect from April 12, 2007 on the basis of lack of Hazard Analysis and
Critical Control Point (HACCP) implementation.

Q1-FYO7 Q2-FYO7 Q3-FY07 Q4-FYO07

On the other hand, the highest ever wheat production of 23.5 million torsite domestic

consumption of 21.9 million ton deto wheat expogtworth US$ 47.7 million during FYO07.

However, later in the view of rise in domestic prices of wheat and flour, Pakistan government banned
the wheat exports with effect from May 23 .

The other items which registered positive growth in the group include leather and vegétable.
increase in raw leather exports may be attributed to slowdown in the downstream industry as is
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depicted by considerable decline (23.2 Table 7.14: Rice Exports

percent) in the leather manufacture exports EY06 FYO07

during FYO7. Moreover, wet blue semi Share (%) Growth (%)  Share (%) Growth (%)

tanned leather isxported to avoid spew Basmati 42.1 9.2 50. 16.1

problem because of the chemical reaction.  others 57. 37.¢ 50.C -15.€
Total 24.1 -2.4

Rice

Despitea 14.4percent increase in pricege Table 7.15: Price Comparison of Rice(Rs/kg)

exports declined bg.4 percent during FY07 Domestic prices International price

as compared tthe 24 2 percent growth during FYO6  FYO7 FYO6  FY07

theprevicusyear. The decline in rice exports  Basmat o2 27.1 6L 34l
Other varieties 17 15.€ 15.5 14.3

was entirely driven by fall in export oo . — T
. 7o .. Domestic basmati price is the average of basmati varieties taker
basmativarieties the growth of basmatirice  cpi data

exports accelated tol6.1percent during

FYQ7 from 9.2 percent in FY06 (s@able Table 7.16: Rice Export Market
7.19. Share: percent unit value US$/metric_ton
FY06 FY07

The comparison of rice exports relative to its Share Unit Value Share_Unit Value
production provides some useful insights. Basmati 571 612.8
Firstly, in quantum tersithe fall in rice UAE 39.4 555.( 42.4 621.1
exports {5.3percent) is far higher than the ~ 'an el el Bl el

Oman 6.2 540.( 7. 585.8

decline in production (2.0 percenf)his

resulta in the fall of export share in total ia:d' Aram Sl s e
production du_rlng FYo7 (_sdégure 758). Kuwait 6.3 6325 r 6305
Second, the rice production data suggests the vemen 4.c 571.4 3¢ 611.6
entire decline in rice production is contributed atar 3.4 569.1 3E 623.3
by fall (5.6 percent) in basmati rice as the Bahrain 3.7 555.¢ 3. 593.9
production of other varieties ofte registered  Others 23.2 570.f 18.€ 620.1
nominal growth (1.4 percent)lhis is in sharp  Other varieties 238.1 253.5
contrast to rice exports where basmati rice ~ Kenya 4. 200.¢ 104 218.7
depicted impressive growth and other varietie ™ Lo 5 ok AL
exports declined. Mozambique 7. 223.¢ 8.4 238.1
Madagascar 10.1 215k 7.C 224.1

. . . Cote divoire 4.C 225 6.7 243.9

_The d_ecllne of export share in tqtal productior Afghanistan 5 4 181.¢ 46 2148
is attributed to relatively laggfall in other UAE 51 302 52 338.0
varieties exportsThe high domestic prices of Guinea 1.7 276.2 3.¢ 3235
other varieties as compared to international  south Afica 2.8 216.€ 3.8 229.5
prices suggests that traders preferred to sell Iraq 1.4 2244 3.7 251.5
the low quality other varieties domestically ~ Sierra Leone 2.8 217k 3.4 229.5
(seeTabIe 7_1@_ Saudi Arabia 0.C 307.¢ 3.3 258.4
Singapore 2.€ 349.¢ 2.€ 344.9

Others 41.7¢ 246.4: 27.9] 270.92

The rise 16.1percent) in exportef basmati
rice, despite fall in its production, on the other hand is attributed to last year(steebasmati rice
requires seasoning/processing (for period of up to 1 year) before it is exported for the Desh@rice
relatively high price obasmati rice in the international market on account of rice crop failure in India.

TheMiddle East remained the major market for basmati rice exports during AY@&7major

destinations where basmati rice registered healthy growth inclliciéed ArabEmirates Iran,and

Oman (seeTable7.16. | mportantl vy, during FYO7, prices of P
increased in almost all the major markets exéeptait.
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On the other hand, export markets for other
varieties showed mixedtrend. Kenw,
Mozambique, South Africa, Iraq and Sierra
Leonewere the major markets whesther
varietiesexportsdepicted growth while Iran,

Figure 7.58: Rice Exports and Production
I Production

C— Exports
Exports share in production (RF

60 72

Madagascar andifghanistan were the major
markets where other varieties exports declingd _ 50 60
during the period under consigtion. 840 48_
Encouragingly, unit prices of the other § g
varieties increased during FY07 in most of the 5%° 305
markets. 20 24

, 10 12
Textile Manufactures
There _wasasharp decelerat.lon in the exports 0 S o a o g w o &0
of textile manufactures during FY07 as S £ 2 £ 2 2 £ 2

LL LL LL L L L LL LL

indicated by arowth of 49 percent
compared wittan impressive growth of 16.2
percent last yearHowever, the performance Figure 7.59: Export Growth of Textile Manufacture

of this sector fluctuated during the yean. B FY06 MFYO7
the first quarter of FYQ7, the textile sector 35
posted a nominal growth of just 2.3 percent,

then recovered tpost13.4 percen¥oY and 30
4.6 percent YoY growth durintipe second 25
and third quarters of FYQ7 respectively =
following a sharp rise in the exports of high 8 20
valued added knitwear and readymade 215
garments.However, during the last quarter of 10
FY07, the textile exports could record only a
negligiblegrowth of 0.1 percentoY (see 5
Figure 7.59). 0

. . 1 Q2 3 4
The improved performance in the second ° Q Q

guarter might be attributed partly to the
political turmoil in Bangladesh and the
resultant diversion of international buyers of

Table 7.17: Impact of Price and Volume on the Major Textile

. Exports
high value added garments from Bangladesh million US$
to Pakistan. Whereas, power shortages and . o7
rains in Karachi along with growing security
concerns appears to have hampered textile Total —2Ue0 o — Dueto
manufactures production and thereby its change Quantum_ Price_changeQuantum _Price
exports in the last quarter. Cotton yan 326,  349%F 237 42 6.5 36.4

. . Cotton fabrics

It may be pointed out that in FY06 remarkable woven) 245% 1821 632 -90.6 -338. 247.8
export gowth was entirely driven by increase gsiery
in export volumes as that offset decline in unit (Knitwear) 116 315 -198& 2133  178¢ 34.3
prices. However, during FY07 despite overall g yeq 588 5780 106 -794 -25¢ 538
positive impact of unit prices, the fall in
guantum of fabrics, bedweand towels Towels 67.2 73 -6.2 7.4 6.1 135
slowed down the textile exports signifithy Readymade
(seeTable 7.17). garments 222.( 96.7 1255 69.7  125. -56.2
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Cotton Yarn

Cotton yarn exports depicted a nominal Table 7.18: Pakistan's Cotton Yarn Exports Markets
growth of 3.1 percent during FYO7 compared Market share Unit values
with robust growth of 30.9 percent in FY06. FYO6  FY07 FY06  FY07
The declinen exports to US which is fourth  Hong Kong 30.5 28.( 2.C 2.1
| argest export mar ke cChna 19. 23.1 1€ 210 n
yarn is one of the dominant reason behind thi:Eu 8.€ 10.¢ 2.3 2.4
poor export performancede Tablg.18). US.A 8. 6.2 2. 2.1
The decline in exports to US was driven by  Korea 9.2 5.7 2.4 2.3
the decline in quantums the unit prices Bangladesh 5.4 47 2.0 2.0
increased marginallguring the period under  Japan 3. 3.£ 2.2 2.3
review. Turkey 3.€ 34 21 2.2
Egypt 0. 14 1.7 2.1
In fact, US demand for the yarn fell following 'ndonesia 1. 1.2 el
the slowdown in its downstream industry India 06 0 225
(clothing). This is evident from the fact that ~ Guatemaa o4 07 Le 19
Colombia 1.C 0.€ 2.C 2.2

US imports of yarn from the world declined

by 6.4 percent and 12.4 pent during 2006 ;'TaL"a”: g': 8'2 ;0 ;i
and JarMay 2007. fl tanka ' ' " '
Brazil 25 0.€ 2.2 2.3
L . . Honduras 0.1 0.€ 2.t 2.3
However, there waasignificant increase in ) .
. N Vietnam 0.2 0.t dh 1.9
Pakistands cotton yarm expuourts to vnrima and

EU as is depicted b36.2percent increase to China aBtl5percent increase to ERY nation block

duringFYQ7. The other markis where Pakistan was successful in increasing its exports during FYQ7
included Egypt, Indonesia, Guatemala, India and Thailand etc.

Thed ver si on of Pakistandés cotton yarn exports fr¢
was in line with the irdrnational trengl It can be observed frofable 7.19that China and European
countries are t he waeforlcattdnyarntayewver, cotjon yam pricags inmar k e t
China are the lowest in all the world majatton yarn importing countriesAs a resultmajor fallout

of diversion of Pakistanés cotton yarns exports
val ues o fcottdhyden espbrifsrebigure 7.60).

Cotton Fabrics

The cotton fabrics exports declined by 4.3 : : _
percent du'ng FYO7 as compared to fairly Figure 7.60: Unit Values of Cotton Yarn and Fabrics
healthy growth of 13.2 percent in FYOf Cotton yarn Cotton fabrics (RHS
sharp contrast to FY06 where this healthy 2.6 1.0
growth was mainly contributed 472 percent) . I\/\/\‘/
by increase in quantum, during the outgoing ' /\/\ A / 0.9
year the reduction occurred entirely because| ,2-3 — =
of the plunge in quantum as the unit values | %, , |\ / A A 00 g
. . . . . o) 4
increased during thiseriod (sedigure 3 \J A\ L / \ / \ 079
7.60). 2.1 /\/\/ ' ~—V \/
19 0.6

The major reduction in the cotton fabrics
exports was observed to US market wherethe 18 T oo o o o © o = = = 0°

; © 0 Q200 9 220 Qoo
category exports declined B%.5percent T giciisoic iy
during FYO7 Following the slowdowrin US "o 25z2270 25332
clothing industry, the US imports of fabric

from the world declined by 4.3 percent and
1.1 percent during 2006 and Jsiay 2007 respectively.
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Table 7.19: Worlddéds Major Markets of Cotton Y&006 (Cont a

Value (US$ billions) Volume (000MT) Unit price (US$/kg)

2004 2005 2006 2004 2005 2006 2004 2005 2006
China 1.45 1.57 1.85 685.8 749.7 881.7 21 21 2.1
Hong Kong 1.84 1.7 1.83 625.9 639 664.2 29 2.7 2.8
Italy 0.46 0.43 0.55 118.3 117.4 129.8 3.9 3.7 4.2
South Korea 0.5 0.45 0.54 182.4 186.2 202.6 2.7 24 2.7
USA 0.41 0.33 0.31 126.7 116.8 102.4 3.2 2.8 3
Turkey 0.25 0.26 0.25 85.7 98.2 88.6 29 2.6 2.8
Japan 0.32 0.24 0.24 86.9 75.7 67.3 3.6 3.2 3.6
Germany 0.24 0.21 0.2 71.4 66.7 63.7 3.3 3.1 3.2
France 0.16 0.13 0.12 40.1 33.3 28.8 41 3.8 4.3

The major markets wh

. . Table 7.20: Pakistan's Cotton Fabrics Export Markets
fabrics exports increased are EU, Turkey,

Bangladesh, Sri Lanka and IndseeTable Market share ———
720.EU is the | argest FY0e  FYO7 FY0e FY074 g
cotton fabrics accounting for around 30 EV 304 330 0.8 0.9
percentof Paks t anods total e Wk 81 106 10 1.0
Importantly, the unit prices in the most of the S 147 95 0.8 08
aforementioned markets are higher as Bangladesh 5.4 59 1.0 1.0
compared to that in the United States. Sti Lanka 4.2 53 1.0 11
Hong Kong 5.9 4.8 0.8 1.0
Consequently,thd i ver si on of SouthAfica 3.2 2.7 0.8 0.9
cotton fabrics exports from US to EU, India 1.6 2:5 1.1 e
Bangladesh, Turkey and liadresulted in the ~ €Mna 2.2 25 0.9 1.0
improvement of unit prices of cotton fabrics ~ Saudi Arabia £ S L o
(seeFigure 7_@)_ Argentina 13 1.0 0.6 0.7

Encouragingly, decline of US$ 90.6 million in the cotton fabrics during FY07 was more than offset by
US$ 229.5 million increase in synthetic textile exports (mainly éalof synthetic textile) during the
same period.The synthetic textile exports increased by 114.5 percent during FYQO7 as compared with
33.3 percent decline in the same period last year.

According to the market sources, polyester
staple prices are stahwhile the cotton prices
are increasingAs a result, some millers have
shifted to polyestecotton yarn and polyester
cotton fabrics productidff. Both the
guantumand unit pricegontributed in this 6.1 l 4.4

Figure 7.61: Unit Values of Bedwear and Towels
Towels (RHS)

6.4 4.7

Bedwear

remarkable export growth of synthetic textile.

—

I

R
US$/ke

Towel
Against the robust growth of 12.9 percent

5.4
during FY06, the towel exports registered a / v
nominal growth of 1.3 percent during FYO07.

US$/ke
\
AN
D
45\
§/
~ >

Contrary to the last year where the whole S P T P e N N G R
. . © QO Q@009 2o Q2o o
growth was contributed by quantum increase R R R RN EE RS
. . . © ©
the nominal growth during FY0O7 wastiely Toz2S5 2702532

contributed by increase in unit values.

118The price difference between Polyester Fiber and cotton has reduced from 0.33 US$/kg-fF@0em0.25 US$/kg
during AprilFY07. However, it increased again to 0.3 US$/kg during end-BY0&.
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Although the unit values of towel fluctuated during FY07, the average price during FYO7 remained
higher than that of FY06 (ségégure 7.61).

The EU and US markets remained the major markets during FY07, as the two markets together
constituteaound 83 percent o impdtankly, exgorsodbasth theo t a | export
aforementioned markets increased during FYO07.

Bedwear Table 7.21: Market Analysis of Major Textile ltems
The bedwear exports recorded a negative YoY growth in percent; percentage share in the item exg
grOWth of 3.9 percent during FYO07 as Growth in FY07 Share in value
compared to robust growth of 40.6 perdeaist Unit
year. The decline in bedwear expoiss Quantity Value  value Y06 FY07
contributed byfall in both thevolumeandunit ~ Towels e £ e
prices(seeFigure 7.61). However, this LR SR G Eh) ST
decline is little puzzling given the 5.0 percent  EV 2113 21 261 254
research& development support to the SLEE L 2 Lo
bedwear sector and some favorable B Lzl 22 U .
development in the EU market such as partial YSA B 0o SR
restoration of GSP facility and reduction in = Ao A 0o tns Ee
antidumping dut}?®'?. As a result of these Others 46 11 2.4 141 141
devel opments, Paki st Gaments 9.2 7.1 -3.2 o}
EU market increaseoly 11.4perceniduring ke - HE A ElE e
FYO7. EU 162 157 17 374 404
Others 53  -13 75 228 210
Knitwear Knit wear 14.5 12.1 -3.4
Knitwear was the only major textile item USA 139 133 18 542 548
whose exports recorded double digit growth ~ EY 166 131 42 81l 385
during FYO7. Thegrowth inknitwear expats others e s 2 i 0
acceleratedrom 7.1 percent during FY06 to
12.2 percent during FYO7The remarkable Figure 7.62: Price of Readymade Garments & Hosiery
growth in the high value added knitwear was Readymade garments—— Hosiery (RHS)
contributed byanincrease in priceas well in 40 30
volumes §eeFigure 7.62).
EU and US markets remained tin@jor o 35 M ~\ /\ 25 ¢
destinations for Pakl|i®t g arV X pSofrts.
During FYOQ7, the knitwear exports to US and ?:) ’N\/\ P
EU markets recorded remarkable growth of | 2 3 A 205
13.3percent and.3.1percent respectively V V
(seeTable 7.21). However, with the abolition
of China specific safeguardseasures by EU o5 115
and US in 2008, it would be challenging task 8888388888555
for Pakistani knitwear exporters to maintain 2335533855853
their market in the [worl doés CwWo m&j or=
markets.
19under the partial restoiaton of GSP facility, Pakistan6s textile product

percent concession on the Most Favored Nation (MFN) tariff with effect from January 1, 2006.
120\jith partial restoration of GSP and reduction in antidumping dutydetfacto duty on the bedwear exporters is
decreased from 25.1 percent to around 15.5 percent.
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