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7 Balance of Payment

7.1 International Developments'

As 2008 progressed, the initial optimism regarding world economy’s resilience to international
financial crisis has faded away considerably and the world economy is entering a major downturn.
Continued heavy capital losses, and greater uncertainty over future trends has significantly increased
risk aversive behavior, reducing credit availability in capital markets globally. It is also becoming
clearer that the earlier hopes of a “decoupling” of the US economy and other global markets
(particularly emerging markets such as India and China) were misplaced.

Moreover, inflationary pressures in the global economy also strengthened. This was led by

acceleration in international commodity prices
through most of 2008, with many
commodities reaching record highs. While a
part of increase in the commaodity prices was
driven by temporary factors such as crops
failures, some structural changes are also
evident. Consequently, it is believed that
while some key commodity prices may
weaken somewhat from near-term peaks,
particularly as global demand slows; there is a
risk that the average levels for 2008 will
remain significantly higher than seen in past
years. The global slowdown has, however,
moderated the inflation expectations
somewhat and as such the financial
stabilization has become the major challenge.

These developments have contributed to
substantial downward revision of world growth
prospects for 2008. World economic growth is
now expected to decelerate to 3.7 percent in
2008 from 5.0 percent last year (see Figure 7.1).
Although, inflation is projected to increase to
3.6 percent in developed countries and 9.4
percent in emerging markets in 2008, it is likely
to moderate to 1.4 percent in the former and 7.1
percent in the latter in 2009.

The advanced economies are likely to be in or
close to recession in the second half of 2008 as
these have greater exposure to most severe
financial shock. In the US, despite substantial
monetary and fiscal support, economic growth is
expected to fall to 1.4 percent in 2008 from 2.0
percent in 2007. Other developed economies
are also witnessing significant slowdown (see
Table 7.1).

Figure 7.1: GDP Growth Rates
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Table 7.1: Major Economic Indicators of World Economies

CAB (% of
Output growth Inflation rate GDP)
200

2007 2008* 2007 8* 2007 2008*
World 5.0 3.7
]c)oe:z:‘r’ﬂzd 2.6 1.4 22 36 -09 1.0
USA 2.0 14 2.9 4.2 -5.3 -4.6
Euro Area 2.6 1.2 2.1 35 0.2 -0.5
Japan 2.1 0.5 - 16 48 4.0
UK 3.0 0.8 2.3 3.8 -3.8 -3.6
i‘;‘:lift';‘g 8.0 6.6 64 92
China 11.9 9.7 4.8 6.4 111 9.5
Russia 8.1 6.8 9.0 140 5.9 6.5
India 9.3 7.8 6.4 7.9 -14 -2.8
Pakistan 6.4 5.8 78 120 -4.8 -8.7
Bangladesh 6.3 7.0 9.1 101 11 1.0
Philippines 7.2 4.4 28 101 4.4 2.4
Indonesia 6.3 6.1 6.2 9.8 25 0.1

Sources: World Economic Outlook October 2008 and World
Economic Outlook November 2008 Update.
* Indicates projection

! The discussion in this section is based on World Economic Outlook by IMF for October 2008.
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Similarly, against the robust performance of
2007, the emerging economies are also losing
steam in 2008 on account of spill over from
the significant slowdown in advance
economies and tight monetary policies to deal
with rising inflationary pressures. Growth in
these economies is expected to moderate to
6.6 percent in 2008 from 8.0 percent in 2007.
Within the group, economic growth in China,
India and Russia, which were earlier driving
strong growth in the region, is expected to
ease considerably during 2008 (see Table
7.1).

7.2 Pakistan’s External Account

The deterioration in current account deficit,
which emerged in FY05, continued for the
fourth successive year, reaching 8.4 percent of
GDP during FY08, the highest level in the last

Table7.2: External Account Summary

Value (USS$ billions) Change (%)

FYO07 FY08 FY07 FY08
CAB -6.9 -14.0 37.8 104.1
B -9.7 -15.3 15.0 57.5
Exports 17.3 20.1 4.4 16.5
Imports 27.0 354 8.0 31.2
Invisible balance 2.8 13 -17.9 -55.6
Remittances 5.5 6.4 194 174
Cap & FAB 10.4 7.8 72.1 -25.6
FDI 5.1 52 46.0 0.3
FPI 3.3 0.0 233.0 -98.9
Other investment 1.8 2.5 317 38.5
Error & omission 0.2 0.5 -37.2 216.4
Overall balance 3.7 -5.8 179.6 -254.3

thirty years. The impact of this sharp deterioration on Pakistan’s external account was further

exacerbated by decline in the financial account surplus during the period (see Table 7.2).

Consequently, the exchange rate and SBP foreign exchange reserves remained under pressure.

In FY08, the impact of strong domestic aggregate demand on the deteriorating current account deficit
was further compounded by a host of external and domestic factors (see Table 7.2). On one hand,
Pakistan faced an unprecedented rise in global oil and other commaodity prices, slowdown in

Pakistan’s major textile export markets. On the other hand, import demand was stoked by lower
production growth in the real sector (amid power shortages, disappointing crops, etc.) and a very

expansionary fiscal policy. The attempts to protect local economy from rising commodity prices also
proved expensive, due to extensive trading and smuggling of the subsidized goods, leading to local
shortages. All of these factors contributed considerably in the current account deterioration in FY08.
The only factor which provided some respite was the continued rise in workers’ remittances which

increased by 17.4 percent during FY08.

Prior to FY08, the congenial international and
domestic environment had allowed Pakistan to
comfortably finance its large current account
deficit through non-debt creating inflows and
concessional loans from multilateral agencies.
However, as pointed out by SBP in various
reports, this had increased risk that the
economy could be hit by any slowdown in
these financing flows. In particular, portfolio
investment is notoriously volatile, and the
rising share of these in the financial flows of
recent years was a concern.

Thus, as the global financial crisis unfolded in
FYO08, and country risk perception was

Table 7.3: Major Factors Explains External Accounts

Deterioration

FY04 FY05 FY06 FY07 FYO08
Saudi Arabian light
oil prices (US$/barrel) 338 46.0 63.7 646 120.8
Cotton production
(mn bales) 10.0 14.3 13.0 129 11.7
:’;’:)eat production (mn 95 516 213 233 218
World economic
growth (%) 4.9 4.4 51 5.0 3.7
Pakistan GDP growth 75 9.0 58 6.8 58
(%)
KSE-100 Index 5279 7450 9989 13772 12289
Pak Euro bond (5
year) spread 337 249 165 161 755
Foreign currency B2 B2 B2 B1 B2

credit rating (Moody)

heightened by domestic political developments (see Table 7.3); the country’s ability to tap

international capital markets was severely impaired. Planned privatization transactions had to be
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deferred, sovereign debt issues postponed, and portfolio investment plunged. The fall in capital
inflows also resulted in drawdown of foreign exchange reserves and mounting pressure on exchange
rate during the period.

The fall in capital inflows in the wake of sharply widening current account deficit and the resultant
drawdown of foreign exchange reserves does necessitate current account deficit adjustments. The
global experience suggests that current account adjustments take place either through a sharp
deceleration in domestic demand, a depreciation of the real effective exchange rate or some mix of the
two (see Box 7.1).

Box-7.1: Global Patterns of Current Account Adjustment- Lesson for Pakistan

The global experience of current account deficit adjustment? suggests that either economic slowdown or real effective
exchange rate depreciation or combination of the two facilitated this adjustment. The episodes where current account
improvement came through a slowdown in domestic demand are termed as “internal adjustment” while the episodes where
depreciating real exchange rate helped in current account adjustment are termed as “external adjustment”. Moreover, the
combination of slowdown in domestic demand and depreciating exchange rate to correct current account is termed as “mixed
adjustment”. The global current account adjustment trends suggest that more than one half of the adjustments came through
slowdown in economic growth while rest of the fifty percent was characterized by external adjustment (25 percent) and
mixed adjustments (25 percent).

The literature on the subject suggests that these adjustment types are function of underlying economic problems of the deficit
country and does not depend on the size of the country, its degree of openness, its degree of industrialization or its exchange
rate regime choice. The type of the adjustment depending on the economic problem is as follows:

1.Internal Adjustments

This type of adjustment typically takes place when current account deficit is principally driven by buoyant
domestic demand growth which is mainly indicated by positive and widening output gap and the resultant
inflationary pressures. The improvement in current account comes from slowdown in domestic demand growth
and import compression. These adjustments are also accompanied by a statistically significant decline in inflation.

2.External Adjustments

External adjustment is more preferable when current account deficit is characterized by the sluggish export growth
on account of economic stagnation and exchange rate overvaluation. The exchange rate depreciation improves
country competitiveness which increases country’s net exports. The increase in net exports not only improves the
current account balance but it also provides a positive impetus to economic growth.

3.Mixed Adjustments

The combination of the two types is used in crises like situation where current account deficit is caused by both the
indications of potential overheating and overvalued exchange rate. The economic slowdown and exchange rate
depreciation in this case are more pronounced than those in internal and external adjustments. The current account
improvement takes place through both the sharp contraction in domestic demand (imports compression) and sharp
improvement in country’s competitiveness (export promotion).

Moreover, internal and mixed adjustments occur during the phase of increasing oil prices.

In this backdrop, analysis of Pakistan’s current account deficit suggests that it is mainly contributed by the surge in import
growth. This rapid import expansion is partly contributed by the overheating of economy which is reflected in inflationary
pressure as a result of robust economic growth in the last five successive years and partly due to rise in international
commodity prices. Moreover, the slowdown of textile export growth in the face of international competitive pressures is also
a drag on current account deficit.

The stylized facts from the global experience suggest that current account deficit adjustment in Pakistan would occur
through the combination of internal and external adjustments. Internal adjustment process is already underway in Pakistan in
the form of tight monetary policy. However, there is need to consider external adjustment option by smoothly depreciating
exchange rate in the real term.

Reference

2 The current account adjustment episodes are defined as the improvement in current account position of the countries that
are relatively rapid (within 4 years), substantial (improve at least one third of the initial deficit) and sustained (no subsequent
deterioration).
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Bernardina Algieri and Thierry Bracke 2007: Patterns of Current Account Adjustment Insights from Past Experience,

European Central Bank Working Paper No. 762

Beside these factors, the analysis of major underlying weaknesses in Pakistan’s current account deficit
suggests that there is need to focus on promoting saving and exports (see Box 7.2). Finally, regional
comparison suggests that Pakistan has the potential to further increase its remittances to curtail current

account deficit to some extent.

Box-7.2: Current Account Balance Determinants:
Medium to Long Term

After persistent widening in the last four successive
years, Pakistan’s current account deficit to GDP ratio
reached unprecedented level of 8.4 percent in FY08.
This large and persistent current account deficit is
worrisome as it threatens the viability of external
account and thus requires policy response.

This note reviews the various empirical investigations of
medium and long term determinants of current account
balance in both the developing and developed countries
and thereby pin down some important underlying
weaknesses behind Pakistan’s widening current account
deficit.

The review of the recent studies identifies three
variables i.e. fiscal balance, Net Foreign Assets (NFA)
and oil trade balance as the statistically significant
determinants of current account balance (see Table
7.2.1)%%,

Fiscal Balance is found to have significantly positive
relation with the current account balance. Specifically,
one percentage point increase in fiscal balance is
associated with 0.15-0.39 percentage point increase in
current account balance.

Likewise, countries that have large stock of foreign
assets net of foreign liabilities tends to run large current
account surpluses. The higher foreign liabilities (lower
net foreign assets) imply higher investment income
(repatriation of profit and dividends) and debt income
(debt servicing) outflows which, in turn, increase current
account deficit.>

Oil trade balance is the third important determinant of
current account balance. Higher oil-prices decrease the
current account balance of net oil-importers and increase

Table 7.2.1: Findings of Recent Studies on Current Account
Determinants

Jesman CGER, Chin and Chin and
Rahman IMF Ito Prasad
2008 2006a 2007 2003
Fiscal 0.39%%%  (.19%* 0.15%%  0.306%**
balance
Netforeign g gguux  Qopwex  0049%F%  0,048%%*
assets
Oil trade 0.15%%* 0,235
balance ' ’
Adjusted R2 0.42 0.52 0.42 0.42
21 22 19 .
Sample Industrial Industrial Industrial 18 Indauns;r;all
countries and 38 and 32 and 70 :
. . . developing
developing developing developing
Time period 1971-2006 1973-2004 1971-2004 1971-1995

Note: **,*** implies statistical significance at 5 % and 1%
respectively

Table 7.2.2: Major Weaknesses Behind CAD Widening in
Pakistan**

FY04 FYO05 FY06 FY07 FYO08
Current account balance 19 -1.4 -4.0 -4.8 -8.4
Budget deficit 24 33 43 -4.3 -7.0
Nominal investment 178 203 231 229 216
Nominal savings 179 175 174 178 139
NFA* -289 -27.0 -281 -30.3 -
Credit to private sector 226 263 278 284 276
Oil-trade balance -2.1 -2.8 -4.1 -4.5 -5.5

* NFA is available on calendar year basis.
** All the variable are expressed as percent of GDP

the current account balance of oil exporting countries. Particularly, one percentage point increase in oil trade balance to GDP
ratio increases the current account balance by around 0.15 to 0.23 percentage points.

Besides these variables, output gap, trade openness, private sector credit and financial deepening are the other important
determinants of current account balance discussed in the literature. Increase in the output gap (with respect to its potential),
trade openness and credit to private sector reduce the current account balance through increased imports while financial
deepening increase the current account balance through increase in national saving.

% Though these studies have used other variables as well, but this note only quotes the variables which were significant in all

the studies reviewed.

4 All the variables are scaled by the gross domestic product (GDP).
® These findings contradict the inter temporal perspective which suggests that a country with a significant stock of net
foreign liabilities relative to its GDP would eventually have to run surpluses to pay off its liabilities.
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In this backdrop, recent widening in Pakistan’s current account deficit is mainly contributed by the deterioration of fiscal
deficit and oil-trade balance (see Table 7.2.2). The former is principally driven by fall in national saving (during FY08)
while the latter is caused by unprecedented rise in global oil prices. The widening of current account deficit that reflects
decrease in saving (not increase in investment) is more worrisome as it does not build up productive capacity to enhance
inter-temporal solvency ® (Milesi-Ferretti and Razin 1996).

Increase in foreign liabilities and relatively high credit to private sector in the recent years are the other contributory factors
behind deterioration in current account deficit in Pakistan.
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few occasions in the last thirty years, these

were temporary as they were caused by one-

off policy decisions® and therefore reverted to - e e N o

the trend. However, the recent large rise in the igure 7.3: Composition of Current Account Balance
L. . m Oil-trade balance m Non-oil trade balance

current account deficit is less likely to revert O Invisible balance o CAB

back to normal trend quickly as it is caused by 5

falling exports to GDP ratio and trend rise in
imports as percent of GDP (see Figure 7.2 0
and Table 7.4).°

-5
A large part (close to 80 percent) of this

deterioration was contributed by increase in -10
trade deficit. This, in turn, was driven by
surge in import growth on the back of strong -15

billion US dollar

-20

FYO04 FY05 FY06 FYO07 FY08

® Inter-temporal solvency means sustainability of current account deficit in the long run i.e. a country’s ability to sustain its
current account deficits without defaulting on its debt.

" The current account deficit to GDP ratio in excess of 5.0 is largely considered as unsustainable level of the deficit in
literature.

8 During FY93, the current account deficit was caused by surge in automobile imports on account of yellow cab scheme
while in FY96 and FY97, the contracts with the independent power projects pushed up the power generating machinery
imports and thereby the current account deficit.

® The extraordinary import growth is explained by above trend growth in GDP during the last five years and rising global oil
and other commodity prices.
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Table 7.4: Current Account Balance

million US dollar

FY06 FYo7 FY08 Difference
FYO08 over
Items Full year Jul-Oct Nov-Jun FYO07
1. Trade balance -8,441 -9,711 15,295 -3,356 -11,940 -5,584
Exports 16553 17,278 20,122 6,185 13,937 2,844
Imports 24994 26,989 35,417 9,541 25,877 8,428
2.Services (net) -4430 -4,170 -6,307 -2,122 -4,185 -2,137
Transportation -1783 -2075 -2635 -717 -1918 -560
Travel -1195 -1348 -1,317 -370 -947 31
Communication services 97 25 10 23 -13 -15
Other business services -2562 -2,098 -2,998 -961 -2,037 -900
Government services 1348 1,527 942 20 922 -585
Of which logistic support 1070 1242 655 0 655 -587
Other -335 -201 -309 -117 -192 -108
3. Income (net ) -2,667 -3,582 -3,909 -1,227 -2,682 -327
Investment income( net ) -2672 -3,588 -3,919 -1,228 -2,691 -331
Direct investment -2076 -2,809 -3,065 -1,065 -2,000 -256
Of which: profit & dividend -433 -672 -262 -410 -135 -135
Purchase of crude oil & minerals -1149 -1,458 -486 -972 -66 -66
Portfolio investment -93 -259 -319 -88 -231 -60
Of which: profit & dividend -88 -249 -43 -206 17 17
IMF charges & interest on off. external debt -664 -718 -771 -142 -629 -53
Interest on private external debt -85 -154 -184 -55 -129 -30
Others 251 358 430 123 307 72
4. Current transfers ( net ) 10548 10,585 11,475 3,712 7,763 890
Private transfers 9867 10,060 11,048 3,693 7,355 988
Workers remittance 4600 5494 6449 2079 4370 955
FCA - residents 312 196 444 203 241 248
Others 4955 4370 4155 1411 2744 -215
Official transfers 681 525 427 19 408 -98
Budgetary support cash grant 464 284 408 20 388 124
Others 217 241 19 -1 20 -222
Current account balance -4,990 -6,878 -14,036 -2,993 -11,044 -7,158
Memorandum items
CAB (monthly average) -416 -573 -1170 -748 -1380
domestic demand, unprecedented rise in Figure 7.4: Composition of Invisible Account
global oil and other commodity prices, and m Services m Income
domestic food shortages (see Figure 7.3). The | O Current transferso Invisible account
expansion in oil trade deficit'® alone explains 15
around 37.8 percent of the overall 10
deterioration in current account deficit during 5
FYO08. S 5
@ O < O
. 20 S
Moreover, the fall in invisible account surplus 5
on account of higher import related freight Z 5
charges and investment income outflows
contributed more than 20 percent in the -10
current account deterioration during the 15
period under review. EV05 EY06 EY07 FY08

The invisible account, however, remained in

1% Around 75 percent of this increase was contributed by increase in oil prices.
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surplus as the outflows from services and income accounts were more than offset by strong increase
in current transfers (workers’ remittances) during the period (see Figure 7.4). Importantly, the
invisible account surplus has been continuously decreasing over the last five years and if increase in
current transfers do not keep pace with the widening income and services account deficit, the invisible
account is likely to turn into deficit.

Not only the magnitude of current account deficit is worrisome, the change in financing pattern of
current account deficit during FY08, compared with the last year, is also a source of concern. With
fall in non-debt creating inflows during FY08, the larger part of current account deficit was financed
from the mix of debt creating inflows and depletion of reserves. The rise in former increases the
country debt burden while the depletion in the latter reduces the country’s ability to absorb adverse
external shocks.

Likewise, the sharp deterioration in current account deficit during FY08 was mainly the reflection of
significant fall in national savings in the face of rise in consumption expenditures showing strong
aggregate demand pressures (see Figure 7.5)."" Literature on the current account deficit suggests that
widening of current account deficit that is
caused by decline in national savings (not
increase in investment) may not build up

Figure 7.5: National Saving-Investment Gap
I Investment C—3 Saving S| gap

productive capacity of the economy to 24

enhance inter temporal solvency (see Box

7.2). . 16
o

In this backdrop, Pakistan’s current account s

deficit is worrisome and requires corrective % 8

policy action. As mentioned earlier, global T

current account adjustment episodes indicates 0

that correction of current account deficit

which is caused by the aggregate demand .

pressures and increase in global oil prices (as

is the case of Pakistan) largely take place FY03 Fy04 FY0S FY06 FY07 FYO08

Table 7.5: Regional Comparison of Variable Important for Current Account Balance (percent of GDP)

2006 2007

Savings Exports Remittances Savings Exports Remittances
Pakistan 153 133 4.0 16.1 124 4.2
India 33.5 13.8 2.9 32.3 13.2 25
Sri Lanka 17.0 255 8.7 17.6 25.8 9.0
Bangladesh 20.3 14.0 8.4 19.5 14.1 8.8
Vietnam 31.4 64.9 7.9 311 69.0 7.1
Philippines 18.3 40.3 13.0 20.0 34.9 11.8

Source: a) Economic and Social Survey of Asia and Pacific 2008 (b) International Monetary Fund

through mix of both slowdown of domestic aggregate demand and depreciation of real effective
exchange rate.

Beside this, the regional comparison of important variables for current account deficit suggests that
Pakistan’s exports and national savings are the lowest in the region while its remittances are higher
only than that of India (see Table 7.5). Thus strenuous efforts need to be made to promote exports
and national savings to improve current account balance. Likewise, there is potential to increase

1 In national income accounts perspective, the current account deficit is the mirror image of the domestic savings and
investment gap.
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remittances to offset the impact of larger payments from goods & services and income accounts to
some extent.

Looking ahead, although current account deficit has widened further to US$ 5.9 billion in Jul-Oct
FYO09 compared with US$ 3 billion in the corresponding period last year, the expansion is likely to
decelerate from November FY09 onward owing to likely deceleration in import growth. The
deceleration in import growth is expected to be driven by significant fall in global oil and other
commodity prices, noticeable depreciation in exchange rate, passing on the oil price increases to
consumer, recent tariff and non-tariff barriers on imports and slowdown in domestic economy.

Trade Balance

During FY08, trade deficit expanded by 57.5
percent compared with a moderate increase of
15.0 percent last year. This increase in trade

Table 7.6 : Sources of Deficit in Services Trade

million US dollar

FY06 FY07 FYO08

deficit emanated from extraordinary increase a) Transportation -1783  -2075 -2636
(31.2 percent) in import as export growth of of which freight charges -1959 2097  -2772
16.5 percent during FY08 was more than the b) Government services 1348 1527 945
last five year average grOWth of 13.5 percent. of which logistic support 1070 1242 655
oL ) c) Other business services -2562 -2098 -2998

The sharp rise in import growth during FY08 ) .
. . . . of which exchange companies -2488 -1918 -2504

was mainly caused by higher increases in

d)-Others -1433  -1524 -1618

imports of petroleum group and foods imports
which together contributed more than 50 Total 4430 4170 6307
percent of the rise in import. The rise in the

former was principally driven by higher global oil prices while the increase in latter stemmed from the
domestic food shortages and higher international prices. Other main contributors in overall import
growth during the period included higher import of cotton, fertilizer and power generating machinery.

The commendable export growth during FY08, on the other hand, was mainly driven by the bounce
back in non-textile exports as the textile export growth significantly slowed down in FY08. The
slowdown in textile export was principally attributed to severe power shortages, increased political
unrest and stiff regional competition in textile exports.*®

Services Account Figure 7.6: Logistic Support Receipts

The services account deficit increased by 1300

US$ 2.1 billion during FY08. A large part of [ ]
this deterioration was explained by increase 1040 T

in net outflows from transportation and other
business services and lower government
services receipts (net) during the period (see
Table 7.6). The higher transportation
payments (net) mainly reflect the combined
effect of higher freight charges and a sharp
rise in imports while higher payments from 0 L 1 | | |
other business services were largely the

780

520

million US dollar

FY03 FY04 FY05 FY06 FYO7 FY08

12 This section is based on the exchange record data compiled by SBP that does not tally with the customs data compiled by
FBS data analyzed in Trade Account section.
B3 For detail, see section on Trade Account.
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result of net outflow from foreign exchange
companies.**

The lower logistic support receipts, on the
other hand, mainly led to fall in government
services receipts during the period. It may
also be noted that logistic support receipts
recorded in FYO08 were the lowest in the last
six years (see Figure 7.6).

Income (Net)

The expansion in income account deficit
moderated to 9.1 percent during FY08 from
34.3 percent in FYQ7. While interest income
outflow (net) increased in FY08 after
continuous decline in the last seven successive
years, this moderation in net income outflows
entirely stemmed from relatively lower
increase in investment income. The smaller
increase in the latter mainly reflects
deceleration in repatriation of profit and
dividends. Against an extraordinary increase
of 54.1 percent during FY07, the repatriation
of profit and dividends on foreign investment
(direct and portfolio) decelerated to 14.7
percent in FY08. A large part of this
deceleration was contributed by sharp fall in
repatriation of profit & dividends by the
communication sector on account of PTCL’s
lower profits owing to its Voluntary
Separation Scheme (VSS)." Moreover, the
cash flow problem facing oil marketing
companies and petroleum refineries also
contributed in decelerating the overall
repatriation of profit and dividends during
FY08. The main sectors which witnessed
increase in repatriation of profit & dividends
include oil & gas exploration, power and
financial business (see Figure 7.7).

The interest payment on external debt and
liabilities increased considerably during
FY08. The increase in the former is
contributed by higher interest payments on
both the public and private external debt while

Figure 7.7: Sectoral Repatriation of Profit & Dividends

O FY07 mFY08

Others | ———

Financial
business
Communication

Power
Oil & gas expl.

Petro refining

Chemicals
0 68 136 204 272 340
billion US$
Table 7.7: Details of Interest Payments and Receipts
million US dollar

Change
FY06 FY07 FY08 FY08
over
FY07
Payments (I+II) 1013 1236 1405 169
I Total external debt 840 1017 1147 130
SIS 1 owo ws s
Long-term 618 666 731 65
Military 8 8 4 -4
Euro bonds 91 145 192 47
Commercial loans/credits 8 11 10 -1
IDB 14 10 8 -2
Private loans/credits 85 154 184 30
IMF 16 23 18 -5
1. External liabilities 173 219 258 39
Foreign currency deposits 22 33 56 23
Special US$ bonds 28 13 8 -5
Central bank deposits 34 27 30 3
Others 89 146 164 18
Receipts 382 554 667 113
Interest on reserves 268 410 479 69
Others 114 144 188 44
Net -631 -682 -738 -56

Source: State Bank of Pakistan

the increase in the latter mainly reflects higher interest payments on foreign currency accounts in the

wake of noticeable increase in FE-25 deposits during the period under review (see Table 7.7).

4 As is mentioned in the earlier reports, outflow from the foreign exchange companies has no impact on the current account
balance as it is offset from the contra entry appearing under the other private transfers.
15 The repatriation of profit & dividends by PTCL declined to US$ 48.2 million during FY08 from US$ 114.6 million during

last year.
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It may also be noted that net interest payments on external debt and liabilities witnessed declining
trend during FYO1-FY05. A part of this declining trend was explained by debt rescheduling
agreement in December 2001 and retirement

of expensive debt and a part to continuous Figure 7.8: Analysis of Interest Payments

increase on foreign reserves earnings (see 1 Interest payments W Reciepts Net payments
Figure 7.8). While the latter continued to 18

increase strongly till FY08, significant M.~

increase in interest payments on external debt 15 \_

and liabilities started showing upward trend in w12 1]

net interest payments since FY06. Going 3

forward, this increasing trend is likely to §0.9

continue in the wake of significant decline in z

foreign exchange reserves and increase in 6 11 ]

external debt. os L1 I |

Current Transfers 00 LH M |

The current transfers increased by 8.4 percent FYO1 FY02 FY03 FY04 FYO05 FYO06 FY07 FY08
during FY08 on the back of strong increase in

private transfers. Impressive performance of worker’s remittances and higher inflows in resident
foreign currency accounts were the major contributory factors behind this increase in private transfers.

On the other hand, despite budgetary support receipt of US$ 300 million from Saudi Arabia, official
transfers declined marginally during FY08 on account of lower receipts of earthquake grants
compared with last years.

Workers’ Remittances

Workers’ remittances recorded impressive growth of 17.4 percent during FY08 on the top of 19.7
percent growth during last year. While a large part of this growth was contributed by oil rich Gulf
countries (around 70 percent) and US (around 30 percent) (see Figure 7.9), euro area and Canada also
contributed positively to this remittances growth.

The_substantial increase (256 percent) in Figure 7.9: Contribution in Remittances Growth
remittances from the Gulf region partly O GCCm USm UK m Others
reflects the higher oil prices and consequential 20

prosperity there and partly the rising cost of
living at home. The empirical support for the

15
former factor is provided by Nadeem Ilahi =

and Riham Shendy (2008), who found that 210

Gulf region remittances outflows were § I
strongly correlated with sustained oil boom g 5

and the resultant GDP growth in GCC g

countries.™ The historical trends of oil prices 0 u

and remittances from Gulf region also
suggests that higher remittances flows from
the region coincided with the higher oil prices
(see Figure 7.10).

FYO05 FY06 FY07 FYO08

16 IMF Working Paper No. WP/08/167 titled “Do the Gulf Oil-Producing Countries Influence Regional Growth? The Impact
of Financial and Remittances Flows”.
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Moreover, against 17.3 percent last year,
around one fourth of the overall remittances
were routed through foreign exchange
companies during FY08.

Resident FCAs

The resident FCAs increased by US$ 444
million during FY08 compared with relatively
lower increase of US$ 196 million during last
year. This higher increase is probably
attributed to exchange rate depreciation which
makes these deposits attractive. However,
most of the inflow in these deposits took place
in the first half of the year when exchange
rate was relatively stable. In the latter half of
FY08, the inflows in resident FCAs
moderated despite relatively higher
depreciation of exchange rate (see Figure
7.11).

The anecdotal evidence suggests that lower
rise in resident FCAs, despite higher
depreciation in exchange rate, probably
reflects capital flight in real estate in the
neighboring Gulf country.

Financial Account

After registering impressive increase in the
last three years, the surplus in financial
account declined in FY08 (see Figure 7.12).
The entire decline is explained by substantial
fall in portfolio investment as both the foreign
direct investment and other investment
inflows increased during the period.

While deepening sub prime losses have also
affected the portfolio investment of the other
regional countries through (a) large sell-offs
in regional stock markets and (b) substantial
fall in the offshore bond issuance, Pakistan
was the worst hit on account of heightened
political uncertainty and growing security
concerns at home. For instance, Pakistan’s
sovereign bond spread over the US Treasury
bond has increased to 912 basis points on
August 19, 2008 from below 200 basis points
a year earlier. This spread is considerably
higher than that of other regional countries."”

Figure 7.10: Remittances from Gulf States and Oil Prices
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Figure 7.11: Changes in RFCAs and Exchange Rate
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17 The sovereign bond spread for Vietnam, Indonesia, Malaysia and Philippines on August 19, 2008 were 365, 355, 268 and

156 basis points respectively.
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What is disturbing is the changing composition of financial flows in FY08. On the one hand, the share
of debt creating flows in the total financial flows has increased to around 32.9 percent during FY08
from last three year average of 27.3 percent™® (see Figure 7.12). On the other hand, there was a sharp
increase in the short term component of debt creating flows. The increase in debt creating flows in
FYO08 mainly reflect higher earthquake related inflows (US$ 863 million), Islamic Development Bank
(IDB) short term inflows (net) (US$ 483 million) and Bank of China’s deposits with the State Bank of
Pakistan (US$ 500 million).

Net Foreign Investment (NFI)
In sharp contrast to extraordinary growth of

87.3 percent last year, the NFI declined by Figure 7.13: Foreign Investment (net) and Soverign
38.5 percent during FY08. This decline was Credit Rating

entirely explained by substantial fall (98.9 C—= FDI mmmm FPI Moody's rating (rhs)
percent) in portfolio investment as the foreign 9 B1

direct investment managed to register a

marginal increase during the period (see 6

Figure 7.13). eg? B2 B2

Foreign Direct Investment é 3 =
Despite the lower receipts of privatization 2 D

proceeds and relative liquidity squeeze in 0 |l = ‘ -

international financial market, Pakistan has B3

been able to attract marginally higher foreign 3

flirect investment in FY08 compared with the FY03 EY04 EYOS FY06 EYO7 EY08
ast year.

It may be pointed that rapid economic growth and relative political stability have led to booming FDI
inflows in Pakistan during the last four year (FY04-FYQ7). These inflows were further strengthened
by aggressive privatization program and saving glut available in the international market. As a
consequence, FDI increased from below US$1 billion in FY03 to US$ 5.1 billion in FYQ7. During
FY08, however, the heightened political uncertainty, slowing down of privatization process and
emerging economic imbalances and the resultant downward revision of Pakistan’s rating by
international credit rating agencies affected the FDI inflows adversely. Encouragingly, despite these
challenges Pakistan has been able to record US$ 5.2 billion FDI in FY08.

A large part of the increase in FDI flows during FY08 was contributed by financial business on the
back of US$ 663 million investment in MCB bank and US$ 177 million investment in Saudi Pak
Bank Ltd. The other sectors which attracted major chunk of FDI during FY08 include
communication, oil and gas exploration, cement, and fertilizer.

FDI has witnessed compositional shift in the last five years. Traditionally, a large part of the FDI had
been concentrated in oil and gas producing sector which now have been diversified to
telecommunication and financial sectors in the wake of liberalization of the latter. The increased
inflows in these basic services are likely to enhance the future productivity of the economy by
improving the infrastructure.

18 In case of equity flows, at least a part of any negative shock is borne by the foreign equity investors, whereas, in case of
foreign currency debt, the country bears the entire burden of the shock.

126



Balance of Payments

However, the share of manufacturing sector in overall FDI could improve over the period (see Table
7.8). As the investment in tradable has the potential to improve external account either through export
promotion or import substitution, there is a need to attract higher investment in this sector.

Particularly, attracting FDI in textile sector,
the share of which in overall FDI is
continuously declining, may be helpful for

Table 7.8: Sector wise Share in FDI

percent

increasing the sector exports. FY04 FY05 FY06 FY07 FY08
I Manufacturing 17.9 16.8 7.1 18.8 11.9
Encouragingly, FDI in cement sector 1 Transport equipment 03 2z 09 10 22
increased significantly in the last two years 2. Cement 0z 09 11 07 20
(FY07 to FY08).which added production 3. Chemicals 16 33 18 09 15
capacity in this sector. As a result, cement 4 Tsx“'es 726 13 12 06
sector exports has witnessed manifold ;01:1 ors et ;if 8;2 92'3 :i 8:?
increase in the last couple of years. This R "t“'“‘t"j‘““_ a;t“:",’g s 1o s2 112 112
- - - - -extractive industries K o . .. .
w;&ztger?;iﬁ p(?;tr;wceur:?ggn\wl\;ﬂg?‘?;x r:htge 1. Oil & gas explorations 213 127 89 106 123
" 9 2.others 01 01 03 06 08
region. B-Other services 60.6 70.4 83.7 69.9 75.0
1. Communications 234 340 550 370 315
MOFEOVE!’, the SOUI‘C?S of FDI have_ also A) Telecommunications 21.8 324 541 356 279
changed in the last five years. During the B) Information 14 15 09 14 35
period, there has been shift from US and UK Technology ' ' ' ' '
(traditionally major sources of FDI in 2. Financial business 255 177 93 182 312
Pakistan) to western Asian countries (see i' l’adi ; zj 2'2’ 2;‘ z‘l" i‘;’
Figure 7.14). In particular, the share of UAE . T:’a”nssr‘;t'o" o oe or oo 14
in total FDI, which averaged around 3.9 6' Powef _1'5 4'3 9'1 3'8 1'4
percent during FY90 to FY02, has increased 7 Others t» 70 38 39 43

to more than 20 percent during FY03-FY08.

During FY08, however, USA was the largest source of FDI for Pakistan.

Portfolio Investment

Portfolio investment declined substantially by 98.9 percent during FY08, in sharp contrast to
extraordinary growth of 233.0 percent during the last year. This decline, however, is not surprising
given the volatile nature of portfolio investment and drastic changes on domestic and international

scenario during the period.

Domestically, confluence of factors such as
political noise, growing security concerns and
weakening economic fundamentals increased

L o : 50
the country political and economic risk during M
FYO08. The increase in the aforementioned 0 T~—__ = [1 T |
risks was reflected in widened spread on the \
sovereign debt issuance and Moody’s and = 30| — \ | |
Standard & Poor’s downward revision of g N\
Pakistan long term foreign and local currency g 50| L N | |
sovereign credit rating. \_

10 | |
The adverse impact of domestic development I
on portfolio investment was further 0| l | |

compounded by the liquidity crunch in the
international financial market on account of
subprime crises. Consequently, not only

Pakistan’s stock market witnessed capital flight but Pakistan also delayed its plan to raise funds

Figure 7.14: Country-wise Share in Pakistan FDI Inflow
(3-Years Moving Average)

mmm U.A.E.C— Others

USA ——U.K.

FY02 FYO03 FY04 FYO05 FY06 FYO07 FYO08
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from international market.

Specifically, GDR issues totaled US$ 0.2
billion*® during FY08 which is substantially
lower than the issues worth US$ 1.4 billion
previous year (see Table 7.9). Likewise, after
successful issuance of euro bonds in the last
three successive years, Pakistan delayed
issuance of euro bond this year in the wake of
above mentioned rise in risk premium.

Outstanding Export Bills (OEBs)

The total stock of OEBs held by exporters and
commercial banks increased by US$ 578
million during FY08 in contrast to US$ 271
million increase in the same period last year.
As in the previous year, almost the entire
increase was contributed by OEBs held by
exporters. The OEBs held by commercial
banks declined marginally during FY08.

Importantly, more than 92 percent of the
increase in OEBs was recorded in Nov-Jun
FY08 period which coincided with the
depreciation pressure on exchange rate. It
may also be noted that similar coincidence
had been witnessed during Jul-Oct FY05
period, when exchange rate was under
pressure (see Figure 7.15). The
aforementioned coincidences give further
credence to the view that exporters hold back
their proceeds in expectations of exchange
rate depreciation. However, a part of the
increase in OEBs in H2-FY08 may also be
attributed to improvement in exports relative
to the first half of FY08.

Currency and Deposits

The foreign currency deposits declined by
US$ 359 million during FY08 compared with
US$ 316 million increase during the
preceding year. The decline is mainly
attributed to fall in FE-25 nostro balances on
account of increase in trade financing against
FE-25 deposits. However, this decline was
offset to the greater extent by higher
retirement of FE-25 loans during the last
quarter in the wake of sharp depreciation of

Table 7.9: Detail of Portfolio Investment (Net)
million US dollar

FY06 FY07 FY08
Portfolio investment 986.5 3283.0 36.0
A) Equity securities 373.5 2305.0 15.0
Assets 22.0 -5.0 -5.0
Liabilities 351.5 2310.0 20.0
of which GDRs of MCB bank - 150.0 -
GDRs of UBL bank - 550.7 90.5
GDRs of Lucky cement - - 1065
GDRs of OGDC 738.0
B)-Debt securities 613.0 978.0 20.8
International bonds of PMCL - 250.0
Euro bond 800.0 750.0 -
Other public securities -187.0 -22.0 20.8.0

*Net sale/purchase of Special US$ bonds, FEBC, DBC, T-bills and

PIBs

Figure 7.15: Changes in OEBs and Exchange Rate (3-
Months Moving Average)
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Figure 7.16: FE-25 Loans and Exchange Rate Movement
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1 This amount includes Lucky cement GDR worth US$ 106.5 million and UBL GDRs worth US$ 90.5 million. It may be
noted that UBL floated GDR worth US$ 650 million in June FY07. However, part of the proceeds (US$ 90.5 million) was

realized in July FY08.
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exchange rate. It can be observed from Figure 7.16 that sharp depreciation of exchange rate is
associated with the retirement of FE-25 loans. This is because sharp depreciation of exchange rate
makes these loans expensive for the importers and exporters.

Foreign Long-term Loans

During FY08, foreign long term loans recorded a net increase of US$ 1.44 billion which is slightly
higher than the net increase of US$ 1.41 billion in the last year. This nominal increase was entirely
reflected in 56.9 percent increase in project loans (on account of higher inflows in earthquake related
loans) which more than offset 27.5 percent decline in project loans and 7.5 percent increase in
amortization during FY08.

Private Loans

Private loans recorded a net inflow of US$ 691 million during FY08, considerably higher than net
inflow of US$ 459 million during the last year (see Table 7.10). This increase is contributed by both
increase in gross disbursements and decrease in credit repayment. A large part of the gross
disbursement was explained by US$ 440 million by Warid Telecom and US$ 28 million by Mobilink.

Short-term Loans
Compared with net retirement of US$ 83 million last year, short term loans recorded a net increase of
US$ 367 million during FY08. The entire increase is explained by higher IDB financing for oil
imports in the wake of rising oil import bill. This increase is a source of concern as it is not only
expensive but it is for less than one year

meaning that it will be reflected in outflow in Figure 7.17: Annual Exchange Rate Depreciation
the next year. 10

7.3 Exchange Rate ° H

After remaining stable for last four years P I:l I
Pakistan’s exchange rate depreciated sharply I H N I

by 11.3 percent in FY08; a fall reminiscent of § -5

the decade of 90s (see Figure 7.17). The loss

in the value of rupee is attributable to a 10

combination of rise in the current account 15 Exchange regime
deficit, fall in the financial inflows, and \7 change
increase in political noise. The pressures on -20

the rupee were further intensified by S 8 3 &5 &§ 5 & 3 S
mounting speculative activity in the forex § § § § §8 §8 8 8 §

market.

Figure 7.18: SBP Intervention and Exchange Rate

[ SBP net intervention (30 days moving average)
Exchange rate (rhs)

In the absence of these factors, rupee had
remained stable in the initial months of FY08.

Specifically, up to October 2007, a benign 1.0 70
trade deficit, coupled with strong financial 05 A 68
flows enabled Pakistan to record its highest % 00 L4 66
L. . 5 U @
ever reserves position, which stood at US$ e g
16.4 billion at end October 2007. However, in é’ 05 64 E
the following months a series of adverse E-10 = 62 o
developments both on domestic and external -15 60
fronts resulted in rapid depletion of reserves 2.0 58
and unprecedented loss in the value of rupee. 5555558832823
Consequently, by end June FY08, reserves 39225385855 2%
stood at US$ 11.4 billion witnessing a ™ f-o @ 2 Z ﬁ & & f i f &
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depletion of US$ 5.1 billion, while exchange rate depreciated by 11.5 percent.

The changing market conditions are reflected in SBP forex market management. Initially, expecting
better inflows and lower current account deficit, SBP shifted payment of furnace oil to the interbank
market. % The relative stability of the exchange rate and the fact that SBP was even able to purchase
forex from the inter-bank market indicates that market was fairly liquid during this period (Jul-Oct
2007) (see Figure 7.18).

Table 7.10: Financial Account
million US dollar

Items FY06 FY07 FYO08 Difference
FYO08 over

Full year Jul-Oct Nov-Jun FY07

Financial account (1 through 4) 5,830 10,145 7,657 3,206 4,451 -2,488
1. Direct investment abroad -71 -114 -75 -9 -66 39
2. Direct investment in Pakistan 3,521 5,140 5,153 1,319 3,834 13
of which: equity capital 2,925 4,229 4,144 998 3,146 -85
privatization proceeds 1,540 266 133 - 133 -133

Reinvested earning 537 907 1,009 321 688 102

3. Portfolio investment 986 3,283 36 311 =275 -3,247
Equity securities 351 2,310 20 346 -326 -2,290
Debt securities 613 978 21 -31 52 -957

of which: Euro bonds 796 820 56 -23 79 -764

Net foreign investment 4,436 8,309 5,114 1,621 3,493 -3,195

4. Other investment 1,394 1,836 2,543 1,585 958 707
Assets 148 -585 -219 411 -630 366
i. Outstanding exports bills (exporters) -283 -281 -597 -45 -552 -316
ii. Outstanding exports bills (DMBs) -81 10 19 27 -8 9
iii. Currency & deposits 511 -316 359 429 -70 675
of which :bank 461 -473 257 361 -104 730
Liabilities 1,246 2,421 2,762 1,174 1,588 341
i. Foreign long-term loans / credits ( net) 1,010 1,413 1,441 524 917 28
Project assistance 696 921 1,445 524 921 524
Non-food aid 1,373 1,523 1,104 344 760 -419

of which earthquake loans 768 313 863 340 523 550
Amortization 1,059 1,031 1,108 344 764 77

ii. Private loans 231 459 691 103 588 232
of which: suppliers creditsyMNCs 551 861 1,025 163 862 164
Supplier credits repayments 320 402 334 60 274 -68

iii. ST capital, (official) -218 -83 367 64 303 450
of which: commercial banks (net) -116 -116 - - - 116

IDB (net) -102 33 483 164 319 450

iv. Currency & deposits 316 325 -47 231 -278 -372
of which: trade financing 697 268 -107 267 -374 -375

v. Other liabilities -93 307 254 102 152 -53

Source: Statistics Department, SBP
Note= LT: Long-term, DMBs: Deposit Money Banks, ST: Short-term.

However, November onwards, not only the trade deficit rose sharply but adverse developments on the
political front, resulted in large outflows from portfolio investment forced SBP to intervene heavily in
the market besides taking administrative measures. These efforts to contain the market pressure,

2 The State Bank shifted payment of furnace oil to interbank market with effect from July 4, 2007(The decision was
reverted on July 8, 2008). It may be pointed out that State Bank of Pakistan was making all the oil payments from its
reserves with effect from November 2004.
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although provided temporary respite to the market, overall pressures continued to mount during the
subsequent months as weakening fundamentals gave way to speculative activity. This prompted SBP
to take further regulatory measures. Table 7.11 gives a synopsis of steps taken by SBP during FY08,
in chronological order:

Table 7.11: Chronology of Amendments in Exchange Market Regulations During FY08

Reference: Focus of guidelines: Directions:
BSD circular #09 dated Banks/DFI Special Cash Reserve requirement reduced from 15% to 5% of total FE-25
December 3,2007 anks s deposits

Islamic Banks Special Cash Reserve Requirement reduced from 6% to 2% of total FE-25 deposits
(IBs)/Islamic Banking
Branches (IBBs)

BSD circular #08 dated
April 5,2008

1-Limit to surrender a minimum of 15%, instead of earlier 10%, of foreign
currencies received by them from home remittances to the interbank markets.

2- Limit to bring minimum of 25 percent of foreign currencies exported by them in
their foreign currency accounts with banks in Pakistan.

1-Advance payments on imports were restricted to maximum of 50 percent of
FE circular #3 dated April . value of imports, and that too against letter of credits only.
29, 2008. Authorized dealers 2. Some reforms were introduced in the forward hedging mechanism available to
importers / exporters to curb the misuse of the facility other than true hedging

FE circular #2 dated April

29, 2008. Exchange companies.

1-Abolishment of the Nostro accounts held by them outside Pakistan, and shifting
the balances in their Nostro accounts to commercial banks in Pakistan.
2-Restriction to affect outward remittances to the extent of 75% of the home
FE circular #4 dated May . remittances mobilized by the respective company during the preceding month
09, 2008. Exchange companies.  3_Restriction to surrender their surplus foreign currency to State Bank of Pakistan.
Earlier exchange companies were exporting most of the foreign currency, except
dollars to exchange companies abroad. Hence, besides dollar, they will not be
able to export Pound Sterling, Euro and UAE Dirham.

1-Imposition of 35 percent margin requirement on opening of import L/C (except
May 23, 2008 (SBP interim for petroleum and food imports) announced on May 23, 2008,
monetary policy) 2- Discount rate increased by 150 basis points, to 12 percent (from 10.5 percent)

Special cash reserve requirement against FE-25 deposits reverted back to its
BSD circular # 14 dated Banks/DFIls original rate (prior to December 3, 2007°) with effect from June 30, 2008. Now the
June 21, 2008 banks / DFIs have been directed to maintain 15 percent (up from 5 percent) of their

total FE-25 deposits on daily basis with State Bank of Pakistan.

Islamic Banks Similarly the reserve requirement (SCRR) for Islamic banks has been reverted
(1Bs)/1slamic Banking  back to 6 percent from 2 percent, the original rate prior to its reduction in April
Branches (IBBs) 2008.
Requirement of prior approval of State Bank for all transactions of US $ 50,000 or

FE circular #.6 dated July Exchange companies.  @b0Ve (or equivalent in other foreign currencies) on account of outward
08, 2008. remittances or sale of foreign currencies to the customers.

BSD circular #.15 of June
21, 2008.

Requirement of prior approval of State Bank for all transactions of US $ 50,000 or

FE circular #.7 dated July - Exchange Companies of o6 (or equivalent in other foreign currencies) on account of sale of foreign

08, 2008. ‘B’ Category. currencies to the customers.
1-Advance import payments were further restricted to the extent of 25% of value
of imports, and that too against letter of credits only.
2-Forward forex booking against all type of imports was suspended (temporarily).
. 3-State Bank of Pakistan will provide foreign exchange to the Authorized Dealers
FE circular #8 dated Jul - oo dealers for the import of all categories of Furnace oil (as well as against all POL
08, 2008. payments on the basis of Form ‘M’ approvals).
4-Trading time for all types of Foreign Exchange Transactions by Authorized
Dealers with their customers reduced in order to curb the speculative pressures
on the market.
EPD circular letter #.6 . Authorized Dealers advised to immediately launch campaign for realization of
dated July 11, 2008 Authorized dealers  overdue export proceeds.
Monetary Policy Statement Discount rate increased by 100 basis points, to 13 percent (from 12 percent)
on July 29", 2008 Authorized dealers
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BPRD circular # 11 Imposition of 100 percent LC margin on imports of non-essential and luxurious
Dated August 27, 2008 items.

Exchange Companies

Exchange Company are required to revisit the compliance status of each of its
PD circular#8 business location including branches, CEBs, franchises, payment booths with
Dated September 29, 2008 respect to documentation of transaction and adherence to SBP rules and regulation
through all available means and submit a certificate to this effect by October 31,
2008 duly signed by the CEO and all directors of the company confirming therein
that the company management is satisfied with the compliance status of each of its
business location.

! Recently, SBP has relaxed this requirement for most of the capital goods in order to provide support to export sector.
% This was a temporary arrangement to provide liquidity comfort to the then tight market.

Nonetheless, Pak rupee continued its weakening trend in the initial period of FY09. Specifically, it
depreciated by 12.5 percent against US dollar in first quarter of the current fiscal year.

Although most of the loss in the value of rupee is attributable to the weakness in the country’s
external account, rising expectations of rupee

depreciation also played an important role in Figure 7.19: Outstanding Export Bills

enhancing these pressures thus making them — OEBs Rupee depreciation (rhs)

self fulfilling. An analysis of the export bills, 700 14
kerb market premium, forward rates and FC ]

loans, lends credence to this assertion. 560 / L1 11
Outstanding Export Bills (OEBs) S 420 | g &
Expectations of rupee depreciation tend to > / g
increase the volume of OEBs as exporters 2 280 g =
hold back their export proceeds to maximize E ]

benefits arising from depreciation. In an event 140 |3
when the rupee is continuously depreciating, /A\ J

the longer they hold, the higher will be their o | L7 \$ 0
return. During FY08, the stock of outstanding FY04 FYO5 FYO6 FYO? FYO08

export bills (OEBs) witnessed an increase of

US$ 661 million which is more than twice the
increase seen in FYO07 (see Figure 7.19). Further, almost all the increase in OEBs was on part of the
exporters, since the bills held by banks witnessed a net decline during the year.

The behavior of the importers is opposite to that of exporters; fearing depreciation importers tend to
book forward their forex requirements. This activity on part of the exporters and importers added to
the pressures on already tight market, thus weakening the rupee further. The expectation of rupee
depreciation and the resulting behavior of market participants make them self fulfilling. SBP, in an
effort to contain these self fulfilling expectations issued guidelines to ADs regarding the realization of
export proceeds within the timelines®.

Kerb Market Premium
The differential between Kerb rate and interbank rate widened over time with Kerb premium reaching
as high as 2.6 percent on May 2, 2008% (see Figure 7.20).

2L EPD Circular Letter No.06 dated July 11, 2008.
2 Anecdotal evidence suggests that kerb market players even mis-quoted the rates to the regulator and hence actual kerb premium may have
been even higher.

132



Balance of Payments

Also, the movement in Kerb differential
remained bi-directional and there were
instances when Kerb market traded foreign
currency at a discount. This bi-directional
movement of Kerb market differential,
besides widening of the differential points
towards uncertain inflows in the Kerb market.
Going forward, these developments indicate
potential for market segmentation, and
rerouting of workers’ remittances through the
informal means to gain from depreciation of
the rupee.

Forward Rates

The steep movement in swap points/forward
rates coincides strongly with the trend in
rupee dollar parity. During the period of
relative stability in rupee dollar exchange rate,
forward market also showed stability with
swap points for 6 months forward transactions
remaining around Rs. 1 per US dollar.
However, the weakening of rupee since
November 2007 resulted in a pressure on
forward rates as well, which started inching
up simultaneously (see Figure 7.21). Average
swap points on six month forward
transactions reached as high as Rs. 2 per US
dollar in April 2008, further moving up to Rs.
3.06 per US dollar in May 2008 and Rs. 3.72
per US dollar in June 2008. A part of the rise
in forward swap points could be the result of
speculative activity in the forex market.

FE-25 Loans

Another indicator which points towards
expectations playing their part in weakening
of rupee is the rise in FE-25 deposits® and net
retirement of FE-25 loans, despite rise in
differential between rupee and dollar interest
rates. Specifically, FE-loans retirement took
momentum in the last quarter, while during
first nine months both the exporters as well as
importers availed these loans mainly to take
advantage of the rising differential between
the lending rate of foreign currency and
domestic currency (see Figure 7.22). This
behavior on part of traders further added to
squeeze in dollar liquidity, since net
retirement of these loans entails a rise in
demand for foreign currency (see Box 7.3).

Figure 7.20: Exchange Rate and Kerb Premium
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Figure 7.21: Movement in Forward Swap Points
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2 Although, the extent of increase in FE deposits did not match the historical trend of their co-movement with rupee depreciation.

133



State Bank of Pakistan Annual Report for 2007-2008

Box 7.3: FE-25 Loans and Forex Market Liquidity

FE circular No. 25 of 1998, allowed the authorized dealers to open and operate foreign currency accounts of residents and
non-residents without surrendering the deposits mobilized thereof to SBP. The circular also allowed authorized dealers to
use these FE 25 deposits for investment, placements as well as lending to traders.

These FE deposits and lending against them have a crucial role in day to day market liquidity. Higher financing against these
deposits can result in higher forex liquidity in the market when traders sell the foreign currency obtained through these loans.
Conversely, retirement of these loans implies buying the foreign exchange from market which adds to the demand pressures

for the foreign currency.

Demand for these loans in turn depends upon a host of factors including the size of international trade, the differential
between interest rate on local currency borrowing and on FE loans, and hedging on part of traders against movements in
exchange rate. Recently, although both the former factors entailed increase in FE financing for traders, the loss on account of
rupee depreciation more than offset the gains from interest rate differential. As a result, we saw a net retirement of these
loans on part of exporters as well as importers.

Anecdotal evidence suggests that outflows through undocumented channels, mainly towards the UAE
real estate market also increased as speculators hedged themselves against rupee downslide, if true ,
this would have added further to pressures in forex market.

7.3.3 Real Effective Exchange Rate
Multilateral exchange rates are calculated in

order to jUdge the general dynamiCS ofa Figure 7.23: Effective Exchange Rate-YoY Change
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it with relative price index (RPI) to calculate
the real effective exchange rate (REER). 12
Theoretically the depreciating trend in real
effective exchange rate implies improvement -18
in country’s competitiveness against its major
trading partners.
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Despite prevalence of steep inflationary
trends in the economy, the nominal
depreciation of rupee has helped in gaining
absolute advantage in real terms as is evident

Figure 7.24: Movements in Basket Currencies- FY08
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