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THE STATE OF PAKISTAN’S ECONOMY
Third Quarterly Report for FY07

1.1 Overview

Recent statistics indicate that the economy is likely to show robust growth for the
fourth successive year, with real GDP growth now expected to exceed the 7
percent annual target in FYQ7. Moreover, the growth is expected to be quite broad
based. The unexpectedly strong out turn by agriculture following the record wheat
crop and upward revision in key kharif numbers means that agricultural growth is
forecast to exceed the annual 4.5 percent growth target. The industrial growth is
also expected to be stronger than that in the previous year, though it may not reach
the FYQ7 target. Similarly, the services sector is expected to continue with its
growth momentum for yet another year; while growth in the wholesale & retail
trade sub-sector is likely to slow somewhat, reflecting the deceleration in imports,
the remaining services sub-sectors are expected to continue to record high growth.

The strength of aggregate demand reflected in the growth figures clearly belies
claims that the monetary tightening has stifled growth in the economy. Quite to
the contrary, it seems that
monetary policy has struck an
appropriate balance by

Table 1.1: Selected Economic Indicators
Jul-Mar or as mentioned

protecting the growth FY05 FY06 FY07
momentum of the economy, Sl vt (ol *
while attempting only to el 187 99 98
remove excessive monetary =gt {ie) 143 180 35
stimulus from the economy. s (5T 376 432 81
Unfortunately, the impact of Tax revenue (CBR) 135 221 219
the latter in reducing CPI (12m MA) end-Apr 90 82 78
inflationary pressures has Private sector credit Jul-Apr 28.6 20.2 13.0
been offset partially by the Money supply (M2) Ju-Apr 137 108 121
rise in food inflation, and billion US Dollars

supply-side pressures. Thus, Total liquid reserves® end-Apr 13.0 13.1 13.7
even as non-food inflation Home remittances 31 3.2 3.9
weakened, overall CPI Foreign investment 14 3.3 5.6
inflation declined only percent of GDP?

gradually, falling from 11.1 Fiscal deficit Jul-Dec 12 18 1.9
percent in April 2005 to 6.9 Trade deficit 38 67 6.8
percent by April 2007 (see Current account deficit 1.0 33 41
Table 1.1), however still * September 2006 data point. More recent data is not available.

L With SBP & commercial banks.

above the 6.5 percent target 2 Based on full-year GDP in the denominator.

for FYO07.
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It needs to be recognized that food inflation is typically less responsive to
monetary tightening and therefore monetary policy should not respond
aggressively to temporary shocks in food prices. At the same time, it is also clear
that a continuing focus on tight monetary policy will be critical so that the second-
round impacts of the high food inflation do not add to underlying inflationary
pressures in the economy. SBP depends more on market dynamics and
government’s administrative measures to contain food inflation while retaining a
tightening bias to ensure that inflationary expectations are contained.

The challenge to the modulation of monetary policy is increased by the recent
acceleration in the growth of monetary aggregates. Through most of FY07, even
when seeking a broad reduction in aggregate demand, the SBP remained mindful
of the pressures on the textile sector, and on exports, which faced rising
competitive pressures. Thus, a substantial portion of the credit availed by these
sectors in FYQ07 was provided on concessional terms by the central bank. This
included a total of Rs 332.8 billion during Jul-April 28, FY07 as gross
disbursement from refinancing facility (Rs 43.8 billion disbursed under the LTF-
EOP* scheme and another Rs 289.0 billion through the export refinance scheme).

It must be recognized that the subsidy implicit in the provision of concessional re-
financing by SBP is only part of the cost of supporting the strategic sectors;
additional (less visible) costs include the downstream implications on reserve
money growth and consequent lagged impact on inflation, fiscal costs (as SBP
profits erode, reducing the pass through to government), as well as reducing the
incentives for banks to generate deposits by raising returns.

Indeed, the concessional credit provided by the central bank was an important
factor in the strong growth in reserve money during July-April FY07. The impact
of this was compounded by the substantial increase in government borrowings
from the banking system, and rising net foreign assets of the banking system.
Partially, as a result, growth in broad money during the period rose to 12.1 percent
by April 28, 2007, significantly higher than the 10.8 percent growth during the
corresponding period of FY06.

Another important development in FY07 was the change in the credit growth
profile.
o Firstly, even though the growth in private sector decelerated substantially
during the first nine months of FYQ7, the bulk of the fall owed to a few
specific sectors. Specifically while there was a sharp deceleration in

! Long-term financing for export oriented projects.
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consumer credit, the business loans presented a mixed picture, with many
businesses witnessing a strong increase in credit demand (including
telecommunications, food processing industries, and apparel industries).
In other words, there appears to be a healthy shift in the credit demand
centers in the economy.

o Secondly, a part of the deceleration in credit demand owed to supply-side
constraints, as a few large banks scaled down their credit activities either
due to internal restructuring (e.g. to improve risk management, and credit
extension services, etc.) or as a consequence of mergers & acquisitions.
In fact, a substantial part of the deceleration in credit off-take is
contributed by just a few institutions.

e Thirdly, while investment credit demand witnessed a decling, this
essentially reflected lower demand in industries that had already
substantially increased capacities in recent years (e.g. textiles and
cement), as well as delays in the initiation of major infrastructure projects
(e.g. power projects).

The above discussion suggests that at least a part of the deceleration in the private
sector credit growth seen in FY07 may not persist in FY08. In other words, the
high reserve money growth in FY07, together with the rising demand for private
sectors credit, raises the risk to a strong resurgence in excess aggregate demand,
and consequently inflationary pressures in FY08.

This makes it even more important that fiscal policy be aligned with monetary
policy in months ahead. The rise in the fiscal deficit in recent years has been
essentially an unavoidable function of the post-earthquake reconstruction activities
and of the heavy development investments required to build up infrastructure and
invest in human capital to enhance the productive capacity of the economy. At the
same time the government has also tried to avoid the build-up in fiscal imbalances
by committing to a 4.2 percent of GDP cap on the fiscal deficit target. However,
despite significant success in increasing non-bank borrowings in FY07,
particularly following the resumption of significant PIB issuances and a recovery
in (net) NSS receipts, there is a worrying dependence on borrowings from the
central bank. The risk to monetary stability posed by heavy budgetary
borrowings is highlighted by the Feb-Apr FYO07 fiscal financing activities, with
the government raising Rs 195.7 billion from the scheduled banks, net of
maturities, but retiring only Rs 58.4 billion of its central bank loans.

Another significant challenge to monetary stability stems, ironically, from the
Pakistan’s comfort in financing the country’s growing current account deficit.
While the growth in the current account deficit has decelerated sharply as FYQ7
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progressed (mainly because of sharp compression in import growth), in absolute
terms it has grown to US$ 6.0 billion by March 2007. While this was comfortably
financed by even larger surpluses in the financial and capital account (with
substantial non-debt components), the country’s success in attracting international

capital has led to a large jump
in the NFA of the banking
system, adding to liquidity in

Table 1.2: Major Economic Indicators

FYOQ7

. Provisional Original SBP
the domestic markets. 9
FY06 targets  projection
. Growth rates (percent
1.2 Looking Forward o 6.6 70 6.8-72
Real GDP growth is now Inflation 79 65  7.5-78
estimated to comfortably Monetary assets (M2) 152 135 145-155
reach the annual growth target  bpillion US Dollars
of 7.0 percent in FY07 (see Exports (fob)! 16.6 19.8 176
Table 1.2), and could Imports (fob)* 25.0 274 27.2
- - - 2
potentially exceed it, if LSM F;gg:i E‘:gl 222 ;Sg ;Z);
?_I‘O\Nth rkeaches SOUbIe glglts’ Workers’ remittances 4.6 45 53-55
ivestock growth excee sercent of GDP
targets and the services sector Budgetary balance 42 42 42
growth remains on target. Current account balance -3.9 -4.3 -4.8

However, the continued
strength in aggregate demand,

! BoP data, 2 Customs data

together with the resilience in food inflation, has meant that despite sustained
monetary tightening the downtrend in inflation has been very gradual, and
variable. As a result, domestic inflation is now forecast to remain in a relatively
higher range than forecast earlier, and well above its annual target for FY07.

It is important that appropriate monetary policy be sustained as price stability is

important to sustain long-term growth and for poverty reduction. In particular, it
must be recognized that inflation has particularly adverse consequences for low-
income groups, which generally have no means to hedge themselves from
sustained high inflation, in contrast to high income groups that can partially offset
the impact through investment in real assets.

The challenge to monetary policy is compounded by the unexpectedly strong
resurgence in broad money in recent months, with M2 growth forecast to exceed
the original 13.5 percent target, to fall in the range of 14.5 — 15.5 percent. A part
of this is a consequence of the concessional re-finance to strategically important
sectors of the economy, which significantly raised reserve money growth in FY07,
and will consequently have knock-on impacts by raising monetary growth in
subsequent periods.
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The impact on reserve money growth of this development has been compounded
by the heavy reliance on central bank borrowings by the government and the
growth in NFA of the banking system. The impact of the former may be limited,
if the government appropriately ensures that the SBP borrowings are retired as
external and domestic non-bank receipts improve. However, the resurgence in
NFA of the banking system poses an additional challenge — the country needs
sustain these flows, but it is simultaneously imperative to sterilize the monetary
impact of these flows in order to contain inflationary pressures.

The need to sustain the external flows is implicit in the growth of the current
account deficit during FYQ7, which is now forecast to rise to 4.8 percent of GDP,
up from the initial forecast of 4.5 percent of GDP. It is a source of comfort that
the monthly growth in the current account deficit continues to decelerate, and that
the current account deficit is likely to be comfortably financed in the short-run,
particularly given strong international liquidity flows towards emerging markets.

However, it should also be kept in mind that international capital flows can be
volatile, and are sensitive to a host of domestic and global factors (both economic
as well as political). The long run health of the economy, however, requires a
lower sustainable current account deficit, concurrent with a rise in the domestic
savings rate and a gradual reduction in the fiscal deficit. For the latter to be
sustainable, there is need to build upon the welcome growth in the tax receipts in
July-March FYQ7. A graduated increase in the tax-to-GDP ratio, as proposed by
CBR, is essential if the government is to sustainably finance the development
spending required to raise the long-term growth potential of the economy.

1.3 Executive Summary

Agriculture

A record wheat harvest, and upward revision in the production figures for key
kharif FYQ7 crops has raised the prospects of a strong recovery by the agriculture
sector in FYOQ7. Resultantly, it is estimated that growth for major crops could
reach as high as 5.8 percent in FY07, significantly higher than the target growth of
4.3 percent for the year. In particular, the most significant contribution to the
improvement in the agri-growth estimates was from the exceptional FY07 wheat
harvest. The 23 million tons wheat harvest is not only well above the target of
22.5 million tons, it is the largest ever recorded in Pakistan.
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On the expectations of higher irrigation water availability and continued policy
support,? production targets for kharif crops for FY08 have been fixed higher as
compared with the realized harvests in FY07. However, actual performance will
depend critically on market prices and favorable weather conditions. On the
former count, the FY07 increases in price of cotton and rice and persistently high
sugarcane prices will be encouraging for the farmers in FY08.

The banking system provided its supportive role to agriculture sector by meeting
the growing financial needs of the farming sector. Agriculture credit disbursement
rose to Rs 111.2 billion during Jul-Mar FYQ7, up by 22 percent relative to the
corresponding period of FY06. This growth is well above the 16.4 percent annual
target, though 1.5 percentage points lower than seen in Jul-Mar FY06. The pace
of agri-credit disbursement suggests that Rs 160 billion annual target for FY07
would be met comfortably.

Large-Scale Manufacturing (LSM)

The detailed LSM data of 100 items for Q1-FY07 and limited information for Q2-
Q3 of current fiscal year implied that LSM growth may be higher during Jul-Mar
FYO07 as compared with the corresponding period of FY06, but suggests that the
13.0 percent growth target of LSM sector for FY07 may not be achieved.

Major industries supporting the recovery in LSM included textiles, sugar, cement
and basic metals. The automobile industry, however, registered a slowdown in
growth during Jul-March FYQ7 relative to the corresponding period of FY06.
However, industries such as fertilizer, paper & board and engineering saw a
decline in production during this period mainly due to weakness in demand and
temporary shut down for maintenance as well as expansion.

Prices

Strong increases in food inflation continued to underpin inflationary pressures in
the economy, and offset much of the gains from the abatement of non-food
inflation through a tight monetary policy. Thus, principally due to rising food
prices, CPI and SPI measures of inflation both recorded year-on-year increases in
April 2007, after steep falls in the previous months (when food inflation had
dropped sharply). The influence of food inflation is also evident in the WPI;
although the WPI inflation has seen a year-on-year drop this is simply because a
surge in its food component was largely offset by a sharper decline in its non-food
elements.

2 Continuity of subsidy on DAP fertilizers.
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Inflationary pressures are particularly evident in headline CPI inflation which
accelerated to 6.9 percent YoY in April 2007 compared with 6.2 percent YoY in
April 2006, despite a significant ease in non-food inflation. The deceleration in
non-food inflation is mainly attributed to slowdown in the sub-groups of fuel &
lighting, transport & communication and house rent.

As a result of the unexpected resilience of food inflation and likely pressures in
near term due to increases in the prices of milk and edible oil etc., SBP forecast
for FYO07 has been revised upwards from 6.7 — 7.5 percent to 7.5 — 7.8 percent.

Money and Banking

The key challenge for SBP monetary policy during FY07 has been to maintain a
balance between sustaining strong economic growth and low and stable inflation.
While the economic growth momentum remains intact, the headline CPI inflation
has been stubbornly high at an average of 7.9 percent during Jul-Apr FYQ7. This
is mainly due to continuing pressures on food inflation, as the slowdown in food
inflation, expected during H2-FY07, did not materialize. SBP recognizes that
food inflation is typically less responsive to monetary tightening and therefore the
monetary policy should not respond aggressively to temporary shocks in food
prices. Thus, SBP depends more on market dynamics and government’s
administrative measures to contain food inflation while retaining a tightening bias
to ensure that inflationary expectations are contained.

A more challenging development has been the sharp increase in monetary
aggregate (M2) growth. In fact, the M2 growth which has been showing gradual
slowdown relative to the corresponding period till February 2007, accelerated
sharply afterwards to reach 12.1 percent during Jul-Apr FY07 compared to 10.8
percent rise during Jul-Apr FY06. Unfortunately, the underlying causes of the
recent M2 growth (i.e., strong government borrowings and rise in net foreign
assets) leave the central bank with a dilemma.

Specifically, the government borrowing from the banking system for budgetary
support and net foreign assets (NFA) has been the key reasons for this sharp rise
in M2 growth in recent months; these together contribute 3.6 percentage points to
the total rise of 4.0 percentage points in M2 during Mar-Apr FYO07.

Growth in credit to private sector slowed from 20.2 percent during Jul-Apr FY06
to 13.0 percent during Jul-Apr FY07, suggesting that the monetary policy has been

% The money supply has risen by 7.7 percent during the initial eight months of FYO07 (i.e., Jul-Feb
FYQ7) which was lower than 8.6 percent growth witnessed during the corresponding period of FY06.
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reasonably successful in reducing excess demand in the economy. Nevertheless,
the disaggregated data shows that the slowdown in private sector credit during Jul-
Apr FYQ7 was concentrated in few business sectors, e.g., textiles, cement
industries and commerce sector as well as in personal loans.

Fiscal Developments

Consolidated data on fiscal accounts will only be available by the end May but the
government has indicated that it remains committed to achieving the fiscal deficit
target of 4.2 percent of GDP. However, the relative slowdown in the CBR taxes
January 2007 onwards (dipped from 26.7 percent in H1-FYQ7 to 12.3 percent in
Q3-FY07) indicates that expenditure growth would need to be monitored closely.

The CBR significantly surpassed its tax collection target during Jul-Mar FYQ7
with actual collection of Rs 597 billion despite slowdown in growth of collections.
Indirect tax collection stood at Rs 359.2 billion against the target of Rs 396.8
billion. This shortfall is the result of sharp decline in the import growth that fell
from 43.2 percent YoY in Q3-FYO06 to 8.1 percent YoY in Q3-FY07, reducing the
import-related taxes substantially.

Another significant development is the sharp rise in domestic borrowing by the
end of Q3-FY07, which mainly reflected the relatively lower availability of
external financing compared to the corresponding period of FY06. The aggregate
government borrowings for deficit financing from domestic sources stood at Rs
190.5 billion during Jul-Mar FYQ7, which was nearly four-times the Jul-Mar
FY06 borrowings. However, external borrowings are expected to increase during
Q4-FY07 due to an expected sovereign debt issue, which would reduce the
government domestic borrowings.

An encouraging development was that, unlike the previous year, the government
was able to substantially increase its non-bank borrowings in Jul-Mar FYQ7, as
well as sourcing a greater proportion of its banking system borrowings from
scheduled banks. The government also raised its non-bank borrowings as a result
of PIB auctions and improved NSS receipts.

Balance of Payment

Pakistan’s current account deficit continued to widen during Jul-Mar FY07, rising
to a record US$ 6.0 billion, up sharply from the corresponding period of FY06.
Encouragingly, the data also shows a distinct improvement in the pace of the
growth of the current account deficit that has fallen sharply, with Q3-FYQ7 even
witnessing a marginal (and probably temporary) year-on-year decline, largely
reflecting the sharp deceleration in the trade deficit during the course of FY07.
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Moreover, Pakistan continued to record large surpluses in the capital and financial
account that comfortably offset the current account deficits. As a result, the
overall external account recorded a surplus of US$ 373 million during the first
nine months of the current fiscal year.

Pakistan’s exchange rate remained broadly stable moving within a narrow band of
60.2-60.9 Rs/US$ during Jul-Mar FY07. However, the real effective exchange rate
(REER) appreciated by 2.06 percent during this period primarily due to the rise in

the relative prices compared to its trading partners.

Foreign Trade

During Jul-Mar FY07, imports and exports could record only 8.1 percent and 3.5
percent growth respectively, in contrast to high double- digit growth in the same
periods of the preceding four years. Thus, while the trade deficit continued to
widen, the pace of the increase was appreciably slower, falling to 14.6 percent
during Jul-Mar FYQ7 as compared to an average growth of 88 percent during the
corresponding period of the last four years.

Unfortunately, the gains from the (largely) anticipated deceleration in import
growth have been offset by an unexpected weakness in export growth. The abrupt
deceleration in export growth in FYQ7, after strong increases in the previous four
successive years, is a source of some disquiet. The sluggishness in exports growth
originated from a combination of factors, which include one-off supply shocks,
EU-specific preferences & safeguards, as well as some competitive pressures.

Going forward, the rising trend of commaodity prices in the international market,
higher demand for furnace oil by the thermal power plants and anticipated
increase in the import of power generating machinery may put upward pressure on
the import bill. On the export side, Pakistan’s textile industry needs to be more
competitive as it would face increased competition in international markets after
the abolishing of China specific textile and clothing safeguards in 2008 by the EU
and the US.

In this backdrop, there is need to focus on devising a comprehensive export
promotion strategy to narrow down the trade gap. Major issues to be addressed in
the export strategy are: a) lack of exports diversification, b) supply side
constraints, ¢) low labor productivity, d) relatively low quality of products, e)
delay in the adoption of international standards, f) lack of scale economies, and g)
inefficiencies caused by infrastructural bottlenecks.



2 Real Sector

2.1 Agriculture Sector Performance
A record wheat harvest, and upward revision in the production figures for key

kharif FY 07 crops has raised the prospects of a strong recovery by the agriculture
sector in FY07. Resultantly, the growth for major crops could reach as high as 5.8
percent in FY 07, significantly better than the target growth of 4.3 percent for the
year (see Table 2.1). Similarly, the limited available information on minor crops

also indicates arecovery in recent months after losses during the initial period of
the fiscal year due to extended rains and snow. Thus, if the livestock sub-sector
also performs well, the aggregate annual growth of the agriculture sector could
surpass its annual target of 4.5 percent during FY 07.

The upward revision, in the

production figures for
cotton (the outcome of the

Table 2.1: Agriculture Value Added Growth
percent

. . S Sector/sub-sectors  FY05 FY06  FYO7'  FYO7*
third and final pi cking was Agriculture 67 25 a5 50
be'[tef than ear“er Major crops 17.8 -3.6 4.3 5.8
estimates) and sugarcane Minor crops 30 16 23 23
means that value addition uissige 23 80 82 52

) . ; Fishing 22 19 40 40
by important mgjor kharif Forestry 382 57 32 32
crops grew 2.7 percent (in T: Targets E: SBP estimates based on MINFAL data
contrast to the marginal
decline indicated by earlier
figUI‘ES). However, the most Figure ?.l: Wheat Area & Yield

L . . Yield Area (rhs)

significant contribution to the 28 85
improvement in the agri-
growth estimates was from 26 A A /\ P/ 83
the exceptional FY 07 wheat /\ / v \J \ //’
harvest. The 23 million tons 2.4 vV A 8.1
wheat harvest is not only well \>T’
above the target of 22.5 22 1=y AN 7.9
million tons, it is the largest /\J
ever recorded in Pakistan. 20 /\/ [ad
A risein the area under B s s T TS 7
cultivation for wheat, higher o W o N N
irrigation water availability,
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policy support® aswell as efficient use of inputs were the main reasons for the
exceptional growth of 6.0 percent in FY 07 wheat harvest. A strong contribution
also came from favorable weather as good monsoon rains | eft sufficient moisture
in non-canal areas and subsequently timely rains through the growth phases of the
crop supported arisein yields (see Figure 2.1).

However, thereis asignificant potential to further enhance yields, if growers
emphasized on further improvement in soil management through laser leveling
technology, planting of certified seed, improvementsin weed & pest control.

Other Crops

The output of gram showed an exceptional growth of 58.2 percent in FY 07 against
30.0 percent decline registered last year. This performance resulted from strong
yield growth of 57.0 percent owing to higher monsoon rains, relatively better
sowing practices, and winter rains that especially favored the non-canal areas.
Further, the crop yield was well supported by the increased fertilizers mix use
during FY 07 following to the rising price signals from the market. The available

data suggested that except
mai ze, other crops posted Table 2.2: Production of Other Crops
strong production growth LTS
ratesin FY 07 than in the Crops EYO05 EYO06° EYO7E ChaI;eY(%)
pervious year (see Table 2.2).
Gram 766 536 848 58.2
Maize 2,520 3,560 2,907 -18.3
Crop Outlook FY08 ' ' '
. . Potato 2,025 1,568 2,470 57.5
On the eXpectatl OnS_ of hlgher Mung 130 114 138 211
Imganor_] water av_allab|I|ty P: Provisional, E: Estimates Source: MINFAL
and continued policy
wpport,z production targets Table2.3: Targetsof Major Kharif Crops
for kharif crops for FY 08 Area (000 hectares)  Production (000 tons)
have been fixed hlgher as Crops FYO07 FYO08 FYOQ7 FY08
compared with the realized Cotton* 3250 320 13820 1440
harvestsin FY Q7 (see Table Sugarcane - N . S
Rice 2575 2,594 5,693 5,439
2.3). However, actud Maize 1,001 1,010 3,279 3221

performance will depend
critically on market prices and
favorable weather conditions. On the former count, the FY 07 increases in price of
cotton and rice and persistently high sugarcane prices will be encouraging for the
farmersin FY08.

Source: MINFAL ; (*) 000" bales

! Fertilizers mix use technique was wel utilized by the farmers, following subsidy on DAP.
2 Continuity of subsidy on DAP fertilizers.
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2.1.1 Agricultural Inputs

Irrigation Water Availability

Theimproved availability of water as aresult of better monsoon and winter rains
coupled with snowfall through February-March FY 07 bodes well for water
availability in FY 08. Overall rains compounded a growth of 29.1 percent during
July-March FY 07 over the same period of last year and the increased water supply
has not only helped to meet irrigation requirements for the rabi crops but would
also fulfill the needs of kharif FY 08 crops, leaving areasonable water in the
reservoirs for future use as

well. Figure 2.2: Irrigation Water Availability (kharif)
C—Actua Growth (rhs) Normal

Indus River System Authority 75 — 18

(IRSA) reported that canal — —

flows are at full capacity and 60 f’i = 7/\ - 12

there would be no shortage 45 X 5

through current kharif ] _\_ _/ N

season.® However, farming 30 L . L L Yo

sector has been advised to be X

careful in consumption of 15 H - A S

irrigation water, while losses \/

between canal heads and farm o —g g s 12

gate need to be curtailed. @ o & & 4 o s

Kharif FY 08 season will be
facilitated with 6.8 MAF Figure 2.3: International Prices of Fertilizer
higher water availability (2.8

urea (EU DUIK) DAF

percent rise over kharif

FY 07), which may help to 398 /
enhance the planted area as /
well as harvesting of kharif 336

crops (see Figure 2.2).
274

Fertilizer Off-take . W

Y

The domestic prices of ~— N ~
fertilizersincreased during 150 Lo

FY 07 reflecting therising 29 39 Q23 Q0 o
international prices and 3§52 83F38¢8

soaring demand.

% Kharif FY 08 season already started from 1% April, 2007.

12
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International ureaprices, in particular, have jumped 161.0 percent in March 2007
relative to July 2006, following the increases in energy cost (see Figure 2.3).

The subsequent increases witnessed in the international prices of DAP since
January 2007 was even stronger, and forced domestic dealers to enhance the prices
by end of March, 2007.

Figure 2.4: Change in Domestic Fertilizer Prices
Partly as consequence of the Urea DAP
higher prices (see Figure i8

2.4), fertilizer off-take dipped 7
9.1 percent YoY during July- 9
March FY 07 in contrast to , Q%—"\/

5.6 percent increase seen last

year. Thefall isessentially 9 ‘_\

due to declining urea off- \

take; the demand for .18

phosphatic fertilizers was N—"
strengthened due to a subsidy Bl v o o o 0 o o
given by the government. 3 @— E 5 g g 3 :% é 5

The slowdown was more
pronounced in the 1% and 3" quarter of FY 07 compared with the same periods of
last year. However, second quarter of FY 07 denoted a strong growth of 17.7
percent against 2.0 percent rise seen in last year; because of higher off-take for
rabi crops (see Table 2.4).

Despite arecord off-takei.e. 25.5 percent of total off-take between Jul-March
FY 07, in single month (839 thousand tons in Dec 2006),* urea off-take declined
by 15.5 percent YoY Jul-March FY Q7 against 6.1 percent increase witnessed in
the same period of last year. Whileits share in total nationa off-take declined by
5.5 percentage pointson Y oY

basis. The declining trend of Table 2.4: Fertilizer Off-take (Jul-Mar)

urea demand since July, 2006 ~ _housandtons

did see atemporary reversal Period FY05 FY06 FY07
during November-December Q1 1,727 1735 1315
(the whesat sowing season), Q2 2,065 2,107 2,480
but continued thereafter. Qs 1,249 1,481 1,046

4 Urea off-take rose by 86 percent YoY in December due to complimentary effect of subsidy on
DAP during wheat sowing period coupled with favorable weather conditions and water availability
increased the prospects of a good wheat crop.

13
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On the other hand, owing to
the subsidy, and the
Government’s media
campaign to promote usage
of abalanced mix of
nutrients, DAP demand
growth picked up
substantially after subsidy
announced in October 2006.
Asaresult July-March FY07
DAP off-take increased by
14.0 percent YoY compared
with arise of only 3.8 percent
seen in July-March FY 06 (see
Figure 2.5). Consequently,

Figure 2.5: Fertilizer Off-take

Urea DAP (rhs)
1000
a00 | Sibsidy andrabi__, m
seasonallmpact { Y\ }
600 A
NI AYY
200 \ A T\
\_/\/ N W
Lro o |'9) L ] © © b4 O © T~ L
LYY
I B335 B8B3383E8 8
SRR LN TR

450

360

270

180

90

the share of DAP in total fertilizers off-take jumped to 27.5 percent YoY in July-
March FY 07 compared with 21.9 percent in the corresponding period last year.

The demand for fertilizers, particularly DAP islikely to remain strong, dueto
enhancement in subsidy on Phosphatic fertilizers and on going plantation of kharif

FY 08 crops.

Agriculture Credit

The growth in agri-credit
disbursement slowed in

FY 07, after witnessing
exceptional growth in the past
three years. While this may
partly reflect lower demand,
as aresult of better farming
incomes given reasonable
prices received from kharif

Table 2.5: Target Achievement Ratio (Jul-Mar)

percent

Banks FY04 FY05 FY06 FYO07
5 largest comm banks* 98.5 93.1 74.6 61.2
ZTBL 58.8 74.1 67.5 85.2
PPCBL 64.0 70.5 46.5 58.6
DPBs 62.4 151.6 73.2 69.9
Total Banks 73.1 86.8 70.1 69.5

*:NBP, HBL, MCB, UBL, and ABL

FY 07 crops, asignificant contribution to the deceleration may also reflect rising

cost of fund as well as some banks desire to limit exposure to this sector while

they restructure to improve extension services, risk management, etc.

The latter is particularly reflected in the decline in the credit disbursement by the
five largest commercial banks. Indeed, during July-March FY 07 the agri-credit

disbursement target to achievement ratio dropped for all banks except ZTBL
(which recorded an increase of 17.7 percentage points YoY) and PPCBL (up by
12.2 percentage points YoY - see Table 2.5).

14




Third Quarterly Report for FYO7

In aggregate growth in agri-
credit disbursement
decelerated by 1.5 percentage
points YoY in July-March

FY 07 compared to the same
period of FY06. Similarly,
target achievement ratio also
slipped by 0.6 percent during
the period under review. The
pace of credit disbursement
was much slower in first and
second quarters while its
tempo picked up in 3" quarter
of FY07 mainly due to early
purchase of inputs for Kharif
FY 08 season (see Figure
2.6).

The slowdown during July-
March FY 07 was mainly
caused by thefive largest
commercial banks’ as their
disbursement growth
decelerated by 28.5
percentage pointsin July-
March FY 07 compared to
July-March FY 06 (see Table
2.6).

Thefive largest commercial
banks witnessed a decline of
3.9 percent in agri-credit
during the first quarter of
FY 07 compared to an
increase of 43.9 percent in
Q1-FYO06 (see Figure 2.7).
In contrast, agri-credit
disbursement by specialized
group of banks showed a

Figure 2.6: Credit Disbursement Growth
mFY06 gFY07
40

32

24

16

*
cximar Q2 Q3 FYo7

Table2.6: Growth in Agri-credit Disbursement (Jul-Mar)

percent
Banks FY05 FY06 FYO07
ABL 82.9 25.6 22.6
HBL 90.3 40.7 -16.6
MCB 62.7 -4.9 311
NBP 512 24.8 138
UBL 14.1 90.6 32
Total 60.4 32.7 4.2
Figure 2.7: Growth in Agri-credit - 5 Large
Commercial Banks
oFY06 mFYO07

45 ——

36 [ ]

27

18 |

i Nl .
0 . . |
||
-9
*

* 3u-Mar Q1 Q2 Q3 FYo7

® ABL, HBL, MCB, NBP and UBL.
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better performance compared Table2.7: Specialized Banks Credit Disbursement Growth
to the five largest commercial percent

banks during the first nine Period Al PPCBL ___ DPBs
months of FY07. In QL 432 e %t
Q 167 482 465
aggregate these banks Q3 712 29.2 55.6
registered a strong growth of FY07 (Jul-Mar) 408 26.0 465

40.8 percent YoY in July-
March FY 07 compared with
15.0 percent in the same period of last year (see Table 2.7).

Credit Recovery

Increased income of farming sector istruly reflected by the improvement in the
agri-credit recovery, which grew by 22.5 percent YoY during July-March FY 07
against 16.1 percent increase seen last year. Thiswas entirely due to better
recovery performance demonstrated by ZTBL, PPCBL, MCB and UBL. However,
slow recovery was reported by domestic private banks and CBs (except MCB and

UBL)' Agrl-credlt recovery Table2.8: Agri-credit Recovery Performance

by the five largest commercial Growth (%) Share (%)
banks dropped by 3.1 Banks FY06 FYO7 FY06 FYO7
percentage pointsin July- Eivi largest commercial a0 507 480 473
anks* ' ’ ' '

Marc_:h FY 07 compared to the 7TBL TR T T
pervious year, largely due to e 174 10 51 42
weaker performance of ABL, DPBs 860 442 110 129
HBL and NBP (see Table Total 161 225 100 100
2.8). *: NBP, HBL, MCB, UBL, and ABL
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2.2 Large Scale Manufacturing (L SM)

Thefollowing analysis, which represents the developmentsin selected large scale
manufacturing industries, is based on the limited information regarding production
data collected by various associations and committees." Due to non-availability of
any aggregate manufacturing indicators,? this analysis may not be the true picture
of growth in overall LSM, and it may also not be comparable with the trends
reported in the earlier SBP reports. The detailed LSM data of 100 items for Q1-
FY 07 and limited information for the subseguent months of the current fiscal year
indicate that LSM growth during July-March FY Q7 is probably higher than in the
corresponding period of FY 06, but suggest that 13.0 percent growth target of LSM
sector for FY 07 may not be achieved.

Sugar
Pakistan Sugar Mills Association’s (PAMA) production data for the first nine
months of the current fiscal year shows 12.5 percent growth in the sugar
production, the second highest in the last six years. Thisis not only a strong
reversal from the 2.4 percent decline during the same period of previous year, but
is also significantly higher than the 3.0 percent annual growth target for FY 07 (see
Figure 2.8). Thisgrowth islargely due to the 22.9 percent rise in the sugarcane
harvest during FY Q7 on the

back of high sugarcane prices Figure 2.8: Sugar Industry (Jul-Mar)

in previous season. The 15

exceptional performance of

sugar industry reduced the 10

dependence on sugar imports,

which fell to 315.0 thousand 5

metric tonsin Jul-Mar FY 07,

58.8 percent lower than 764.6 0 : : : : :
thousand metric tons L]
imported in the 5

corresponding period of Jul-Mar FY05 =-21.0

FY06. The robust growth in 10 ~

domestic production, together FY02 FY03 EY04 FYO5 EY06 FYO7
with falling international

These associations/committees included All Pakistan Cement Manufacturers Association, Pakistan
Automobile Manufacturing Association, , Oil Companies Advisory Committee, National Fertilizer
Devel opment Corporation, and Pakistan Sugar Mills Association

2 Traditionally, large scale manufacturing (LSM) data of 100 items is compiled and made available
for public by the Federal Bureau of Statistics on amonthly basis. The item-wise data on 100 itemsis
not available beyond the first three months (Jul-sep) of the fiscal year. Henceit is very difficult to
assess the overall LSM performance for July-March FY 07.
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priceﬁ as gIObaI production Figure 2.9: Sugar and Gur Prices
also increased led to adecline Domestic sugar World sugar (rhs)
in domestic sugar prices (see Domestic gur
Figure2.9). 0 ®
40 L\ 40

Figure 2.10 shows the M' \
performance of Punjab, Sindh 35 /’\ 35
and NWFP provinces’ 30 Wl V\\/\/\ 30
regarding sugar production, \4"' \_\
better sugar recovery from 25 T 25
sugarcane was recorded in /
two provinces (the Punjab ¥ezgggeesgss
and NWFP), while a 383853383 48¢8

. Z = s =z b
slowdown was observed in
Sindh during FY Q7. The
recoveriesin first two Figure 2.10: Sugar Industry in Provinces
provinces are largely due to rFunjan NWH snan
an acceleration in the 80
production of sugarcane with 0 \
29.6 percent growth and 8.1 \ /
percent growth respectively 40 |\
and deceleration in latter is 0 \/\ //
contributed by relatively
Ic;\(/)v(;-:'lrJ gir(c))\rgvth incrop 0 ) / \\ /7T
P N\
Theratio of the sugarcane 40 VN
crushed_ to sugarcane FY02 FY03 FY04 FY05 FY06 FYO07
production shows the cane

utilization by the mills during
the season. Thisratio reflects the shifting of sugarcane from sugar production to
gur processing. During the current season, thisratio increased by 1.7 percentage
points as compared with adecline of 0.6 percentage points in the last crushing
season (see Figure 2.11). Particularly, in Punjab ( the share of Punjab in cane
crushing is 64.8 percent), during FY 07 sugarcane crushed and sugar cane
production ratio, decline by 1.6 percentage points, which is mainly due to
production of gur by farmersin un-organized sector. Therising trend of gur
manufacturing is mainly attributed to relatively higher prices of gur in domestic

3 According to PSMA, the share of Balochistan is negligiblein the production of sugarcane aswell
asin sugar industry
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market, 32.7 percent rise in
the exports of gur in Jul-Mar
FY 07 asagainst afall of 16.7
percent during Jul-Mar FY 06
and sugarcane price dispute
between farmers and PSMA
in current crushing season.

Cement

Asin sugar industry, an
acceleration was also
observed in the cement
production during the first
nine months of FY 07 with
growth rising to 24.5 percent,

Figure 2.11: Cane Utilization by Mills (percent)

Punjab Sndh Pakistan NWFP (rhs)
92 45
86 39
W AN |

\/
RY/78\ ,
66 // \p\ 21
60 . . . . 15

FYO0l1 FY02 FY03 FY04 FY05 FY06 FY07

significantly higher than this 18.6 percent seen in Jul-Mar FY06. The strong
performance is mainly attributed to capacity expansions initiated® during the last
fiveyears, arisein local demand aswell as strong external demand (see Figure
2.12). During the first nine months of the current fiscal year, the total sales of
cement recorded a growth of 31.3 percent which is significantly higher than 13.9
percent growth seen in Jul-Mar FY 06.

Local cement dispatches rose
by 25.0 percent in thefirst
nine months of FY 07
compared with 13.4 percent
growth in the same period of
FY06. Therisein local
demand mirrored the
boosting activity in
construction sector (see
Table 2.1) on the back of
mega projects aswell as
continued large development
spending on building
infrastructure in the country
and considerablerise in FDI
in the sector.

Figure 2.12: Growth in Cement Sales (Jul-Mar)

mFYO5gFY06FYO07

50

FY 07 export growth

i 9 e
20 is85.4%
30 |
20 -
10 -

0 T
Domestic Export Tota

* Theinstalled capacity in cement industry is more than doubled during the last five years.
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Table 2.1: Construction Performance I ndicators (Jul-Mar)

Unit FYO05 FY06 FYo07
Development expenditures billion Rs 138 204 149 8
Private credit for construction (flow) billion Rs 9 9 10
Foreign direct investment 1 million US$ 22 93 136
Production of steel 000 tons 2321 1188 1475 4
Import of iron & steel 2 000 tons 2122 3216 1922
Import of construction & mining machinery million Rs 6366 8254 8243
Domestic cement dispatches 000 tons 10641 12193 15380

1 It includes the FDI in construction, cement, metal, basic metal and ceramics groups

2 It includes the import of iron & steel aswell asiron & steel scrap
3 Data pertain to Jul-Dec FY 07
4 Data for Jul-Feb FY 07

The growth in exports was Figure 2.13: Cement Export (Jul-Mar)
even stronger, reachingto 2.1 @FY06 gFYO07

million tons during July- 100

March FY Q7 against 1.2

million tons exported during 80

the same period of FY 06, an

increase of 85.4 percent. 60

Reconstruction activitiesin
Afghanistan, Irag and faster
development work in UAE®
(see Figure 2.13) have given 20
rise to strong cement demand,

and exports also benefited 0 _

from fiscal measurese taken Afghanistan Iraq UAE Others

40

during FY Q7 are the main
reasons for the rise in cement exports during the first nine months of FY 07
(relative to the previous year). Export growth is expected to be sustained given
the strong demand in India.

Automobile
As per data provided by Pakistan Automotive Manufacturers Association
(PAMA), the automobile sector displayed 5.0 percent growth during the first nine

% In thefirst eight months of the current fiscal year, the share of Afghanistan, Irag and UAE in
Pakistan cement export reached to 99.9 percent as compared with 97.6 percent during the same
period of the last year.

® Restoration of duty drawback and exemptions from FED & sales tax on exported cement.
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months of FY 07, much lower Figure 2.14: Impact of Auto Financing (Jul-Mar)
than the 28.4 percent growth ) Cars& jeeps production Auto financing (rhs)
recorded during the 130 30
corresponding period of /\_

FY 06 (see Figure 2.14). The 118 L { 24
Jul-Mar FY 07 growth in the / \

production of automobilesis 106 \ — 18
the lowest since FY03. This /

contributed by supply side as 94 — — 12
well as demand side factors. /

On the supply side, capacity 82 ] — 6
constraints and failure to

introduce new marketable 70 -1 - - 0
models at affordable prices FYoa  FY0S  FY06  FY07

are the mgjor factors.

Concurrently on the demand side an increased number of substitutes in the shape
of imported vehicles, increasing interest rates on bank financing combined with
risk management efforts by banks, delay in delivery aswell as premiums on local
vehicles are the major factors for weakening demand.

Within the automobile sector, the production of rose by 21.0 percent during the
first nine months of the current fiscal year, in contrast to afall of 61.8 percent in
the same period of previous year. This recovery in production is due to increased
demand by government institutions for urban transport schemes, Punjab police as
well as private sector transporters. Since FY 01, the production of buses have
remained less than athousand in Jul-Mar for three times (FY 02, FY 06 and FY 07)
which shown the weak base
of buses sub-group (see

Figure 2.15: Production of Buses (Jul-Mar)

Figure2.15). 1500 00 Buses benchmark
) 1250
A slowdown was observed in
the output of cars & jeeps 1000 L= ¥ —
with 6.4 percent growth in
Jul-Mar FY 07, which is not 750 H — — —
only lower than 31.0 percent
growth seen in the el I e e I e B
corresponding period of the os0 Ll L L | [
preceding year but aso the
lowest since FY 03 (see 0 . . . . : :
Figure 2.16). Specialy the FY01 FY02 FY03 FY04 FY05 FY06 FYO7

production of big carswith
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high capacity engine’
(1300cc and above) fell by
14.4 percent in Jul-Mar FY 07
as against a 35.4 percent
increase during the same
period of last year. A smaller
deceleration was seen in the
production of low capacity
engine cars (less than 1300cc
engines) with production
risingl7.2 percent in Jul-Mar
FY Q7 as compared to 24.6
percent growth during the
corresponding period of the
previous year. Higher cost of
auto financing, tough
competition from imported
cars, relatively higher prices
of domestic assembled cars,
reluctance of domestic
assemblers to introduce new
models are the main factors
for the weak performance of
this sub-sector of automobiles
sector.

In the same way, a
deceleration was al'so
observed in the tractors
production with 7.9 percent
growth during the first nine

Figure 2.16: Production of Cars (Jul-Mar)
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Figure 2.17: Tractors Output & Financing (Jul-Mar)
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months of the current fiscal yearsin contrast to the growth of 16.1 percent in the
same period of FY06. Capacity constraints, lower availability of tractor financing
and permission of the government to import tractors® are major reasons for the
lower production growth during Jul-Mar FY07. During the first nine months of

7 Amongst the big cars, Toyota Corollaand Suzuki Liana contributed positively with low pacein the
growth of automobiles production in Jul-Mar FY07. While the output of all other assemblers

declined during this period.

8 During Jul-Feb FY 07, the value of tractor imports reached to US$ 119.6 million, which is 35.6
percent higher than the same period of last year.
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the current fiscal year, tractor Figure 2.18: Auto Sub-groups (Jul-Mar)

financing declined in terms of L.CV.s Motor cycles Trucks
number as well asin terms of 120

amount disbursed (see Figure

2.17). 90 A

Amongst the automobile 60 / / \

industry three sub-sectors / ﬂ(\

(LCVs, motorcycles and 30

trucks) recorded negative V

growth in Jul-Mar FY 07 (see 0 —— - - - "N
Figure2.18). The

motor cycles sub-sector -30

ha\/lng asmall shareof 3.5 FY02 FYO03 FY04 FYO5 FY06 FYO7

percent in automobiles sector,
registered a decrease of 43304 units in production (negative growth of 11.3
percent) during Jul-Mar FY 07 as compared with an increase of 82315 units
produced during the same period of FY06. Rising market share of non-members
of PAMA?® (Chinese bikes assemblers) on the back of lower prices are the major
factor for the lower recorded production of motorcycles during Jul-Mar FY 07.
Moreover, adecline in output of cotton and rice probably also made a negative
impact on the sale of bikesin rural areas.

Another sub-group of automobiles sector, which registered a negative growth of
0.3 percent in Jul-Mar FY 07, is LCVs (having 11 percent share in automobiles
sector). This growth of Jul-Mar FY Q7 isnot only lower than 19.3 percent growth
in the corresponding period of the preceding year but aso the lowest during the
same periodsin the last five years. The strong import of used LCVsis probably
the main cause for the decline in the production of LCVs during this period.

Fertilizer

Thefertilizer industry registered 0.3 percent fall in output during Jul-Mar FY 07 as
against a growth of 4.8 percent during Jul-Mar FY 06 (see Figure 2.19).
Temporary closure (for maintenance and up- gradation), slowdown in demand due

® There are currently 43 Original Equipments Manufacturers (OEMs) in the motorcycles industry in
Pakistan. Out of these, 6 OEMs are the members of Pakistan Automotive manufacturers Association
(PAMA) and 37 OMEs who are not PAMA members. PAMA was formed in 1984, initialy three
motorcycles OEMs namely Atlas Honda, Dawood Y amaha and Suzuki Motorcycles Pakistan
became the members of PAMA. In the 1990’s, three more OEM s joined PAMA, these were Fateh
Motors, Pakistan Cycle Industrial Cooperative Society Limited and Siagol Qinggi Motors Ltd
(subsequently renamed Qinggi Motors Ltd.)
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to untimely rainsand a
considerablerisein the
prices, mix of thefertilizers
and expectation of a subsidy
announcement by the
government are the major
factors for declinein the
production of fertilizer
(particularly in the production
of non-urea during Jul-Mar
FY Q7). During thefirst nine
months of the current fiscal
year, the import of fertilizer
also declined by 60.1 percent
as against a69.7 percent rise

Figure 2.19: Performance of Fertilizer Industry
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during the corresponding period of preceding year, which reflects the slowdown in
demand of fertilizer during Jul-Mar FY 07. Within the fertilizer group, the decline
in the production of non-ureafertilizer was more prominent with 3.8 percent in the
first nine months of FY 07 as compared with 6.4 percent growth in Jul-Mar FY 06,
which may be due to the impact of the delay in the purchases of fertilizer by the
farmers in anticipation of subsidy announcement during Jul-Oct FY 07.

Petroleum Products

Thefal in the production of
POL products was also
declined in the first nine
months of the current fiscal
year, falling by 5.7 percent as
against an increase of 2.3
percent in the corresponding
period of the preceding year
(see Table 2.2). However, the
sale of petroleum products rose
by 17.6 percent during Jul-Mar
FY 07, indicating that the fall in
production did not reflect any
weakness in demand for

Table 2.2: Production of POL Products (Jul-Mar)

000 metric tons
FY05 FY06 FYO07

Jet fuel 847.6 968.2 898.6
Kerosene 143.0 160.8 154.6
Motor spirits 1,013.4 902.8 909.2
High speed diesel 2,574.2 2,503.0 2,314.9
Light speed diesel (nos.) 135.7 94.9 108.0
Furnace oil 2,370.1 2,546.1 2,297.5
Lubricant oil 154.1 152.4 1554
Jute batching oil 4.6 29 29
Solvent naphtha 547.3 660.5 678.8
Petroleum products (nos.) 502.4 494.0 478.7
Total POL 8,292.4 8,485.6 7,998.8

refined POL products. Contrary to the crude oil, the import of petroleum products
recorded a growth of 57.5 percent in Jul-Mar FY 07 in contrast with a decline of
5.2 percent during the same period of last year. Within petroleum products, the
highest decline of 9.8 percent was recorded in furnace oil in Jul-Mar FY Q7 as
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against 7.4 percent growth in the same period of the preceding year. Asfar asthe
sale of furnace oil is concerned, it reached to 5.3 million metric tons with 65.4
percent growth in Jul-Mar FY Q7. Similarly the sale of light speed diesels also
increased by 19.3 percent in Jul-Mar FY Q7. Therising demand of electricity on
the back of strength of economic activities and rising household demand may be
the reasons for more demand for electricity in the economy and therefore, for
furnace oil & diesel (used in the generation of thermal electricity). Similarly, the
production as well as the sale of jet fuel oil recorded decline during the first nine
months of current year mainly due to restriction on the country’s national carrier
PIA by the European Union on the back of international safety standard issues.
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Strong increases in food prices Figure 3.1: Inflation Trends
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Figure 3.2: Movementsin Price Indices
> YoY 12-m moving average
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down annualized CPI and WPI inflation (12 month moving average — see Figure
3.2).
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Theimpact of the unexpected resilience of food inflation and the likelihood of the
continued upward pressures in near term due to increases in the prices of key
staples such as milk and edible oil etc., SBP forecast for FY 07 have been revised
upwards from 6.7 — 7.5 percent to 7.5 — 7.8 percent.

In this backdrop, the instability and resilience in headline CPI inflation
(particularly in food component) needs to be addressed more effectively. Itistrue
that a part of therise in food inflation is areflection of rising seems international
prices of key food items; however the dominant part of the increase seems
attributable to domestic factors, including market failure and weak anti-trust
practices.

Theresilience in food inflation raises a policy dilemma. On the one hand, food
inflation is relatively less responsive to monetary tightening and therefore it is
generally (but not always) aless desirable policy option, particularly when non-
food inflation islow and declining. On the other hand, a persistent increase in
food inflation could lead to arise in inflationary expectations.

It may also be noted that SBP also provided support to priority sectors by
providing subsidized financing to keep the current growth momentum intact,
which partially muted the impact of monetary tightening. These developments
imply that SBP at least hasto review its policy of subsidized financing so that the
higher interest rates can impact aggregate demand more effectively. In addition,
the fact that real GDP growth remains strong (and may be above target in FY 07)
suggests that the strength of aggregate demand is still unabated. Another factor,
which may fuel inflationary pressures going forward, isa significant risein
reserve money growth during

FY 07 mainly on account of Figure 3.3: CPI Inflation (YoY)
massive forex inflows. In the Overall Food Non-food
light of the above, at the very 17
least, the central bank will

i . . 14
need to retain an anti-inflation Y \
biasin its policies while 11 | =t
carefully evaluating the second \/\
round impact of rising food 8
prices on broader inflation in 5
the country. \%

g g TS T8 85

3.2 Consumer Price Index g 5 & g %EB 5 & g %23
CPI inflation accelerated in
April 2007 after registering a
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deceleration during the preceding two months. The CPI inflation (Y oY) stood at
6.9 percent for April 2007, higher than the 6.2 percent inflation during the same
month of FY06. The movement in CPI inflation was mainly driven by food
inflation during the first ten months of FY07. The food inflation exhibited higher
variability compared to non-food inflation which has shown relatively stable
downtrend since September 2005 (see Figure 3.3). Asaresult, the contribution of
food group in overall inflation increased significantly from 24.9 percent during
April 2006 to 56.1 percent in April 2007; the non-food group’s contribution
declined accordingly in the month. Within the non-food group, the contribution of
house rent index in overall CPI inflation also declined from 32.3 percent during
the last fiscal year to 21.2 percent.

Food I nflation

CPI food inflation accelerated significantly to 9.4 percent in April 2007, driven
mainly by sharp increasesin the prices of afew key staples. Asa consequence,
food inflation remained in double-digits, maintaining the trend since August 2006
(except for January and April 2007). Therisein food pricesisnot just adomestic
phenomenon; the prices of

major food itemsin Table3.2: Top 10 Food Items Contribution in CPI Inflation
international markets are also Weighted contributions
on therise, contributing to Items Jul-06  Dec-06 _Feb-07 Mar-07
high cost-push pressures. Fresh fruits 0.58 153 928 1216
Milk fresh 8.87 912 1139 1022
A closer look at price Onions 006 1350 1126 6.25
movements of individual Vegetable ghee 0.29 350 6.05 6.17
itemsincluded in the CPI Meat 6.73 5.06 5.84 4.49
food group reveals that prices Chicken farm 188  -138 1.85 4.46
of some important items such Rice 0.18 058 251 443
as wheat flour, milk rice and Eggs 265  -0.06 152 3.20
meat registered significant Whesat flour -1.05 0.98 235 1.95
increases during April 2007 Readymade food 214 225 227 191

year on year. It isimportant to

note that the combined weight of commodities with 10 percent or higher inflation
is about 56 percent of the food group. On the other hand, prices of 12
commodities declined during the month of April 2007 as compared to fall in the
prices of 36 itemsin April 2006, i.e., the normal seasonal deceleration in prices of
many commodities was not strongly evident in FY 07.

As regards the contribution of individual itemsin overall CPI inflation, fresh

fruits, milk fresh and vegetable ghee were the top three contributors in the over
CPI inflation in April 2007 (see Table 3.2).
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Non-food | nflation

In contrast to food inflation, non-food inflation decelerated to 5.2 percent in
April 2007 from 8 percent in the same month of FY 06. The deceleration was

primarily contributed by a decline in inflation recorded by the fuel & lighting and

transport & communication sub-indices while supported the impact of the
continued deceleration in the house rent index. In fact, the transport &
communication sub-group actually showed deflation® mainly due to adeclinein

the market prices of
automobiles (cars and
motorcycle) on the back of
softening demand. Thelong
run trend (measured by the 12
month moving average) in
non-food inflation also
witnessed a continued
deceleration.

Theinflation measured by the
fuel & lightening sub-index
decelerated to 7 percent in
April 2007 compared to 10.7
percent in April 2006. The
fall in fuel & lighting
inflation was mainly due to
the impact of adownward
revision in the domestic
prices of key fuelsin
December 2006. Similarly,
House rent index (HRI)
maintained its declining trend
which started after February
2005; it recorded a moderate
increase of 6.2 percent in
April 2007 which is lower
than the 8.6 percent rise
during the corresponding
month last year. Thelong
run trend of house rent

Figure 3.4: House Rent Inflation
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Y In contrast to 2.4 percent deflation in April 2007, the transport & communication subgroup
recorded 13.4 percent inflation during April 2006.
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inflation also continued to decel erate (see Figure 3.4).

Other indices of non-food group that exhibited an increase in inflation during the
month, included apparel, textile & footwear, cleaning, laundry & personal
appearance, household furniture & equipment and medicare. The medicare sub
index registered a significant double-digit increase of 10.1 percent in April 2007
compared to 3.7 percent growth in the same month last year (see Figure 3.5).

The latest published data reveals that the incidence of CPI inflation was the
highest for the middle income groups during April 2007, in contrast to the April

2006 picture when the

incidence of inflation was Figure 3.6: Income Group-wise Inflation
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Figure 3.7), indicating the
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The caution is also warranted by the behavior of the other core inflation measure
(coreinflation measured by trimming method by excluding 20 percent most
volatile changes, which are generally temporary) stagnated in anarrow range of
5.9 - 6.5 percent during the last 17 months. Thisresiliencein core inflation
measure suggests that inflationary pressures are persisting in the economy.

3.4 Wholesale Price Index (WPI)

WP inflation, that started declining in October 2005, continued its downtrend in
FY07. The WPI registered 6.0 percent increase in April 2007 compared to 8.1
percent during the same

month last year (see Figure
3.8), asthe strong

Figure 3.8: Wholesale Price Inflation
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ten months of FY 07 due to rising inflation in food items.? The inflation under
sensitive price indicator (SPI) accelerated to 7.7 percent in April 2007 compared
to 6.4 percent seen in the same month last year. The long run trend indicated by

12-month moving average showed a slight increase due to continuously high SPI
inflation during the current fiscal year.

2 The SPI covers prices of 53 essential items of daily use (mostly kitchen items and some energy
items, e.g., petrol and diesel). As mentioned in the second quarterly report FY 07 that the

fluctuations in the prices food items therefore affect the SPI directly due to the fact that it consists of
more than 60 percent food items.
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4 Money and Banking

4.1 Overview

The key challenge for SBP monetary policy during FY 07 has been to maintain a
balance between sustaining strong economic growth and low and stable inflation.
The recent available economic indicators suggest that while the economic growth

momentum remains intact,
the headline CPI inflation has
been stubbornly high at an
average of 7.9 percent during
Jul-Apr FY 07" (see Figure
4.1) and is projected to
remain in the 7.5-7.8 percent
range by end FY07.

The task of monetary
management became more
difficult in recent months
with a sharp monetary
expansion which accelerated
to 12.1 percent during Jul-
Apr FY 07, exceeding the
10.8 percent growth realized
during the corresponding
period of FY 06 (see Figure
4.2). Moreimportantly, itis
likely that the FY 07 M2
growth would exceed the
13.5 percent growth target for
the year.

Clearly, with (1) economic
growth still substantially
above the long term average,
(2) the headline inflation,
despite some decline,
remaining persistently higher

Figure 4.1: CPI Inflation
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than the FY 07 target, (3) the recent acceleration in M2 growth threatening to add
to theinflationary pressures, and (4) so far, the slowdown in credit off-take
essentially being visible mainly in textile units and consumer credit; the existing
tight monetary stance appears appropriate.

While the headline CPI inflation is high, thisis mainly due to continuing pressures
on food inflation, as the expected slowdown in food inflation in the second half of
FY 07 did not materialize. Nonetheless, the demand-pull inflationary pressures as
reflected in core inflation are weakening. Specifically the YoY core inflation
(Non-Food Non-Energy — NFNE) has come down to aslow as 5.2 percent in April
2007 from 6.4 percent in April 2006 and alocal peak of 7.8 percent in October
2005. Similarly, core inflation measured by the trimmed mean has also
decelerated, although not as sharply asin the first measure.

SBP recognizes that food inflation is typically less responsive to monetary
tightening and therefore the monetary policy should not respond aggressively to
temporary shocksin food prices. At the sametime, it isalso clear that a
continuing focus on tight monetary policy is needed so that the second-round
impacts of these shocks from high food inflation do not permeate to underlying
inflationary pressuresin the economy. Asaresult, SBP depends more on market
dynamics and government’s administrative measures to contain food inflation
while retaining atightening bias to ensure that inflationary expectations are
contained.

In this perspective, the surgein M2 expansion in H2-FY 07 is a more challenging
development given that this has the potential to cause aresurgence in excess
demand pressures in the economy. Unfortunately, the underlying causes of the
recent M2 growth (i.e., strong government borrowings and rise in net foreign
assets — see Figure 4.3 and Table 4.1) ? leave the central bank with adilemma.

The budgetary borrowings from the banking system are largely afunction of (1)
the overall fiscal position of the government?, and (2) availability of financing
from other sources (externa and domestic non-bank).

2 These together contributed 3.6 percent to the total rise of 4.0 percent in M2 growth during Mar-Apr
FY07.

“ It isalso argued that the changes in government borrowings depend on the lead and lags in various
payments and receipts of the government, which also induce unpredictability to the overall volume
of budgetary borrowings from the banking system. For example, to the extent the recent sharp rise
in government budgetary borrowings reflects lower external financing, it is expected that the
forthcoming sovereign bond issue will enable the government to retire a part of its outstanding debt
with the domestic banking system.
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Table4.1: Causative Factorsfor M2 Growth

in percent Jul-Apr Jul-Feb Mar-Apr
FY06  FYO07 FY0O6  FYO07 FY06  FYO7
M2 growth 108 121 87 77 20 40
Contribution from
NFA 13 24 2.7 12 37 11
NDA 9.5 9.7 114 6.5 -1.7 2.9
Government borrowing 0.7 315 40 12 -3.0 21
For budgetary support 1.7 5.0 5.0 23 -3.0 25
Credit to non-govt sector 11.7 8.1 10.5 6.5 11 15
Private sector 116 8.0 105 6.6 11 13
Other items (net) -2.8 -2.0 3.1 1.2 0.2 -0.7
Given the government’s
commitment to increase Figure 4.3: Budgetary Borrowings from the
development spending, and Banking System
the fact that the monetary -7 o' SBP —— Scheduled banks
po“cy hesah'eajy been Swnitching of BP debt with
successful in reducing excess commercial banks debt ;\
aggregate demand, a further 100 — =
increase in policy rate raised
therisk that an increasein 0 N 1|
government expenditures T \NS
could seriously crowd out w
private investment. _1Q<?98.§,3.3.$<“?’8.3.'C.>'C.>"?'<?bb
338 5328 885
This raises two points: (1) the 2;: §§S 353 EEE 233
government needs to retire HONAZRACNTAnN
borrowings from the banking

system, particularly from central bank. In particular, going forward, any risein
government receipts from external and non-bank sources must be mirrored by
corresponding retirement of government debt with SBP in order to contain the
reserve money growth; and (2) It isimportant that the fiscal deficit be contained in
years ahead to reduce the risk of crowding out of the private investment.

The second major source of expansion in money supply during Mar-Apr FYQ07 is
the large foreign exchange inflow (both in the government and the private sector)
that has led to a significant increase in NFA of the banking system (see Figure
4.4). If excessive foreign exchange inflows are not mopped up, thiswould force
the Rupee to appreciate against the foreign currency with adverse economic
conseguences. On the other hand, if the SBP seeks to purchase the foreign
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exchange in order to defend
the Rupee appreciation; this
could potentially further spur
undesirable growth in reserve
money.

It must also be recognized
that the increasing integration
of the domestic financial
market with international
markets may render further
interest rate hikes counter-
productive. In other words, if
the SBP attemptsto sterilize
the liquidity, the resultant rise

Figure 4.4: NFA of the Banking System
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in interest rates could lead to further foreign exchange inflows.

In light of the above, rather than raising the policy rate, the SBP focused on
effective liquidity management. Indeed, the surplus liquidity in the inter-bank
market (stemming from M2 expansion) could potentially stimulate the multiplier
process by putting downward pressures on interest rates in coming months. This

indeed was not desirable
because, given the persistence
of supply side pressures, a
further increase in aggregate
demand could only have
exacerbated the inflationary
pressures in the economy. To
avoid this, the SBP has been
monitoring closely the
liquidity in the inter-bank
market and has been
intervening as and when
required.”

The effectiveness of liquidity

Figure 4.5: Key Interest Rates

Overnight repo 6m repo
——— 6m kibor ——— WA lending rates

12

%
GW
T

ZY,

Jul-0§

Jul-04
Nov-04
Mar-05
Nov-05
Mar-06

Jul-04
Nov-0§
Mar-07

® The FY 07 liquidity management was not only focused on the desired quantum of liquidity
available in the inter bank but also took into account the efficient allocation of financial resources.

In particular, the SBP has been directing banks on several occasions to closely monitor the use of the
funds provided by them. This was done to ensure that the bank credit is not used to finance

speculative activities in the economy.
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management can be gauged from the fact that although the robust growth in
deposit mobilization and the increased SBP purchases of US dollar from the inter-
bank market added the Rupee liquidity in the banking system, there does not
appear to be pressures for the softening of the weighted average lending rates (see
Figure4.5). Although the weighted average lending rates on gross disbursements
(during the month) registered some decline in January and February 2007, this
owed mainly to the impact of low interest rates applied on inter-bank lending (see
Box 4.1).

Figure 4.6: Weighted Average Overnight Rate
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The persistently high lending rates throughout Jul-Apr FY 07 were instrumental in
containing the aggregate excess demand in the economy. The impact of thison
private sector credit growth was compounded by (1) the increase in credit from
NBFIs; (2) more conservative credit assessments by banks given the expanded
borrowers’ data available through Credit Information Bureau (CIB); (3) internal
restructuring as well as mergers and acquisitions in the banking industry; and (4)
increase in capacity installations in manufacturing sector in recent years and
delaysin initiation of major infrastructure projects that led to subdued demand for
fixed investment loans.

® The declinein Kibor is merely a rationalization of credit spreads over collateralized rates to
historical norms, which had widened post reserve requirement and discount rate changes.
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Asaresult, growth in private
sector credit slowed to 13.0
percent during Jul-Apr FY 07
compared to 20.2 percent
during the corresponding
period of FY06.

4.2 Monetary Survey

The growth in money supply
(M2) during Jul-Apr FY07
accelerated to reach 12.1
percent compared with 10.8
percent during Jul-Apr FY 06.
The high monetary growth
during Jul-Apr FY 07 was
caused mainly by asharp
increase in net foreign assets
(NFA) of the banking system
as the growth in net domestic
assets (NDA) of the banking
system strong, asin the

previous year (see Table 4.2).

While the increase in NFA

Table4.2: Monetary Survey (Flows)
billion Rupees

Jul-Apr
Credit Plan

FY07 FY06 FYO07
Money supply (M2) 459.9 3208 4122
(10.8) (12.1)
NFA 9.8 38.7 82.2
(6.1) (11.9)
SBP 54.7 55.1
Scheduled banks -16.0 27.1
NDA 450.1 2821 3300
(12.11) (12.10)
SBP 10.8 339
Scheduled banks 2713 296.0
A. Government borrowing 130.1 201 1204
Budgetary support 120.1 499 170.6
SBP 432 31
Scheduled banks 6.6 167.6
Commodity operations 10 -29.7 -50.4
B. Credit to non-govt. sector 395 3466 278.0
Private sector 390 3453 2738
(20.2) (13.0)
PSEs 5 25 38
C.OIN -75 -845 -684
SBP -31.6 30.6
Scheduled banks -52.9  -99.0

Note: Figures in parenthesis are growth rates

reflects higher foreign exchange inflows, the strong growth in NDA was caused
entirely by a sharp increase in government sector borrowings for budgetary
support that more than offset the deceleration in the credit to non-government

sector.

Net Foreign Assets
Following the slight
improvement in the country’s
external account, the NFA of
the banking system registered
an expansion of Rs 82.2
billion during Jul-Apr FY Q7
(seeFigure4.7). This
increase in NFA looks
particularly high especially
when compared with the Rs
9.8 billion initial estimatesin
the Credit Plan for FY 07 and

Figure 4.7: Cumulative Flows in NFA
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the low expansion of Rs 38.7 billion during the same period of FY 06.

Major factors responsible for the current expansion in NFA include, influx of
foreign exchange mainly through GDRs, arelatively high foreign investment (both
FDI and Portfolio), foreign private loans and increase in loan disbursements from
Asian Development Bank.”

Within the banking system, so far, the growth in NFA stemmed mainly from
scheduled banks” NFA where most of the private sector foreign exchange flows
weredirected. Theincreasein SBP NFA of Rs55.1 billion during Jul-Apr FY 07
was only alittle higher than the increase of Rs 54.7 billion in Jul-Apr FY 06,
despite the relatively lower government sector external inflows in the former
period.

The major factors responsible for a slowdown in government sector inflows were:
(1) delaysin sovereign bond issuance during FY 07; these had replenished the SBP
NFA by US$ 799.0 million in Jul-Apr FY 06; (2) lesser inflows under
privatization proceeds (even after including inflows of foreign exchange through
floatation of GDRs); and (3) relatively low logistic support receipts.

However, the impact of the slowdown in public sector external inflows on SBP’s

NFA was more than offset by

the increase in the central Figure 4.8: SBP Net Purchases from the Inter-bank
bank’s net US$ purchases Foreign Exchange Market

from the inter-bank foreign |FYS @Rvor

exchange market during M
February and March 2007 500

(seeFigure 4.8).° 250

Going forward, the expected 0 -
issuance of a sovereign bond 250 i

by the Government of

Pakistan, and disbursements -500

of loansfrom Asian .75% L -

Development Bank and 2 88s83¢ 2% 2
Islamic Development Bank,

are expected to resultin a

7 Net of total servicing, the ADB disbursed US$ 720.5 million during Jul-Mar FY 07 compared with
US$ 369.9 million in Jul-Mar FY 06.

8 Asaresult, the cumulative net selling reached to US$ 433.1 million (or Rs 26.3 billion) during Jul-
Apr FY07; amost one-third of net selling of US$ 1.6 billion (or Rs 98.5 hillion) in Jul-Apr FY 06.
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further rise in SBP’s NFA during the remaining months of FY07.°

The NFA of the scheduled banks showed an expansion of Rs 27.1 billion during
Jul-Apr FY 07 compared to the net contraction of Rs 16.0 billion during Jul-Apr
FY 06.

Figure 4.9: Quarterly Net Inflowsin SCRA
This higher expansion is 'F:%%DFYW
mainly explained by large |
foreign investment (both 320 n
direct and portfolio), a
relatively weak demand for 240 ||
FE-25 loans by the business
sector'® and significantly 160 o
higher inflows of workers’
remitt??ces during Jul-Apr 80 ||
FYO07.

0 , _

It isinteresting to see that Q1 Q2 Q3
most of the increase in

scheduled banks” NFA came

during the Q3-FY 07 when the overall external account balance turned into a
surplus. In addition to a narrowing trade deficit and an increase in foreign direct
investment, a noticeable increase was also observed in Special Convertible Rupee
Accounts (SCRA) balances during Q3-FY 07 which was even higher than the
combined increase in SCRA during Q1 and Q2-FY 07 (see Figure 4.9). Although
SBP purchased a major part of foreign exchange from the inter-bank market
during Q3-FY 07, the volume of purchases was not sufficient to offset the impact
of these inflows on scheduled banks’ NFA.

Going forward, the expansion in NFA of the banking system is expected to
continue apace and SBP forecasts suggest a cumulative expansion of Rs 220
billion by end-June FY 07 (see Figure 4.10). Theinflowsin private sector are
expected to continue, but their magnitude remains uncertain. In the wake of high

® |ssuance of sovereign bonds worth US$ 500 million was projected in FY 07 initial budget estimates.
10 Bysiness sector availed only US$ 309.2 million from FE-25 deposits during Jul-Apr FY 07
compared to US$ 610.4 million during the same period last year. This relatively weak demand for
foreign currency loans reflects the narrow spread between the cost of FE-25 loans and EFS loans,
thereby making FE-25 |oans unattractive for exporters. Importers on the other hand continued to
avail the FE-25 loans which were cheaper compared to the rupee funding rate.

1 During Jul-Apr FY07, workers’ remittances grew by 22.6 percent compared to 5.2 percent during
the same period last year.

41



The State of Pakistan’s Economy

inflation and reserve money Figure 4.10: NFA of the Banking System
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Apr FY07 toreach 12.1
percent. Thiswas because the slowdown in credit to the non-government sector
(from 19.4 percent in Jul-Apr FY 06 to 12.7 percent in Jul-Apr FY 07) offset the
acceleration in credit to the government sector (from 2.7 percent in Jul-Apr FY 06
to 14.3 percent in Jul-Apr FY Q7).

Government Borrowings for Budgetary Support
Theincrease in government’s budgetary borrowings from the banking system
during Jul-Apr FY 07 was

more than twice of that in Jul- Figure 4.11: Quarterly Trendsin Budgetary
Apr FY06. In specific terms, Borrowings

the budgetary borrowings mEmreomMar

recorded an increase of Rs 60

170.6 billion during Jul-Apr
FY 07 compared with Rs 49.9 30 7
billion in Jul-Apr FY 06, o 1

despite the substantially large

inflowsin NSS.** The higher 30

growth in the former period -60

was caused mainly by (1) a N~ g
rlse|.nf|nancmg e A A i s
requirements; and (2) a

relatively subdued financing Q1 Q2 Q3 April

12 The government mobilized Rs 42.1 billion through NSS during Jul-Mar FY 07 compared with Rs
8.9 billion during Jul-Mar FY 06. As aresult, domestic non-bank borrowings reached to Rs 73.9
billion compared with net retirements of Rs 12.7 billion in corresponding period of previous year.
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from external sector
compared with Jul-Apr FY 06.

It isinteresting to note that
the budgetary borrowings
from banking sector, during
Jul-Feb FY 07, were less than
half of that in the
corresponding period last
year. It wasonly March 2007
onwards that this picture
changed completely and the
budgetary borrowings
exceeded those in the
previous year (see Figure
4.11). Thischange stemmed

Figure 4.12: SBP NFA & Budgetary Borrowings - A
Comparison (Mar-Apr)
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external inflows are directed through SBP.

mainly from a sharp difference in the volume of external financing in the two

periods.

Specifically, during Mar-Apr FY 06, the realization of Euro bond issuance and
PTCL privatization proceeds had enabled the government to retire most of
budgetary borrowings from the domestic banking system during the period (see
Figure4.12). Asthese external inflowswere not available to the government in
Mar-Apr FY 07, government financed its budgetary requirements through domestic

bank borrowings.

Nevertheless, it isworth
mentioning that in Mar-Apr
FY 06, the net increase in
budgetary borrowings was
quite minimal as the
government used the entire
volume of external flowsto
retire domestic debt. In this
perspective, theincreasein
budgetary borrowings of Rs
92.5 billion during Mar-Apr
FY 07 looks more disturbing.

Within the banking sector,

Figure 4.13: Budgetary Borrowings (Jul-Apr)
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the scheduled banks provided the bulk of budgetary finance during Jul-Apr FY 07.
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Thisis sharply in contrast with Jul-Apr FY 06 when the SBP was directly
financing the budgetary needs. The monthly break up of the data, however, shows
that up to the end-January 2007, the government was retiring the borrowings from
scheduled banks (see Figure 4.13).

Figure 4.14: Liquidity Comfort from T-bill Auction Profile (all tenors)
Core Banking @ T arget gOffered
Deposits Credit 100 . —
360 Xcessve bidding  ————pp
} 80 1 /_\
270 A [ \

- S 1
20 //A / 40 I " |

V

0 20
390@ d) 9
o9 o88380o0c900 060 S o558 3 35605 o
1252233322222 I 22392299
s ~a 3 8338 aa 5 5 3] 8 8 B &
;.@i‘%@zzc,\,%“.-2<< g<<<§O§o§f'—!—§<

~ <O o A h it 0O o oSN <

This trend discontinued February 2007 onwards when the scheduled banks started
investing heavily in government papers following the increase in Rupee liquidity
at their disposal™® (see Figure 4.14). Theincrease in offered amounts (net of
maturity) in T-bill auctions, coupled with bid rates very close to the cut-off ratesin

previous auctions, provided

government an opportunity to Figure 4.15: Private Sector Credit Flows (Jul-Apr)
mobilize Rs 195.7 billion = Gowth- - - - Absdlute (ths)

from scheduled banks during 3 — 400
Feb-Apr FYQ7 and retire Rs " b = 320
58.4 billion to the SBPin the . .

same period. This helped 18 ' L 240
SBP to contain the reserve ,

money growth, in addition to 12 . 160
absorbing additional liquidity

from the inter bank market. 6 _f - 80
Private Sector Credit 0 [ : . . . . 0
Growth in credit to private FY02 FY03 FY04 FY05 FY06 FY07
sector slowed from 20.2

13 Theincrease in liquidity stemmed mainly from a strong deposit growth, a slowdown in credit off-
take and SBP’s large US$ purchases from inter bank.
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percent during Jul-Apr FY 06
to 12.9 percent during Jul-
Apr FY07; the lowest credit
growth for Jul-Apr period in
the last five years (see Figure
4.15). More specificaly, the
volume of credit also
declined substantially in
Rupee termsin the said
period showing that monetary
policy has been reasonably
successful in reducing excess
demand in the economy (see
Figure 4.16).

Figure 4.16: Credit Growth and Lending Rates
Credit growth (rhs) WA lending rates
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Besides interest rates increase, other contributory factors to the slowdown in
private sector credit (net) could include: (1) the greater availability of non-bank
finance to the private sector, including credit from NBFIs, increase in foreign
private loans and issuance of corporate bonds in international market by the
private sector companies (see Figure 4.17); (2) banks following more
conservative credit assessments given the expanded borrowers’ data available
through CIB and dightly increasing non-performing loans; (3) restructuring as

well as mergers and
acquisitions in the banking
industry;'* (4) the SBP’s
continuous emphasis on
monitoring of the personal
loans as well as under other
schemes to ensure the
minimum use of bank credit
to finance speculative
activities; and (5) large
volume of loan write-offs
during Jul-Mar FY 07
compared with the Jul-Mar
FY06."

Figure 4.17: Comparison of Private Sector Credit

(Jul-Mar)

[gBank credit ggForeign loans/bonds ggNBFI s credit

FY o7

FY06
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billion Rs

14 The banks that merged during Jul-Apr FY 07 registered an expansion of Rs 14.0 billion compared

with Rs 30.1 hillion in the corresponding period of previous year.

%5 In specific terms, loans amounting to Rs 16.1 billion were written off during Jul-Mar FY 07 by
commercial banks compared with Rs 6.9 billion in the same period of FY 06.
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In fact, asignificant
contribution to the realized

FY 07 credit growth was due
to the provision of
concessional facilities by the
SBP. Excluding this, the
credit growth dropsto 10.1
percent in Jul-Apr FY Q7 from
19.3 percent in Jul-Apr FY 06.

Nevertheless, the
disaggregated data shows that
the slowdown in private
sector credit during Jul-Apr
FY 07 was not only

Figure 4.18: Credit to Private Sector Growth
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All banks

All excl. Privatized

concentrated in few sectors; but was concentrated in only afew banks as well.
Specifically, while the major slowdown was registered in textiles, cement
industries and commerce sector (within business sector) aswell asin personal
loans; the bank-wise data shows that excluding the privatized banks,™® the credit to
private sector has decelerated only slightly (see Figure 4.18).

Business sector loans"’

The growth in aggregate
business sector loans
decelerated to 13.6 percent
during Jul-Mar FY 07
compared with 18.5 percent
growth in the corresponding
period of the previous year.
A major contribution to this
deceleration was from
working capital loans and
trade financing. In contrast,
fixed investment loans
registered a higher growth,

Figure 4.19: Advances to Private Sector (Jul-Mar)

OFYO5SgFY0o6gFY07
20 | ]
s L ] u
12 |
6 |—
0 T
Working capital Fixed Trade finance
investment

16 Privatized banks include HBL, MCB, ABL and UBL. Together, these banks constitute 35 percent
in outstanding credit to private sector at end April 2007 (and 36.5 percent at end April 2006).

17 Following sub-sections are based on data on private sector loans as per the classification under
International Standard Industrial Classification and is available up to March 2007. The said data will
not tally with the credit data reported in monetary survey as the latter includes banks’ investments in

equities of private business sector as well.
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mamly to th_e . Figure 4.20: Cost Differential in Trade Finance
telecommunication and Difference in EFS& FE-25 FE-25 loans (rhs)
power sectors (see Figure 6.0 375
4.19). 5.0 300
The slowdown in trade 4.0 225
financing during Jul-Mar 3.0 150
FYO07isin line with the 20 75
deceleration in the growth of

aggregate trade volumes from 10 0
21.9 percent during Jul-Mar Q0 LIPSV LI LELIRRINY -75
FY 06 to 7.9 percent in Jul- $T22222222<22

Mar FYO7. However, the 3853’?553%8&
composition of trade finance

during Jul-Mar FYQ7 isin
stark contrast with Jul-Mar FY 06. In specific terms, the EFS loans, that had
registered a mere 0.7 percent growth during Jul-Mar FY 06 constituted 71.3
percent of the increase in total trade finance during Jul-Mar FY07. This mainly
reflected adecline of 150 basis pointsin the cost of such loans even as benchmark
interest rates in the economy rose.'®

Foreign currency loans, on Figure 4.21: Imports' Share in Trade Finance &
the other hand, lost their Volume (Jul-04 to Mar-07)

attractiveness for domestic 0.25 " 5 *
exporters because of the o e
dwindling spread between the 023 /‘"<
cost of FE-25 |oans and EFS 021 .

loans (see Figur e 4.20). ‘/‘/ ’

However, it isinteresting to 0.19 — S

see that the FE-25 loans for . ¢

import financing and the 0.17 < ° .

share of import finance to 0.15 * . .

total trade financing has 52 57 62
increased substantially. This importsitrade volume
isafunction of the relatively

lower cost of FE-25 loans, as
Rupee funding rate rose (see Figure 4.21).

18 The SBP reduced the rate of refinance from 7.5 percent to 6.5 percent during July 2006. In
addition, the SBP also capped the maximum margin/spread of banks at 1 percentage point from 1.5
percentage points earlier.
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Manufacturing sub-sector
Growth in advances to the
manuf acturing sector
decelerated to 13.2 percent
during Jul-Mar FY 07,
compared with 17.1 percent
rise in the corresponding
period of FY06. However, it
is pertinent to mention here
that excluding the textile
industry, the growth in
advances to manufacturing
sector has actually
accelerated (see Figure 4.22).

The slowdown was visiblein
both fixed investment loans
and the loans for working
capital (see Figure 4.23).
Only trade financing
registered a slight
acceleration. A part of the
slowdown in fixed
investment loans is probably
because many industries have
already substantially
increased their production
capacitiesin recent years and
have not borrowed
aggressively in FY07.
Moreover, delaysin initiation

Figure 4.22: Impact of Slowdown in Loans to
Textiles on Loans to Business Sector
OFYO05 gFY06 gFYO07
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Figure 4.23: Growth in Manufacturing Sector Loans
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Fixed investment

of mgjor infrastructure projects, e.g., power projects, have also led to subdued
demand for fixed investment loans.

However, it must be noted that the growth in working capital loansto
manuf acturing sector, though decelerated, has remained strong at 16.8 percent

during Jul-Mar FY Q7.

In addition, amixed trend in working capital loans was evident across various
industries. Specifically, more than half of the manufacturing units registered a
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higher growth in off-take of
working capital loansin Jul-
Mar FY 07 while others
observed slower growth,

Figure 4.24: Growth Pattern of Working Capital
Loans to Manufacturing Sector

@ High growth ggLow growth
20

compared with Jul-Mar FY 06 16
(see Figure 4.24). i
(1) Sectorsregistering high 8
growth in advances 4
In most of the units that

registered higher growth in &
advances during Jul-Mar 3
FY 07, theincreasein raw =

material prices (both
domestic and foreign) played
an important rolein raising the working capital requirements.

For example, advances to rice processing industries recorded a sharp growth of
26.8 percent during Jul-Mar FY 07 compared with 6.1 percent growth during Jul-
Mar FY 06 (see Table 4.3). Thisgrowth was caused mainly by asurgein
domestic prices of rice amidst rising international prices.™® This, coupled with the
higher demand for Pakistani

Figure 4.25: Fertilizer Loansvis-a-vis Gas Prices

rice in international market,
increased the working capital
requirements of therice
processing companies.”

Similarly, loansto the
manufacture of electrical
machinery and appliances
registered arobust growth
during Jul-Mar FY 07
contributed mainly by
domestic appliance industry
and the manufactures of
insulated wires and cables.
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% The production of rice has dropped to 4.5 million tons in FY 07 compared with 5.1 million tonsin
the preceding year. Asaresult, retail price of ricein the local market was increased from Rs 1100

per 40 kg in FY 06 to Rs 1200 per 40kg in FY07.
% The demand for Pakistani rice in international market was due to a short supply of basmati rice
caused by a sharp decline of 15 percent in the production of Indian rice.
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While the growth in loans to former reflects a substantial growth of 30.6 percent in
the unit prices of imported electrical machinery and apparatus during Jul-Mar

FY 07, the growth in latter is caused mainly by continued fixed investments in the

telecommuni cation sector.

Fertilizer was another sector
where the high growth in
advances was driven entirely
by increase in raw material
prices. Specificaly, the high
growth in advancesto

Table4.3: Growth in Private Sector Credit (Jul-Mar)

Change
billion Rs

per cent

FY06 FYO7 FY06 FY07

1. Private business
of which

185 13.6 230.9 203.2

fertilizer sector, despite a A. Agricultureand forestry -11 78 -14 105
sharp slowdown in B. Manufacturing 17.1 132 1299 1190
production, is explained of which
mainly by a significant rise of a Manufacture of food products 138 209 169 301
27.0 percent YoY in natural Rice processing 61 268 20 76
gas prices July 2006 onwards Feeding stuff for animals 706 3958 13 99
compared with a 14.5 percent Sugar 476 204 158 111
risein the same period last b. Manufacture of textiles 185 50 695 216
year (see Figure 4.25).* Spinning of fibers 156 54 317 118
¢. Manufacture of wearing apparel, 51 278 14 80
Loans to the manufactures of d. Manufacture of refined petroleum 2.0 69.7 -02 54
wearing apparel registered a e. Fertilizers and nitrogen compounds ~ 28.6 480 36 82
robust growth of 27.8 percent ¢ cement 464 188 151 119
in Jul-Mar FY 07 Compared g. Manufacture of basic metals 231 437 34 79
with only 5.1 percent growth Manufactureof iron & stel 237 646 22 79
during Jul-Mar FY06. Most h. Manufacture domestic appliances 21.6 856 14 6.9
of the increase was seen in i. Manufacture electrical machinery 12.6 29.4 17 44
trade financi ngas also evident Manufacture of electric motors  -4.6 36 -01 0.1
inthe 13.8 percent grOWth in C. Electricity, gasand water supply 154 653 24 123
exports of readymade D. Construction 287 246 90 103
garments, even over an E. Transport and communications  11.3 222 57 139
already high growth of 24.8 Telecommunications 196 396 60 17.0
percent durlng Jul-Mar FY 06. 2. Personal loans 270 11.3 67.2 388

Finally, loans to basic metal industries registered a sharp growth during Jul-Mar
FY 07, compared with the preceding year. Thiswas mainly due to a substantial
risein the international prices of pig iron and iron ores that increased the domestic

2 However, the gas prices have been revised downwards January 2007 onwards.
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prices of raw material of iron
and steel industry, thus
increasing the working
capital requirements of the
sector.

(2) Sectorsregistering low
growth in advances
Spinning, weaving and
finishing of textiles, made-up
textiles, manufacture of knit
wear and cement sectors were
the major industries
exhibiting alow growth in
net advances. While the
slowdown in textiles sector
loans stemmed mainly from
the sharp deceleration in
working capital loans, the
major contribution in
slowdown in loans to the
cement industry was from
fixed investment loans (see
Figure 4.26).

Within textiles, most of the
slowdown in credit off-take
was evident in the spinning
of cotton and synthetic fiber

Figure 4.26: Contributionsto the Slowdown in
Loansto Cement & Textiles
@ T rade finance g Working capital ggFixed investment

FY o7
FY 06
FYO7
FY 06
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Figure 4.27: Composition of Loans to Textile Sector
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industries (see Figure 4.27). Major reasons for this slowdown were: (1) a
deceleration in export growth; (2) arelatively stable cotton prices through FY 07;
and (3) increase in financing costs. It must be noted that due to the availability of
concessionary export finance scheme to weaving of textiles and the manufactures
of wearing apparel, growth in advances to these sub-sectors remained strong (see

Figure 4.28).

The slowdown in fixed investment loans to the textile sector was caused mainly
by (1) substantial installation of new capacity in recent years (especially under
Textile Vision 2005); and possibly (2) delayed off-take by industrialistsin
anticipation of textile sector relief package.
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Figure 4.28: Loans to Textiles Sector vis-a-vis Interest Rates (Dec-04 to Mar-07)
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Likewise, the slowdown in credit extended to the cement sector was caused
mainly by the sharp fall in demand for fixed investment loans, following the huge
capacity augmentations in the cement industry during the last five years.® In
contrast, the working capital loans in cement industry, though decelerated,
exhibited arobust growth of 30.5 percent during Jul-Mar FY 07 as reflected in
rising demand in domestic and external markets.

Construction sub-sector Figure 4.29: Loans to Construction Sector Growth

Growth in advances to the mrYo6gFrYo7
. . 55

construction sector remained

strong at 24.6 percent during 4

Jul-Mar FY 07, athough a

little lower than 28.7 percent 33

in Jul-Mar FY 06 (see Figure

4.29). Thiswas caused 22

primarily by the increased

financing needs for 1

infrastructure related

construction activities. 0

Building Infrastructure

In addition, therisein raw

material prices, especially the
international metal prices, have also led to an increase in financing needs of the
construction sector (see Figur e 4.30).

2 From FY 02 to FY 06, the installed capacity in cement industry increased by 41.9 percent.
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Figure 4.30: Growth in Loansto Construction Global metal prices (12m moving avg)
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Consumer Loans

After registering an extraordinary growth of 70.5 percent in Jul-Mar FY 05, the
growth in consumer loans has been decelerating, dropping to 31.6 percent in Jul-
Mar FY 06 and further to 11.9 percent in Jul-Mar FY 07 (see Figure 4.31).

While the Jul-Mar FY 06

Figure 4.31: Composition of Changesin Consumer

slowdown &also incorporated Loans (Jul-Mar)
the impact of higher base of @House JAuto ggCredit cards ggDurables ggPersonal
FY 05; the slowdown in Jul-
Mar FY 07 was caused FYo7
primarily by theincreasein
interest rates as well as more FYo6
restrained lending by banks.
FY05
The deceleration in auto
loans, in particular, has the FY04
largest contribution of 8.7
percentage points in the total -15 0 15 30 45 60 75
. billion Rs
19.7 percentage points

declinein the growth rate.
The deceleration in the growth of auto loans is attributable to four major factors:
(1) the increase in interest rate; (2) low demand for automobiles as a result of
increase in prices of domestic cars and low interest of consumers in imported cars
(see Figure 4.32); (3) high insurance charges that have increased the effective cost
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of automobile financing;* and (4) increased number of bad debts due to interest
rates increases that resulted in arelatively more cautious lending by banks.

Growth in other personal
loans witnessed a significant
deceleration during Jul-Mar
FY Q7. In addition to the
increased cost of financing,
the mandatory use of Credit
Information Bureau (CIB)
data by banksis also cited as
amajor reason in this
slowdown. In specific terms,
earlier banks were only
required to set the credit limit
to a certain borrower
depending upon the aggregate
take-home income.

Figure 4.32: Quarterly Expansion of Auto Loans
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However, 2006 onwards, banks are required to set these limits after netting the
aggregate take-home income by total financing already availed from other

commercial banks.

In addition, the SBP has given much emphasis on the need to ensure closed

Figure 4.33: Consumer Finance (quarterly growth in percent)
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2 Insuranceis compulsory for auto financing from banks. Most of the car insurance companies have
made it compulsory for the insurance holders to use costly car tracking devices.
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monitoring of personal loans so that these loans are not utilized for speculative

activities (see Figure 4.33). Housing finance, though decelerated, recorded a
robust growth of 20.9 percent during Jul-Mar FY 07.

e FY 06 e FY 07
12

Figure 4.34: Cumulative Deposits Growth
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Deposit Mobilization

The deposit base of the banking industry during Jul-Apr FY 07 registered a growth

of 11.7 percent, slightly higher than the 10.5 percent seen during Jul-Apr FY 06

(see Figure 4.34). Despitea
sharp risein investmentsin
NSS instruments and increase
in deposits of hon-bank
financial ingtitutions (NBFIs),
including aggressive retailing
from mutual funds, the
double digit growth in bank
depositsisimpressive.

More importantly, the
currency to deposit ratio has
remained low throughout Jul-
Apr FY 07 compared to the
same period in the preceding
year reflecting the increased

Figure 4.35: Monthly Deposit Mobilization vis-a-vis

Workers' Remittances
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