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THE STATE OF PAKISTAN'SECONOMY
Second Quarterly Report for FY02

1. Overview

Pakistan was able to record a historica overal surplus of about US$ 1.2 hillion

on its baance of payments during the first sx months of FY 02 despite the shock
and aftermath of September 11 event, deepening of the world recession and the

tenson with neighboring India. Although the US-led war against terrorism had

created sgnificant
uncertainty in Pakistan's
economy in terms of a
potentidly adverse
politica falout, the
stance taken by Pakistan
and the fact that the
Afghanistan campaign
effectivdly ended in
December, dlowed the
government to maintain
domestic calm,
reestablish its
international status and
aso gain from certain
windfalls. In terms of
the latter, thesharp
turnaround in domestic
sentiments concerning
the external sector is
adequately reflected in
the appreciation of the
Rupee and the

Table1.1: Quarterly Economic Indicators
percent

July-December

Grownthrates EY00
Lage-scde manufacturing 8.0
Exports 8.1
Imports 1.7
Home remittances® 22.3
Tax revenues 20.8
CPI (H1 over H) 3.4
Private sector credit 4.3
Money supply (M2) 2.8
Liquid foreign exchange resarves’ 1466
Foreign private investment? 277
As % of GDP?

Fiscd deficit 6.4
Trade deficit 2.8
Current alc balance -0.4

FYO1
20
8.4

10.2
16.6
135
49
14.0
54
1438
75

53
2.6
0.6

FyQo2
29
-0.4
-9.6
96.4
4.1
23
6.2
8.1
4814
148

49
418

1276

! Exduding compensation on alc of Kuwait war affectees & Hajj receipts.

2 Net flows in million US Dollar.
3 Numbers rdaeto full year.

* Numbers correspond to end December amount in million US Dollar.

unprecedented increasein liquid foreign exchange reserves.  Although the donor

support to Pakistan for the war effort figures prominently in this build up, the

reverse capital flight and stronger inflow of worker remittances aso contributed

sgnificantly.

Despite the impressive balance of payments (BOP) outturn in the first sx months,
it istoo premature to declare victory. More pecificaly, it is difficult to
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disentangle the temporary or transitory factors from the structural shiftsasa
number of underlying parameters have changed in the post September 11 period:
global recession has worsened; Pakistan' s trading reaions were disrupted due to
the war in Afghanistan; the exchange rate differentia between the kerb and
interbank market disappeared; world petroleum prices have declined; and
smuggling to Afghanistan has dwindled. In effect, the continuation of these
trends in future months will determine the balance of payments outcome for the
fiscd year. Yet there are some structural shifts that can aready be factored in.
For example, in addition to commitments for externa grants and concessiona
loans, Paris club creditors have approved the relief on debt servicing of about
USS$ 1 hillion during the current fiscd year. Also, increase in quota and reduction
in tariff by the European Union will lead to some modest improvement in exports.

While the setback in terms of fiscal revenues, exports, and to some extent,
industrial production was significant, the mind-set change in the externd sector
alowed for an unprecedented surplusin the current account.” More specifically,
the sharp fal in the import bill hasactualy reduced the trade deficit, despite afall
of 0.4 percent in exports during the first half of FY02. Faling internaiond oil
prices and lower quantitative imports of POL, have not only reduced Pakistan's
import bill in Dollar terms, but till dlowed for higher non-oil/non-food imports
into the country, compared to the corresponding period last year. Furthermore,
the gain in the externa sector has paved the way to address the long-standing
structura distortions created by the parallel foreign exchange market (Hundi).
The first step towards merging the interbank and Hundi markets will take placein
July 2002, as foreign exchange companies will come into existence.

The enhanced internationa stature of Pakistan also helped secure favorable ter ms
in the restructuring of its bilateral external debt. For example, the recent US
proposal to write off gpproximately USS$ 1 billion of its bilaterd loansto

Pakistan, has resulted in better terms than had been negotiated with Paris Club
membersin the past’

More broadly, prudent macroeconomic management allowed for the successful
completion of the Stand-By Arrangement (SBA) in September 2001, which in
turn hel ped Pakistan negotiate a Poverty Reduction and Growth Facility (PRGF)

1 The robustness of the underlying current account surplus was tested by excluding the exceptional
grant of US$ 600 million and the Saudi Qil facility of US$ 300 million. Despite these exclusions
the current account surplus was still US$ 376 million.

2 Infact, this write off proposed by the USiis over and above the rescheduling agreement that had
been secured in Pakistan' s negotiations with the Paris Club in mid-December 2001.
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with the IMF in November.® This attainment of macroeconomic stability and
enforcement of fisca and monetary discipline allowed the country to absorb the
shock of September 11 smoothly and with ease. Unlike past episodes when
Rupee came under severe pressure, the exchange rate in fact appreciated by
amost 6.5 percent in the post September 11 period. This dlowed SBP to
continue relaxing monetary policy by reducing T-hill rates sgnificantly during
the course of Q2-FY02. Although exporters have benefited (export finance rates
fell by 300 basis points to 10 percent by December 2001%), banks have not been
able to pass on this saving to middle market borrowers.

The developments in the externa sector have aso improved the outlook for
foreign direct and portfolio investment, which has been reflected in the upgrading
of Pakistan's credit rating by Moody’s. In fact, net foreign investment already
increased by US$ 148.0 million during the firgt half of FY 02, compared with an
increase of USS$ 74.7 million during the corresponding half of the previous year.
Stock markets performed well during the second quarter of FY 02, which attracted
foreign portfolio investment.

Despite the increased foreign assistance and favorable externad developments, the
outlook on domestic growth, investment, budgetary revenues and employment
till does not show perceptible signs of improvement. This reinforces our belief
that the favorable externa sector outcome should not lull usin afase sense of
complacency. The improvement in creditworthiness following Paris Club
agreement, on-going implementation of PRGF, and reserve accumulation should
provide sufficient signal's for expected turnaround in the real sector of the
economy during H2-FY02. But thisis <till not obvious and cannot be taken for
granted. There are fill many unknowns and imponderables such as the
performance of textile sector, the size of wheat crop, resumption of export
business etc.

Exports are likely to decline further in the second half of FY 02 because of the
lagged impact of cancelled export orders and less than anticipated access to
western markets (especidly the US). Although growth in large-scae
manufacturing during the second haf of FY 02 is likely to be shored up by
stronger vaue addition in sugar, the extent of this rebound will dso depend on the
performance of the textile sector.

3 A very strong argument can be made that had the events of September 11 not taken place, Pakistan
was till on itsway to secure the PRGF.

4 As monetary policy has continued to ease in 2002, export finance rates have fallen further to 7.5
percent in March 2002.
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Looking ahead, Pakistan should not deviate for a moment from the course of
economic reforms and restructuring that aimed at enhancing the competitiveness
of its red and financid sectors. In particular, it should continue the process of
building itsingtitutiona strengths and improving economic fundamentas, and
reduce the perceived country risk. Thiswould require a three pronged approach:
continued implementation of prudent macroeconomic policies; vigorous pursuit
of sectord reforms; and focused interventions for poverty dleviation.

Macroeconomic stability should be maintained by gradualy reducing the fisca
and current account deficits, and keeping the inflation low. In this respect, the
restructuring of CBR is of foremost importance to strengthen revenues and
enhance tax bases. Sectord and macroeconomic reforms should be intensified to
make the economic structure more adaptive and responsive to changing domestic
and external environment. Accordingly, the privatization process should be
speeded up, especidly by transferring UBL and KESC to the private sector in the
short-term, and making other ingtitutions ready for this exercise. Poverty
dleviation agenda should be implemented through broad-based economic growth,
investment in human development and targeted interventions.

More importantly, gains from improved economic governance, which are possible
through provision of level playing fidd, transparency in decision-making, and
predictability and continuity of economic poalicies should be indtitutiondized.
Thisisalong and daunting agenda and temporary gains should not distract us
from pursuing reforms vigoroudly.

Executive Summary

Some of the most extraordinary results redized during the first haf of FY 02, took
place in the externd sector. Other important developments were largely an
impact of changes in balance of payment on other sectors such as money and
banking. Noticeable shifts also occurred in the trend and composition of total
debt that resulted into important savings in terms of reduced future obligations.

Real Sector

Agriculture

Agriculture sector remained the most important determinant of overdl growth for
the economy. Preliminary estimates show that the major crops are likely to grow
by only 1.2 percent if whesat crop results in targeted production of 20 million tons.
This should enable the agriculture sector to attain the growth to around 2.5
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percent for FY 02, if minor crops and livestock sector maintain their last year
growth and fishing and forestry do not show adecline. It may be recaled that the
agriculture sector recorded a negative growth of 2.5 percent during FY 01.

Looming specter of drought continued to haunt farming activities. Rice crop
showed a decline of 21.2 percent, unprecedented since FY 74, that reduced the
crop size to just under 3.8 million tons, even lower than that attained in FY 94,
Severe infestation of bollworm in Punjab reduced the total cotton crop by 1.6
percent. Hopes for recovery in major crops now depend largely on wheat crop
currently under critical growing stage and in need of timely rains.

Large Scale Manufacturing

Overdl growth in large-scale manufacturing (LSM) sector increased marginally
from 2.0 percent during H1-FY 01 to 2.9 percent in the first half of current fisca
year. However, it would be premature to interpret it as a sign of improvement.
Alternative indicators of growth that are more relevant for comparing the half -
yearly growth of LSM seem to indicate marked decderation in manufacturing
activities.

Trimmed growth indicates a dowdown from 6.6 percent in H1-FY 01 to only 1.0
percent during the same period thisyear. Similarly, growth excluding sugar
decelerated from 6.7 percent to 3.8 percent in respective periods. However, the
future prospects remain positive because of late crushing of sugarcane. Full year
growth is, therefore, likely to go up. The extent of gain, however, will dso
depend on the performance of textiles that are export diven. Prospects of
recongtruction in Afghanistan may spur production, especialy of cement, in the
second half of current fisca year and onwards.

External Sector

The balance of payments registered a dramatic improvement during the first half
of the curent fiscal year, despite amargina decline in exports. While the
downstream implications of war againgt terrorism waged in Afghanistan proved
negative for the exports, changes ssemming from the heightened scrutiny of
informal channds of foreign exchange payments were overwhemingly postive.
The current account recorded an unprecedented surplus that derived from distinct
improvements in trade balance, services account and current transfers. Surplus on
current account stood at US$ 1,276 million in H1-FY 02 in contrast with a deficit
of US$ 262 million in H1-FYOL. The overdl baance of payments showed a
aurplus of US $ 751 miillion, afeat that has rarely been achieved before.
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These developments came about in the wake of significant behaviord shiftsin the
foreign exchange market that started in the aftermath of September 11 events. As
discussed in the first Quarterly Report for FY 02, the kerb market effectively
collgpsed at the beginning of second quarter due to tighter documentation
requirements imposed by UAE centrd bank on capita flows. Thefal in kerb
premium not only constrained the flows through Hundi system, it dsoledto a
complete reversal of devauation expectations in the market during the second
quarter. Kerb premium, in fact became negative during mid October to mid
November and a greater part of December (see Figure 9.14). Thisled to asharp
appreciation of Pak Rupee against US Dollar in the interbank market. The
magnitude and span of appreciation were unmatched among rare episodes of
appreciation in the history of exchange rate movementsin Pakistan.

Collapse of kerb premium not only resulted in shifting of remittance flows from
Hundi to formal banking channdls, it dso arrested the trend of dollarization.
While exporters hurriedly surrendered their proceeds to floating interbank market,
importers held back their demand expecting further appreciation of Rupee. This
mindset of the players added further strength to the Rupee. Complete reversa of
expectations about the devauation fully reversed the direction of causdity from
the interbank to kerb rate that emerged after the free float in July 2000.

Foreign exchange reserves began to accumulate dramaticaly during the second
quarter of FY 02, as a consequence of forex inflows due to above sentiments and
supplemented handsomely by faling import bill, rescheduling of externa debt
and receipt of US aid. Foreign exchange reserves rose from US$ 3,295 million in
the beginning of second quarter to a historic high of US$ 4,814 million at the
end.” Contrary to popular beliefs, reserve build up was not based on kerb
purchases, which were limited to only US$ 239 million during Q2 FY 02 against
US$ 528 million during the same period last year. In fact, due to the careful
management of SBP, net purchases from the interbank market increased
significantly to US$ 696 million during Q2-FY 02 from amere US$ 15.4 million
in Q2-FY01. These net purchases represent mopping up of excess supply of
foreign exchange in the interbank market after the private sector has met its
demand for imports of goods and services.

These unprecedented positive developmentsin the foreign exchange market have
aso crested a unique opportunity to remove the current segmentation of the
foreign exchange market by merging the kerb and floating interbank markets.

5 Foreign exchange reserves continued to accumulate in January 2002 and beyond. They stood at
US$ 5,139.5 million as on March 09, 2002.
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Accordingly, SBP is formulating operating rules for the proposed foreign
exchange companies (FECs) that will start working from the beginning of coming
fiscal year. Establishment of FECswill go along way in improving the
efficiency of foreign exchange market by not only addressing the problem of
diversion of remittances to Hundi channel, but aso increasing the effectiveness of
SBP in monitoring of forex transactions.

Money and Credit

Behavior of money supply during the first half of FY 02 was largely areflection

of developments that took place in the external sector. Monetary assets expanded
at abrisk pace during H1-FY 02 compared with the momentum observed in H1-
FYO0l. Asaresult of sharp accumulation in net foreign assets, money supply
recorded a growth of 8.1 percent in H1-FY 02, whereas the contraction of foreign
assetsin H1-FY01 caused it to grow by only 5.4 percent then. However, the pace
of private sector credit during H1-FY 02 contrasted sharply with that of money

supply.

A dower pace was recorded in terms of expansion of only Rs39.4 hillionin
credit to the private sector, compared to Rs 80.0 hillion in H1-FYO01. If
adjustment is made for export finance, private sector credit expanded to Rs 57.6
billion in H1-FY 02 compared to 74.5 billion last year. However, the dower
expansion was only partly reflective of deceerating economic activities. It was
largely due to the lower prices of cotton that reduced the working capital
requirement of textile sector to a great extent. Late start of crushing by sugar
industry also applied a dampener to the credit growth. Brisker disbursements
with relatively quicker retirements also came out as a dowdown in terms of net
credit. Although credit started to expand relatively late in the financing season
during Q2 FY 02 by about five weeks, it dso did not begin to taper after
December 2001 asit usudly does. In fact it continued to show an expansion of
further Rs 8.3 billion up to second week of February over end December 01, in
contrast with a contraction of Rs 2.3 billion during the same period of last year.

Government borrowing, owing to better availahility of non-bank® and external
resources’ was better managed in H1-FY02. There was no compulsion on SBP
thisyear, to take drastic measures such asincreasing the CRR, which it had to
take in October 2000 to stabilize the exchange rate. Thus the resultant abrupt
shift in government borrowing which was the feature of H1-FY 01 (see Figure
4.1) was not witnessed this year. In contrast government borrowing in H1-FY 02

2 Pakigtan Investment Bonds.
3 Besides other IFI assistance US grant of US$ 600 million was amajor source of externa finance.
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was more rationally spread between SBP and commercia banks. As such IMF
performance criteria for both the government borrowing and NDA of SBP were
comfortably met.

Complete reversd of sentiments in the foreign exchange market, as stated earlier,
not only helped SBP in implementing a policy of agradual monetary ease, but
aso largely confounded the money market that fell into a perplexing and

unending cycle of decreasing short-term rates. This cycle d sdf-fulfilling
expectations was unwittingly caused by decreasing cut-off yields, athough by
only afew basis points, in successive auctions of November and December 2001.
In fact, SBP had to quash these expectations by accepting the full and voluminous
amount of Rs 25,6 hillion in the T -bill auction of 6" February 2002. Bid patterns
in later auctions and OMOs, started to reflect relatively saner expectetions.

Due to the weaknesses in the transmission mechanism of monetary policy, the
decrease in discount and T-hill rates during the first half of FY02 only started to
impact the lending rates of scheduled banks towards the end of December 2001.
Consequently, the weighted average lending rate of the banks only marginaly
declined from 14.0 percent a the beginning of July to 13.4 percent at the end of
December 2001.

External and Domestic Debt

Trend and composition of total debt had aso undergone a significant change
during thefirgt half of FY 02 (see Special Sections 1 & 2). A decderationin
externd debt and amargind decline in totd externd ligbilities were visble (see
Tablel, Special Section 1). A marked decline occurred in the outstanding
amount of domestic debt due to the retirement of treasury bills held by SBP (see
Figure 1, Special Section 2. While the extraordinary restructuring of bilatera
credits through the Paris Club will result in substantia reduction in foreign
exchange payments during the grace period, the reduction in floating debt will
relieve some pressure from the government in terms of reduced interest payments
on domestic debt. Both of these developments augur well for the future course of
economic development.
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2. Real Sector

2.1 Agriculture

The drought specter looming over agriculture for dmost past two yearsis
undermining the growth of this sector and in turn causing dacknessin overall
economic growth. Although the summer rains in 2001 were 10-12 percent higher
than the norma, and helped in recharging the ground water, these could not alow
the mgjor irrigation dams to fill to their capacity. The overdl shortage of

irrigation water, which was projected earlier a around 51 percent during FY 02
(compared to 40 percent last year) had to be revised further down to 60 percent in
the wake of shortfall of rains since September 01 onward. Under such
circumstances, Punjab and Sindh are expected to face water shortage by 73.3 and
69.9 percent respectively during the remaining part of rabi season.

To mitigate its adverse effects, stakeholders are engaged in searching various
dternatives including substitution among crops (from more water intensive to

less, where feasible) and conserving water resources. At some places the severity
is more intense and small farmers have been hit harder. In addition to alocate
meeger available production resources they have to spend a sizesble amount on
purchasing water from tubewells. This has made farming uneconomical on
scattered small pieces of land and consequently, restricted the market-based
choices available to farmers for crop substitution.

In the current fiscal year, some shift Table21: Areaunder Maor Craps

has occurred from rice to cotton. thousend hedtares

Area under rice (more water e
intensive crop) during FY 02 fell by FYoo Fyol

369 thousand hectare to 2.01 Targd S04
million hectares, while area under Gl R R 2,560 3162
cotton (less water intensive) Sugareane 1,010 961 ce L
increased by 234 thousand hectares RES R g Ztie
to 3.16 million hectares (see Table W BRSO e 2 At B
2.1). Though thisingtant changein Maze 962 970 %8 92
area reflects the farmers Source: i) Federd Committee on Agriculture
enthusiasm to match the changing i) Ministry of Food, Agriculture & Livestock

environment, it could not bring the matching impact on the size of the respective
crops due to the decline in per hectare yidd of the crops.

Preliminary estimates of production remained unfavorable in both the casesi.e,
15.5 percent decline in area under rice triggered alarger decline of 21.2 percent in
production, while 8.0 percent increase in area of cotton could not bring any
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increase in production, rather it declined by 2.4 percent compared to last year.
Severe infestation of bollworm affected cotton crop in Punjab, while in Sindh,

|ate sowi ng of the crop dueto Table2.2: Growth Prospectsfor Major Crops

water shortage caused the Production % Weighted
decline in productivity. For FYOL FY0?* Change Sharesi Growth
rice, in addition to water Coton 107 105 24  204% -0.70%

?On?ge’ rep;a:. a'hthf aea Sgacae 43606 46516 67 146%  097%
rom low quality (high Rice 4802 3782 -212  118%  -250%
yielding) variety to refined Whet 19019 20000 52  334%  17%

variety (lessyielding) may be Maze 1695 1815 7.1 41%  029%
one of the reasons for larger v 219 o4 07 06%  002%

decline in the size of the crop. Bara 199 213 2 0%  005%

I Gan 397 580 461  31%  143%
Even with higher than the ) y

. All cropsabove 975%  1.28%
expected production of *= Priminary etimates
sugarcane, loss on account of #= Estimated sharesin major crops for FY 02 (1980-81, base)
shortfdl in production of rice Production: Cotton = million baes; while others are in 000 tonnes

could not be compensated. It Sources: i) Federd Committee on Agriculture, ii) FBS bulletin
is expected to pull down growth of magjor crops by 2.5 percent while the gain on
account of sugarcane is expected to be at around 1.0 percent (see Table 2.2).
Customarily, sugarcane, cotton, rice and whest, contribute around 89 percent of
al the mgjor crops’, which in turn contribute almost 42 percent of the value added
to agriculture sector.

Customarily, among crops, the heaviest contribution in agriculture comes from
wheat. As such, hopes for recovery in mgjor crops how linger on the outcome of
ensuing wheet and to some extent gram crops. Any addition above the targeted
output of 20 million tonnesin case of wheat and 580 thousand tonnesin case of
gram will pull up the growth of mgjor crops. Based on the latest available
estimates on area and production, growth prospects of major crops are consistent
with the targeted growth of agriculture sector as awhole. Non-crop sector
contributes 40.9 percent of agriculture sector. It is dominated by livestock (89.5
percent) followed by fishing (8.5 percent) and forestry (2.0 percent). Dairy
farming, poultry farming and sheep and goat breeding are the mgjor contributors
to the livestock. Although data on non-crop sector is available only by the close

of each fiscd year, proxies like government policies and opening up of new
market opportunities may be a good

6 1t includes rice, whest, barley, jowar (sorghum), bajra (millet), maize, gram, cotton, sugarcane,
rapeseed and mustard, sesamum and tobacco.
7 For further detail, please see Box |1.1 a page 20 of SBP Annua Report 1999-2000.

10
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guess for estimating the on-

going progressin this sub- Table 2.3: Growth Prospects for Agriculture

sector. The overwhe mi ng billion Rupees & congtant factor cost 1980-81

interest of processing and D”””f _ g GFW:”‘
marketing of milk and its by- FYOO®  FYOF  FY®®  FY02
products and the steble prices Agicuture 1685 1643 1684 25
of milk and beef provide clues Crops 1017 942 953 12
towards better growth Maor cops  74.1 66.3 67.1 1.3
prospects of livestock this Minor crops 275 27.9 282 1.1
year. Furthermore, the LTS S o
announcement of deep-see Fishing 6.0 5.8 5.8 0.0
fishing policy by the Forestry 16 23 2.3 0.0
Government may contribute R=Revised, P=Provisond; E = Estimated

to accderated fishing during the current fiscal year. |If the livestock sub-sector
succeeded in maintaining its growth at last year’s level, and fishing and forestry
do rot show a decline, then the growth in agriculture will be close to 2.5 percent
during FY 02 even &fter arecord shortfall in rice crop (see Table 2.3.

Figure 2.1: Growth in Area, Production and Yield of Rice Crop
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The heaviest ever fdl in the area and production of rice by 15.5 percent and 21.2
percent respectively (mostly caused by the continued drought-like condition) was
unprecedented since FY74. Earlier the maximum decline was 13.7 percent that
reduced the rice crop in FY 95 to 3.5 million tonnes (see Figure 2.1).

Due to shortfdl in production, domestic pric e of rice is on rise since January this
year. Therigng trend in domestic prices will further deteriorate competitiveness
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of rice export dready aggravated by the rupee appreciation. During the first six
months of FY 02, atota of 852.2 thousand tonnes of rice was exported compared
to 884.3 thousand tonnes last year.

Among minor crops, production of mung and mash during FY 02 were higher by
8.3 percent and 1.2 percent respectively. Future outlook of onion and potato crops
remains optimistic as the prices of these commodities irrespective of seasond
variations has not shown any exceptiond hike®

2.1.1 Agricultural Credit

Gross disbursement of credit during H1-FY 02 was 16.5 percent higher than the
corresponding period last year. Purposewise breskup reveaed that 19.4 percent
increase was registered in production loans, while development loans, on the
other hand, declined by 2.6 percent. This may be areflection of the declining
farm incomes that compelled the farmers to get more input loans and defer their
capital expenditures. Commercia banks were more aggressive in loaning to the
farmers during July-December 2001. Their total disbursement at Rs 8.1 hillion
was 68.8 percent higher than the same period last year. However, the
disbursement by ADBP rose by only 8.7 percent apparently constrained by
declinein loans for development purposes (see Table 2.9).

Table 24: Credit to Agriculture Sector

million Rupees
Disbur sement Recovery Net Credit”

H1- H1- % H1- H1- % H1- H1-
FY0lL FYO2 Change FYO1l FY02 Change FYol FY02

ADBP 11,854 12,885 8.7 13460 13544 0.6 -1,606 -659
Commercid Banks® 4816 8127 68.8 4,653 5,685 22.2 163 2,442
New Private CBs* -- 244 - - - - - 244
FBC 2,190 708 -67.7 2,362 1435 -39.3 -172 =727
Tota 18,859 21,963 16.5 20475 20,663 0.9 -1,615 1,300

# = Net Credit = disbursement minus recovery
@ = Incdludes. NBP, HBL, MCB, UBL, and ABL
*= New Private Commercid Banks started lending in FY 02

As the Federd Bank for Cooperatives (FBC) is under liquidation, no

disbursement was made in Q2-FY02. The amount of Rs 708 million appearing in
H1-FY02 isthe remaining part of Rs 900 million disbursed by the FBC to Punjab
Provincia Cooperative Bank (PPCB) during the first quarter minus the refund of
Rs 191 million made by PPCB to FBC in October 01. Credit line by SBP earlier

8 For detailed discussion, please see section onPrices
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being provided to FBC will now directly be given to PPCB and as such there will
be no hit on availability of agriculture credit despite the winding up of FBC.

Entry of five new private commercid banks in the field of agriculture financing is
amgor breakthrough seen this year. Earlier, snce 1974, only five mgor banks
(NBP, HBL, MCB, UBL and ABL) werein thisbusiness. Initidly new entrants
have disbursed Rs 243.5 million among the farmers.® The amount does not
meatter at this stage. The main achievement is the change in attitude of the private
commercial banks towards agricultural financing. Now, they have started taking
it up asacommercialy viable business. This became possible on account of the
palicy changes made by SBP during last couple of years, especidly those reaing
to linking the agriculture refinance rate to T-hill yield and widening the coverage
of agricultura financing through including new items in the admissible activities
of agriculture financing.™

Net credit during first haf of current fiscal year showed an expansion of Rs 1,300
million compared to a contraction of Rs 1,615 million during corresponding
period lagt year. Thisis mostly because of higher disbursement of credit by five
magor commercia banks during H1-FY 02. Consequently, the outstanding credit
to agriculture sector increased by 5.4 percent and reached Rs 99.6 billion as on
December 31, 2001.

2.1.2 Financing Facility for Building Storage Capacity

In addition to failure of crops, failure of market to support the bumper cropsis
another mgjor factor that hits the farmers incomes. Even after realization of an
excellent crop they can hardly make good money because of the depressed market
prices. At peak harvest season, supply glut pushes the prices down to levels lower
than those prevailing in pre harvest season. This happens mainly due to lack of
proper storage facilities, because after crop har vest farmers are left with no option
but to dump it in the market a once. With average crop size of whest at 18.7
million tonnes and rice 4.7 million tonnes, exiding sorage is available for

keeping only 4.6 million tonnes of wheat and 0.8 million tonnes of rice. This
storage capacity isinsufficient to provide needed support to farmers.

Keeping in view the importance of storage facilities for farm produce, the
foremost dement in the value chain of agriculture, State Bank of Pakistan, as a
first step, has recently issued ingtructions to dl the commercia banks and ADBP

9 Includes: Bank of Punjab (Rs 188.2 million), Askari Commercial Bank (Rs. 93.8 million), Bank of
Khyber (Rs 12.3 million), Bolan Bank (Rs 9.6 million) and PICIC Commercia Bank (Rs9.5
million).

10 For further detail, please see page 24 of SBP Annua Report 2000-2001.
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to provide priority financing to farmers and flour mill owners for construction of
storage facilities particularly for wheet crop. In the beginning, adequete loans will
be provided for aperiod of 5to 7 years with a debt equity ratio of 60:40 (bank:
borrower) with 12 percent markup rate. Later on, the lending rate will be made
market based by linking it to the rate on T-Bills.

Asthisfadility islikely to be commercidly viable and provides comparative
security than other modes of agriculture lending, bankers are likely to extend
credit through this facility. Furthermore, bankers will dso like to avail the
advantage given to them of fulfilling mandatory target through this lending.
Farmers will have a better opportunity to plan the marketing of their produce a
the time of their choice, if they have their own storage capacity for grains. Thisis
aso likely to reduce the extent of post-harvest losses of grains that sometime soar
up to 20 per cent. Thisin turn will reduce the intensity of seasond variation in the
prices of grains, thereby benefiting consumers as well.

2.2 Large-scale Manufacturing

During the first half of FY 02, large-scale manufacturing sector registered an
overdl growth of 2.9 percent over the first half of FY 01, up from 2.0 percent.
However, this performance can hardly be interpreted as a sign of improvement.
Here, the overdl growth rateis ardatively poor indicator of the performance of
large-scale manufacturing (L SM) because of two reasons. Firgt, the LSM sector

displ s erratic variaions Table2.5;: Summary of Growth Rates
across its 96 items.  Second, percent
period to period changes, like FYO1 FYe

quarter over quarter, or Six

months over six months also Overl 20 2.9
show a high variability Exduding sugar 6.7 3.8
becausepf seasond . Trimmed 6.6 1.0
fluctuations. Therefore, it is Surce Fadadl Burea of Saisics

better to have a collective look
at aternative growth rates shown in Table 2.5,

Trimmed growth rate, arelatively better indicator in cases of large variations,
shows adisma performance. However, the deceleration reflected in trimmed
growth was inevitable in the backdrop of dowdown in the globa economy and
the uncertainty following the events of September 11. Further, the domestic
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environment for growth was
less conducive than last year,
when production from the
build up of new capecities
was coming on line™

Growth excluding sugar,
decelerated to 3.8 percent
compared with 6.7 percent in
H1-FY01.” Thisisdsoa
reflection of dackening
growth, further corroborated
by trimmed growth of only

Figure 2.2: Growth in Selected Industrial Groups
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1.0 percent, down from 6.6 percent in the first half of last year. In addition, the
mgjority of LSM groups showing positive growh, except afew, did not register
any sgnificant improvement over last year's performance (see Figure 2.2 &
Table2.6. The mgjor sectorsthat showed increase in production include textiles,
petroleum refining, fertilizer, pharmaceuticals and dectronics, while food,
beverages & tobacco, metal industries, automobile, non-metallic minerals and

engineering showed declines.

Contrary to earlier
expectations, textilesshowed
only adight loss of
momentum. However, their
level of performance last year
was hardly commendable.
During H1-FY 02, production
of textilesincreased by 3.2
percent compared to 3.3
percent increase last yesr.
The ongoing dowdown in the
global economy, further
aggravated by September 11
events and consequent

Figure2.3: Lint Cotton Prices
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11 During last year, new units were established in petroleum refining, fertilizer and automobile
sectors. While, during HEFY 02, DAP fertilizer plant established by Fauji Jordan Fertilizer

Company (FJFC), closed its operation in October 2001.

12 During H1-FY 02, sugar production declined by only 10.1 percent compared to 35.2 percent fall

in the same period last year.
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Table 2.6: Production of Sdected Large-scale Manufacturing Items

Percentage Per centage
Change Change
Items Weights FY01 FYO2 Items Weghts FYOL FYO2
Textile 19069 333 322 Electronics 2976 -1.31 393
Cotton yarn 885 344 428 Electric ranformers 0577 -1645 1950
Cotton cloth 4831 1320 1287 Storage batteries 0.451 817 056
Cotton ginned 3893 -452 -309 TV sets 0.363 -2431 2120
Other five items 1.445 827 -22.06 Air conditioners 012 719.73  -7822
Food, beverages& tobacco  17.336  -14.95 -2.79 Refrigerators 0.015 3751 2565
Sugar 8630 -3524 -10.06 Other five items 145 -1397 -114
Vegetableghee 3004 2019 -7.74 Automobile 2413 385 -1.83
Cigarettes 2505 16.14 -302 Trucks 0.698 484 27.88
Tea 1785 -1064 -324 Tractors 0593  -3345 1746
Beverages 0.964 521 714 LCVs 0.369 1359 2140
Cooking ail 0448 1734 1702 Cas & jegps 0.309 18.65 429
Petroleum products ~ 7.824 1543 2508 Motorcydes 0.249 37.44 411
Fertilizer 5871 12.07 271 Buses 013 375 4591
Nitrogenous 5441 432 715 Diesd engines 0.065 194 3714
Phosphatic 040 8¢ 3605 Chemicls 2385 556 318
Pharmaceuticals 5798 -1.40 102 Caudtic soda 0.621 272 340
Tablets 2.705 -1.22 747 Soda ash 0.32 -13.72 147
Syrup 1.602 -019 -848 Other six items 1.3% 15.49 342
Injections 0.466 6.69 -078 Non metallic minerals 1.915 277 272
Cepaules 0.228 -453 -079 Cement 1.846 -2.39 -2.30
Other five items 0471 10.70 476 Glassshedts 0.069 -1297 1519
Metal indudtries 3317 1294 423 Paper & board 1.359 2454 6.65
Figiron 1477 433 -588 Engineeringitems ~ 0.691 1.03 -069
Coke 1319 1887 -103 Bicycles 0.348 4.79 -122
Billets 0311 2814 -672 Metd containers  0.153 6.27 010
SAfety razor blades 0109 2361 2376 Sawing mechines  0.052 -943 297
H.R/coilsand plates 0074  -1850 -252 Power looms 0.051 -56.95  59.06
CRcoilgplates/shests 0013  -17.72 -16.98 Other fiveitems ~ 0.087 -3535 2317
Leather products 2.333 597 -053 Tyres & tubes 0452 -11.38 2186

Source: Federd Bureau of Statidtics
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depressed demand, resulted in fdl in prices of lint cotton in international as well
asin domestic market (see Figure 2.3). Thisfal in price might have spurred
production of textile products, as observed in FY 00, but negative sentiments
arising out of the developments taking place in the world market, forced the
industry to maintain a modest production activity. Had the world market
condition remained normal, production levels would have been higher than
actudly achieved.

If clouds of war clear from this region, then with increased access to marketsin
Europe and US and faling trend in cotton prices, the textile sector is expected to
come up with strong growth in the second half of FY02. The ongoing up-
gradation of textile machinery is also expected to help the sector to increase value
addition. The recently announced export refinance facility, revived after an year
of sugpension with lower rates, may also boost export of yarn and gray cloth, and
hence, their production.

The only industry that has shown not only arobust growth during the H1-FY 02,
but also a significant improvement over last year's performance, is petroleum
refining. 1ts production increased by 25.1 percent during the H1-FY 02, compared
to 15.4 percent increase last year. Fal in world crude ail prices, coupled with the
policy to dlow domestic refineries to export surplus petrol, provided the major
boogt to petroleum refining. Thisis reflected in higher import of crude oil and
higher export of petroleum products during H1-FY 02 compared to last year (see
sectionon Trade Account).

Fertilizer isanother sector that has shown positive growth, though much lower
than what was observed last year. Despite the closure of the only DAP fertilizer
plant, the overdl production recorded 2.7 percent increase during H1-FY 02
compared to 12.1 percent increase last year. Faling prices of DAP and urea
fertilizersin international market, resulted in increase in import of fertilizer
during H1-FY02.® Theimports lowered the local sdling prices a the time
domestic cost of production was rising on account of price hike in inputslike
natural gas and imported phosphoric acid etc. The profits of fertilizer industry
were thus squeezed.

More specificaly, the profits on the production of DAP fertilizer was hit severely
on account of imported basic raw materials. In addition, depreciation of Pak
rupeein the first quarter, further enhanced costs. These factors, as aresult, forced

13 During H1-FY 02, import of fertilizer increased by 43.8 percent over the same period last year.
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the management of Fauji Jordan Fertilizer Company (FJF) to shut down
operations of DAP unit in October 2001, while that of urea continued.

The overdl growth of dectronics sector increased by 3.9 percent in contrast with
1.3 percent decline recorded for the same period last year. Increasein the
manufacturing of transformers by 19.5 percent, which has been showing sharp
declines during the last couple of years, helped the eectronics industry to
improve its performance during H1-FY02. Theincreasein the indalation of
tubewells (for irrigation purposes) during the last fiscal year on account of higher
financing made available by ADBP for the purpose coupled with increasein
exports, created favorable conditions for the manufacturing of transformers.™
During FY 01, ADBP disbursed Rs 1,648.1 million for ingtalation of tubewells,
compared to a disbursement of Rs 830.9 million last yesr.

On the negative side, food, beverages & tobaccois the mgor sector that showed
decline, though less than the last year. Sugar, being the largest item with respect
to weight, also contributed in the declined by 10.1 percent. Like last year, row
between sugarcane growers and mill owners over sugarcane price, delayed
crushing season this year aswell. However, contrary to last year, the root cause
of fight over prices was not the quality of sugarcane, but the price of refined sugar
that fell before the start of crushing season.

Despite higher than last year' s estimates of sugarcane crop and mill owners
claim to have around 620,791 tons end September stock, the import of refined
sugar continued in post July 2001 period, resulting in fal in prices of refined
sugar.” Thisfall in prices of refined sugar was against the interests of mill
owners, because they had adready produced sugar at higher cost on account of
higher prices of sugarcane (around Rs 55 per mound) during FY 01, and the
purchase of sugarcane at this price during FY 02 was not viable with depressed
sugar prices. In addition, early crushing (in October in Sindh and November in
Punjab & NWFP) usually resutsin lower sugar recovery and does not cover cost,
which was further aggravated by the falling prices of refined sugar. Hence, the
mill owners intentionally delayed the crushing season to press farmers for
reducing the price of sugarcane on the one hand, and let the sugar price go up, on
the other hand.”® Therefore, the crushing season is likely to be extended by one
month, with higher sugar production expected during FY 02.

14 A transformer accompanies each tubewel| ingtalled.

15 Sugar pricesfell to Rs 19 to 21 per kg in December from Rs 26 to 28 per kg in July 2001.
16 Mot of the millsin the three provinces (Punjab, Sindh and NWFP) remained closed up to
November 30.
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Another mgjor item included in the food group that has aso performed poorly, is
vegetable ghee. Its production declined by 7.7 percent during H1-FY 02
compared to 20.2 percent increese last year. Thisisin sharp contrast to strong
growth shown by the production of cooking oil, despite 1.4 percent decline in the
import of edible dl (the raw materia for both ghee and cooking oil).”

Metal industries, which have been showing sound performance for the last couple
of years, showed a decline of 4.2 percent during H1-FY02. The mgjor factor
causing this decline was fdling sdle of domestic steel products, mainly due to
contraction in construction activities and rising import subgtitution. Reductionin
custom and regulatory duties on the import of various stedl products in July 2001,
resulted in higher imports that hurt the dready dwindling salesof Pakistan

Sted.”® To arrest fall in sales, Pakistan Stedl has frequently made downward
adjustment in price of various sted products since July 2001. But due to subdued
congtruction activities, sales could not pick up during H1-FY 02. Accordingly, to
avoid building up of further inventories, Pakistan sted reduced the budgeted
production for FY02.

After achieving remarkable growth last year, automobile sector recorded 1.8
percent decline during H1-FY02. Sharp declines in the production of trucks,
buses and tractors, more than offset the positive contribution made by LCVs, cars,
Jeeps and motorcycles. Restricted market for domestically assembled trucks
compared to smuggled ones, forced the producers to cut manufacturing of trucks
during H1-FY02.® Furthermore, in the absence of new induction of buses under
the Urban Transport Scheme, sales of buses fell by 47.6 percent. Owing to these
conditions, Gandhara (Nissan) did not manufacture trucks in three months of H1-
FY02. Inthe case of buses, the situation is even worse; during 4 out of 6 months,
Gandhara did not produce a single unit and in the remaining two months, only 15
buses were manufactured. In the case of tractors, production declined on account
of lower financing by ADBP and dsence of any concessiond facility.

The non-metallic minerals consisting of cement and glass industries, continued
showing disma performance for, a least past three consecutive years. The output

Y Duri ng H1-FY02, production of cooking oil increased by 17.0 percent against 17.3 percent
increase in thelast year.

18 During H1-FY 02, import of iron & steel was 0.6 million tons compared to 0.4 million tonsin the
same period last year: showing 54.5 percent increase.

19 Anecdotal evidence suggests that smuggling of trucks is taking place over the Chaman border

with Afghanistan. These trucks are sold at lower prices than locally manufactured.
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of both these indudtriesis used as an input in the construction industry. Already
in dump, and further hit by the situation emerging after the event of September
11, prospect for turnaround in the construction sector and hence, for these two
industries remained unfulfilled during H1-FY02.” However, the redization of
the proposed reconstruction of Afghanistan is expected to bring some relief to
these, epecidly to cement industry in H2-FY 02.

Though, the reconstruction of Afghanistan holds promising prospects for al
sectors having linkages with construction, but the cement industry is likely to
benefit the most. Anecdota evidence suggests that on the basis of its quality,
Pakistani cement is being sold on a premium in Afghanistan. For Pakistani
manufacturers, it is an excellent opportunity to off-load the burden of excess
capacity, which has been causing ailment to the industry for last five or Six years.
However, to do so, Pakistani manufacturers need to curtail their cogts, by
switching their production process to coa (see Box 2.1) and capture the market
that carries the prospect of further access to big markets of Central Asian
Republics (CARS).

20 During the H1-FY 02, cement dispatches declined by 7.7 percent compared to 0.6 percent decline
in the same period last year.
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Box 2.1: Coal as Kiln-Fue for Cement Production

The process of cement production is energy intensive. Presently, cement industry in Pakistan is mostly using
furnace ail as fue, which adone condtitutes around 35 percent of the tota cogt of production. Theincressing
price of furnace ail over the lest few years is endangering the viability of the industry.

Subtituting of furnace oil with other low cost fuds like natural gas and cod can solve the problem of rising cost.
Naturd gasis an ided subdtitute for the industry, given its advantage of being ready to useand with the required
equipments dreedy ingdled in many plants. Unfortunetely, the existing gas reserves do not alow the country to
burn them a such amasslevel. The other mgjor reason for not switching over to gesis, frequent load shedding
during winter that causes discontinuity in production process. Moreover, the pace a which gas prices are rising
aso inhibits switching over to gas.

Presently, mgor cement manufacturing countries, with proper environmenta safety systems, are using cod asa
kilnfud. Pekistan too, has large cod deposits, estimating to around 180 hillion tons. These reserves are largely
unexplored owing to lack of demand in the country. Though, domegtic cod is not of very high qudlity,
processing and blending with imported one can produce required heating content.

By switching to cd, the cost of production of cement is expected to come down. In addition, the country could
save about US$ 69.3 million foreign exchange annually, on the import of furnace oil (see Table). Thisopinion
is formed on the following assumptions.

Annua poduction of cement is 10 million tons;
Heet value of furnace ail is 9,600 K Ca/Kg;

The ratio of imported to local cod is 70:30, and,;
Hesting value of blended codl is 6,050 K Ca/Kg.

NN o

Cost Comparison--Furnaceoil v/isCoal

FurnaceQil Coal

Furnace oil consumption (Kg per ton of clinker) & Coa consumed (Kg per ton) 135

Cost of furnace oil per ton of cement produced 8424 Average priceof ready to usecoal per ton? 5306
Power consumption of cod firing plant per ton

Annual consumption of furnace oil (million Rs) 8,424  ofcdlinker 22
Total cost of using coal (per ton) 5526
Annual consumption of coa (million Rs) 5,526

Annual saving (million Rs) 2,898

Saving per ton (Rs) 289.8

! at Rs9910/ ton equivalent to $165 per ton
2 blending 70 percent imported with 30 percent indigenous at prices of 4500 and 2600 per ton, respectively and
having 6050 K.Cal/Kg

Source: All Pakistan Cement Manufacturers Association (APCMA)

As a reault, the price of cement per bag may go down, which in tun is likely to increase domestic demand. This
reduction in cost will aso result in lower dollar price of Pekistani cement in world market, which could make
export of cement to countries like Sii Lanka, Bangladesh, Madaysia, Myanmar, Nepd, Vietnam, Singapore €tc.,
feesble

However, this process of conversion will initialy cost a 2000 tons per day (tpd) plant around Rs 200 million,
which can be covered within couple of years on account of savings from the use of cod and increese in capacity
utilization.

Currently, Pakistan is producing around 3.3 million tons cod annudly. If the whole cement sector is totaly
converted to cod, another 1.4 million tons will be required. Supposing a 70:30 ratio of imported to loca cod,
about 0.4 million tons domestic cod per annum will be enough to serve the purpose.
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3. Fiscal Developments

3.1: Tax Revenue

Fiscal efforts of the government were severdly affected in the aftermath of events
of September 11. The impending shortfdl in revenue from the target became dl
the more clearer by the close of second quarter. Compared to a targeted increase
of 9.1 percent, the first half of the current fiscal year witnessed a decline of 4.1
percent over the corresponding period last year.”* Decline stemmed entirely from
indirect taxes as direct taxes grew by 7.6 percent. The severity of declinein
indirect taxes (-9.6 percent) originating from custom (-37.3 percent) and excise (-
16.5 percent) was arrested to considerable extent by arise of 4.0 percent in sdes
taxes.

Tax collection was lower than projected in the second quarter of FY 02 dueto
dowdown in economic activity. Lower imports and higher refunds/rebate to
exporters aso edged down the tax collection. Sharp appreciation of Pak Rupee
againgt US dollar and higher freight charges on account of war-risk insurance
dampened the envisaged growth in imports that constitute over 40 percent of our
tax base.” Reduction in maximum tariff rate from 35 to 30 percent could not

accderate imports and only

resulted in intengfication of

declinein customs duty 43

collection. Although monthly /
38 /1
R

Figure 3.1: Monthly Tax Collections
FYo1 FY02

tax collectionswere
margindly higher in August
and October 2001 compared
to previous year, the 28
cumulative tax collections /
remained constantly below 23—

thelast year’ s collections (see /

Figure 3.1). In terms of 18 ' ' - - -
revised targets, revenue §

billion Rs

collections congtitute only

21 The CBR revenue targets have been revised twice during the first half of the year. Thefirst
revision was entirely on account of actual tax collections realized during FY 01, which lagged

behind the revised target by Rs12.8 hillion. The budget target of Rs 457.7 hillion for this year was
adjusted downward to Rs 444.7 billion. The shortfall realized in Q1 coupled with the developments
following September 11 forced CBR to further reviseitstax collection targets. The revenue target,
therefore, was revised downward to Rs 429.9 hillion.

22 For detailed discussion on these points, see Exter nal Sector.
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40.6 percent of annuad and 95.2 percent of haf -yearly targets (see Table 3.1).

Table3.1: Federal Tax Collections up to H1-FYQ2

hillion Rupess

Target Collection in ¥ Half Percent of Target
Head FYO2 H1-FY02 FYQ0 FYOL FYQ02 FYQO2 H1-FY02

Direct taxes 1424 62.6 50.1 58.3 62.8 44.1 100.3
Indirect taxes 287.5 120.8 110.2 123.6 111.8 38.9 925
Sdestax 176.8 75.6 52.0 70.7 735 41.6 97.2
Central excise 494 223 26.8 24.2 20.2 40.8 90.5
Customs 61.3 229 314 28.8 18.1 29.5 78.9
Totd 429.9 1834 160.3 182.0 1745 40.6 95.2

Gross Vs Net Collections
Gross collection of CBR registered an increase d 4.5 percent during the first half
of the current fiscal year compared with previous year. Usualy tax collections are

reported net of refund/rebate

amount. lssue of Figure 3.2: Refund Amount
refund/rebate remains highly FYOl mFY02
contentious between the CBR 50

and taxpayers, with the
former indined to ddlay
refunds in order to show

increases in net collection. .
The accelerating refunds '
amounted to Rs 44.6 hillion I
during H1-FY 02 againgt Rs I
s 9 ' ' '
i < ﬁ 8 ‘Z>° g

40

w
o

billion Rs

N
o

=
o
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27.7 billion in the same 0-
period ayear before (see
Figure 3.2). The CBR made
a concerted effort to rapidly clear the backlog of refunds/rebates that were
accumulated due to delays in the past. This aso reflects the concern to reduce
adminigirative discretion over refunds. Inthe VAT system, the importance of
refund procedureis at its heart, astax paid at the buying stage is deducted from
the total tax collected at the sdlling stage. If the difference is positive, the
government takes the entire amount and if thisis not the case, the taxpayer
receives the refund amount. As mentioned in our previous annud and quarterly
reports, the government is extending the scope of VAT mode sdes tax with
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increasingly greater zeal, which is pushing the refund amount to go up. The
government should aso revidit the list of exemptions, which are of vitd concern
for the smooth functioning of VAT mode taxation system and revenue generétion
for the government exchequer.

Given the position of overdl revenue collections, the compositiona breskdown
will be more insightful, as one can trace out the roots of shortfal in great detals.

Direct Taxes

Looking a& Table 3.1, the direct taxes recorded an increase of 7.6 percent during
H1-FY 02 over the comparable period last year. The driving forces behind this
increase were the higher collections both on normal returnsasw el as arrears (on
demand collections). More specificaly, collections with norma returns
registered an increase of Rs 3.4 hillion during the course of time. Thisincrease
would amount to Rs 6.3 hillion, if theimpact of one time tax amnesty scheme
operative during H1-FY 01, was excluded.

Despite reasonable growth in direct taxes, the compositional breakdown showed
that the withholding taxes, congtituting more than one-haf of direct taxes,
witnessed margina decline during H1-FY 02 over the same period last year. This
decline was mainly attributed to the abolition of five types of withholding taxesin
federal budget for FY 02; lower collections from interest/profit income on
securities, accounts and deposits; and decline in import related withholding taxes.
Reduction in tax rate on banking companies from 58 percent to 50 percent in
federal budget for FY 02 dong with retirement in government borrowing to
banking sector during H1-FY 02 and lower T -hill rates are mainly responsible for
sagging tax collection on interest income on securities.

This changing composition of direct taxes, showing increasing collection with
normal returns and decline in the withholding taxes, isin the right direction and
should be encouraged and pursued vigoroudly. The future outlook for direct tax
collection remains positive, as revenue from this head is on track, dightly higher
than the half yearly targets and representing 44.1 percent of annud target.

Indirect Taxes

In contrast with direct taxes, revenue collection from indirect taxes not only fell
short of haf yearly target, but aso posted a negetive growth of 9.6 percent over
the comparable period ayear ago. In terms of annud targets, only 38.9 percent of
indirect taxes were redized during H1-FY 02. The compositional breakdown of

24
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indirect taxes helps to trace out the factors responsible for shortfall (see Table 3.1
& Figure 3.3).

Sales Tax

Compared to negative growth of indirect taxes, revenues from sales taxes posted
4.0 percent increase during H1-FY 02. However, this growth was lower than
envisaged in revised estimates, as collections from sales tax were 97.2 percent of

haf yearly and 41.6 percent _ N .

of annual targets (see Table Figure 3.3: Composition of Indirect Taxes

3.1). The shortfall was Custom ST: Import
mainly on account of lower 16% 40%

collection from textile
related items, while sales tax
on import related items
posted reasonable increase of
7.5 percent. Thefal in latter
was largdly driven by a
sgnificant dedlinein prices
of cotton yarn, uncombed
cotton, processed fabrics,
man made fiber and yarn,
etc., recorded double-digit decline during H1-FY 02 over ayear before.
Moreover, dwindling sale of consumer durables largely on account of uncertain
situation following the developments of September 11 and escalating border
tensions with India added to this decline.

Stepping back, higher collection from import related items, despite declining
vaue of imports in rupee terms, could be explained by looking at sdestax rate on
these items. As mentioned in our first quarterly report for the year that
government has increased sales tax rate from 15 to 20 percent on more than
hundred select items related to raw material. This measure continued to fetch
much needed revenues to government exchequer during H1-FY 02. In this
backdrop, the outlook for sales tax collection remained unclear, as sdestax on
import related items is recording positive growth but less than the target, while
the sales tax on domedticaly produced goods and servicesis lagging behind the
target and recording negative growth aswell.

Centrd Excise Duty
Centrd excise duty, holding 18 percent share in indirect taxes, recorded double-
digit decline during the period under consideration. Although target for FY02 is
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dightly lower than the actud collections of last year, the redized shortfdl is even
larger than what was envisaged in revised target for the whole year. In terms of
targets, CED collections congtitute 90.5 percent and 40.8 percent of half yearly
and annual targets respectively. The shortfdl is recorded on both locally

produced good and imported items. The fall on domestic front was largely on
account of lower collections on POL products, cement and domestic travel, while
lesser imports are responsible for import related items.

Customs

Among the component of indirect taxes, custom duties bore the hardest hit; the
collection witnessed steep decline of 37.3 percent during H1-FY02. Only 78.9
percent of half yearly target was redlized, which was the lowest among all the
components of indirect taxes. The decline in Rupee value of imports on account
of the gppreciation of Pak-Rupee following the development of September 11
frustrated government efforts to realize the targeted amount. In addition, higher
freight charges forced economic agents to at least revise their import decisionsin
the short-run, if possible. The lower petroleum importsin terms of quantity also
contributed to this decline.

The outlook for overdl tax collections remains pessmigtic, as the accumulated
shortfdl in indirect taxes during the first haf of the year will be very difficult to
recoup in the later haf. This forced the government to resort to a third revison in
tax revenuetargets® Since the direct taxes were on track and even marginally
higher than the target, the indirect taxes bore the burden of adjustment. Within
indirect taxes, the custom duties, salestax and CED dl were adjusted downward.

3.2 Surcharges

During H1-FY 02, Rs 24.3 hillion were collected from surcharges on gas and
petroleum products. These were 51.8 percent of the annual budget target (Rs 47
billion). Margindly higher surcharges were entirely on account of higher
collection on petroleum products. Compared to this, collection on gas was dightly
lower than the half yearly target (50 percent of budget target).

3.3: Non-Tax Revenue

Compared to Rs 129.8 hillion envisaged in the annud target for budget FY 02,
norttax revenue contributed Rs 54.9 hillion to government exchequer during first
half of the year, which was only 42.3 percent of annud target. Looking at Table
3.2, only SBP profit was higher than 50 percent of annual target, while dl other

2 The CBR tax collection target was third time revised downward, in February 2002, to Rs 414.3
billion from 429.9 billion.
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components were lower than half yearly target.** Receipts from civil
administration were lower Table 3.2: Non Tax Revenue
mainly on account of declining

) billion Rupees
defense receipts. Furthermore, ~ = i
lower receiptsfromsocial and =1 i ome and dividends 53.2 240
economic servicesaso addeda o orofits . 0
danl . to this decline Receipts from civil adminigtrations 5.6 17
Steepl ng back, lower Sde Miscellaneous 48.0 17.2
proceeds and roydty on ail ] Dos 549
and gaswere largdy B

responsible for the shortfdl in
miscellaneous receipts. This was might be due to sudden exit of foreign
engineers from oil and gas sectors following Afghan war.

3.4: Budget Deficit

Consolidated budget deficit sood a Rs 99.9 billion during H1-FY02. This
redlized amount congtitutes over 50 percent of annud budget target for the year.
Looking a Table 3.3, the push towards higher deficit came from revenue side.
The factors responsible for revenue shortfal are aready identified in earlier
sections. On expenditure side, the government succeeded to contral its total
expenditures during the course of time, which were just 43.1 percent of the annud
budget target for the year. Despite developments along the Afghan boarder and
escalating tension with India, only 41.2 percent of budgeted defense expenditures
were utilized during H1-FY 02.

Deht servicing, another important component of current expenditures, was 47.6
percent of the annual budget target. Partid relief on interest payment on externd
debt might have helped the government to curtail its interest payments. However,
this little saving may remain unable to record sgnific ant impact on overal
expenditures, as interest payment on external debt has little say compared to
interest payments on domestic debt. The changing composition of domestic debt
coupled with retirement of floating debt of around Rs 190 billion may help to
reglize savings on domestic front also.” Furthermore, lower T-bill rates may aso
contribute to this end.

In terms of the impact of budget deficit, the sources of financing are of vita
importance. Looking at Table 3.3 the government has utilized 59.2 percent of its

24 Since half yearly targets are not available, we are assuming that 50 percent of annual target
should be redlized during first haf of the year.

25 Please, see special section on Debt .



The State of Pakistan’ s Economy

planned externa resources.
Thisislargely on account of

Table 3.3: Summary of Public Finance
billion Rupees

improved track record with FY®  H1FY®
internaiond financial 1 Revenue receipts (at+b) 657.9 263.9
ingitutions and hi gher a) Tax revenue 528.2 209.0
bilateral receipts™ Stepping b) Norva reodipts 1208 549
back, the composition of 2Total expenditure (a+h+c) 844.8 363.8
domedtic financing dso a) Current 714.6 296.7
witnessed commendable b) Development* 130.0 60.3
changes during H1-FY 02, as ¢) Net lending to PSEc efc. 0.2 6.8
the government has retied Rs 3 Revenue sur plus/deficit (1-2.a) -56.6 327
10.9 hillion to banking system 40verall deficit (1-2) -186.9 -99.9
againg 10.5 hillion budgeted 5 Financing through: 186.9 9.9
borrowing from this source. External resources (Nef) 121.6 72.0
Simple arithmetic suggests Intemal resources (i+ii) 653 279
that government borrowed i) Domestic nonbank 54.8 38.8
more from non-banking sector. ii) Banking system 105 -10.9

Higher investment in Pekistan

t: Budget Target, *: Include unidentified expenditures

Investment Bonds contributed to this end.

In sum, athough government succeeded to contral its expenditures during H1-

FY 02, the outlook for overdl fiscal operations remained pessmigtic asthe

revenue side is lagging behind the target. Furthermore, expected higher defense

expenditures due to tensions on boarder with India may cast a shadow on

government outlay. Having said this, the government has to revisit its budget
deficit target. In terms of GDP, the change in deficit might be more visible, as
GDP at market prices may be lower than the target on account of lower inflation
and dower overall economic activities.

4. Money and Credit

The behavior of monetary and credit aggregates during H1-FY 02 contrasted
sharply with the trends observed in the first half of FY01. Money supply rose
noticeably during H1-FY 02, mainly due to a sharp accumulation in the net
foreign assets d the banking system. 1t may be recalled that the increasein
money supply, during H1-FY 01 was rather moderate due to the de-accumulation
in net foreign assets. While the money supply increased perceptibly, the priveate
sector credit expanded at alower pace, in comparison with a faster pace observed
in H1-FY01. Behavior of government borrowing from the banking system was

26 For detail discussion on externa resources, see section on Exter nal Sector.
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dso quditaivedy different in H1-FY02: It was more rationaly spread between
SBP and scheduled banks, while it was extremdly tilted towards SBP for most
part of H1-FY01. Moreover, the short-term interest rates declined during H1-
FY 02, in contrast with an increase registered in H1-FY 01

While H1-FY 01 was characterized by hard decisons needed to bring back the
fundamentals of the econamy on track, H1-FY 02 proved to be the period of
consolidation on the progress made last year (FY01). One might recal that in
H1-FY 01, SBP was using the monetary policy to achieve stahility in the exchange
rate and at the same time trying to meet the hard performance criteria set by the
IMF. It was the time when banks were facing unprecedented liquidity shortage
and discounting heavily. Theinterest rates were going up and demand for private
sector credit was high. Government was conducting expensive sw gps to shore up
its foreign exchange reserves, which even with its best efforts could not cross US
$ 1.5 hillion.

Contrary to this, in H1-FY 02, there were no conflicting goals. Government was
able to easily meet its performance criterion. There was no pressure on exchange
rate whatsoever, in fact SBP had to intervene to stop rupee from appreciating.
The money market was amply liquid especialy in December 2001.%" (See section
on Money Market). Demand for credit by the private sector was low even in the
face of fdling interest rates.”

However, in terms of chalenges H1-FY 02 fared no less. Events of September 11
posed Pakistan with make or bresk kind of stuation. Neverthdess, it seemsthat
Pakistan has tackled the Situation quite deftly. It has been successful, both in
capitaizing on the opportunities and minimizing the losses. Having said this, the
synchronized recession in the world economy, continuing drought, and border
tensions with India have been a drag, which Pakistan could have done well
without.

The expansionin H1-FY 02 was 8.1 percent, which is amost as much as for the
full year FY 01 (8.9 percent) (see Table 4.1). As compared to H1-FY QL it was
63.2 percent higher. The growth in money supply in H1-FY 02 was dominated by
the foreign component, which recorded a phenomena growth of 251.2 percent.

27 As againgt Rs 138.9 hillion discounting in December 2000, discounting in December 2001 was
only Rs17.3 billion.

28 The return on 6 month T -bill as of 28™ June 2001 was 12.9 percent, which declined to 7.9 percent
as of 26" December 2001. Similarly discount rate was brought down from 14 percent to 10 percent
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Table 4.1: Monetary Survey

billion Rupees
Actual Actual
H1-Fy@2 H1-FYOL
A Government Sector Borrowing (net) -17.4 27.6
1 Net Budgetay Borrowing -10.9 -9.4
From State Bank o Pakistan -76 50.4
From Scheduled Banks -33 41.0
2 Commodity Operations -5.4 16.3
3 Net effect of Zakat Fund/Privatization Procesds -0.9 2.1
4 Others (Credit to NHA & CAA) -0.2 0.2
B. Non-Government Sector Borrowing 52.1 81.8
1 AutonomousBodies 53 9.1
2 Net Credit to Private sector and PSCEs 46.8 90.8
Commercia Banks 51.8 90.6
i. PSCEs other than B(2) 123 10.0
ii. Private Sector 39.4 80.6
of which Bxport refinance -18.2 6.1
Specidized Banks 7.3 2.5
Other Financid Indtitutions -11.4 -0.1
PSCEs Specid Account-Debt Repayment with SBP -09 -2.2
C. Othe Items (Net) 18.0 25.8
D. Net Domegtic Assts of the Banking System 52.7 80.0
(3.52%) (5:54%)
E. Net Foregn Assts of the Banking System 713 -4.0
F. Monetary Asets (M2) 124.1 76.0
(8.13%) (5.43%)
P =Provisond
* WAPDA, OGDC, PTC, SSGC, SNGPL, KESC, PR, PS& PIA
Source: SBP

In contrast domestic credit expansion lagged behind. As against 5.5 percent
growth in H1-FY 01 it could only achieve 3.5 percent in H1-FY02. Credit to
private sector was also not able to show the robust growth asit did in H1-FY O1.
Normally credit to private sector picks up in late August to peak in December -
January. However, due to uncertain conditions this year private sector has been
dow to pick up.”

29 Dataof credit to private sector beyond 31% December suggeststhat it has not leveled off asit
usualy does after December. Figures of 2™ week of February 2002 show an expansion of Rs 8.3
billion over December 2001, last year during the same period private sector recorded a contraction
of Rs 2.3 hillion.
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4.1 Government Sector

As sad earlier the conditions
prevailing in the economy in
H1-FY 02 were vastly
different from those of H1-
FYO01. The unprecedented
liquidity crunch, following
SBP sdecison to increase
CRR on Octaber 7, 2000 to
defend the exchange rate,
resulted in shifting of dmost
entire government borrowings
to SBP. Mesting end
December 2000 (IMF
performance criterion) NDA
targets required transferring of
dmogt 90 hillion of
government debt to
commercid banksin little
over two weeks. In H1-FY 02
there was no such compulsion
on SBP. Government
borrowing till October 2001
was predominantly from
commercia banks, and in later
months too it was more evenly
spread between State bank and
commercia banks (e Figure
4.1).

Figure4.1: Budgetary Borrowings (H1-FY02)
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In this regard the behavior of the commercial banks during the 2™ quarter has
been quite intriguing. Despite easing of rates, commercia banks were effectively
throwing funds in primary auctions of T-hills (see section on Money Market).
This could be due to number of reasons; (1) banks were expecting further cutsin
the rates and trying to lock their funds at whatever rate they could get, (2) lower
demand/higher retirement of credit by the private sector had left them with

surplus funds, and (3) the recent surge in deposits of commercia banks has
increased thelr liquidity, with little options to inves.
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Although the target of government borrowing for H1-FY 02* was tougher than
that of H1-FY 01, it was comfortably met. In H1-FY 02 the government had at its
disposal more of both external as well as non-bank resources. ts borrowing from
PIBs (Rs 44.6 hillion) and NSS (Rs 19.9 hillion) was consderably higher than the
corresponding period’s Rs 14.2 hillion (PIB) and Rs 10.9 hillion (NSS). However
the pivotd role in this relaxed position at end December 2001 was that of US $
600 million grant received from the USA. Through this amount government
retired Amost Rs 36 hillion of its debt to banking sector during November,
December (see Figure 4.1).

Credit for commodity operationsis mostly being utilized for the procurement of
whest, with the harvesting season starting in March and retirement taking place
from July through April. In

H1-FY 02 rdirement was Rs Figure 4.2: Commodity Operations

54 billion as againgt Rs 16.3 —+— H1-FY 01 —=—H1-FY02
billionin H1-FYO1 (see 5
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4.2 Non-Gover nment Sector

Monetary Survey (see Table 4.7) shows that credit to private sector in H1-FY 02
was Rs 394 hillion againg Rs 80.6 hillion in H1-FYOL. If wetakeinto
consideration the impact of merger of NDFC with NBP, actua credit expansion
in H1-FY 02 would be even lower. Excluding credit disbursed under export
finance; credit expansion in H1-FY 02 works out to Rs 57.6 billion compared to
Rs 74.5 billionin H1-FY01. Accelerated retirement under export finance took
place due to shift from administered and subsidized rate to market-linked raie.

30 The target of government borrowing for HE:FY 02 (under IMF PRGF) was Rs-9.6 billion, as
compared to Rs 21.1 billion for H1-FY 01 (under IMF SBA). It may be noted that this target of Rs
21.1 billion wasinitidly Rs 6.4 hillion and was revised upwards due to shortfal in externa
financing.
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Apparently it seems that in H1-FY 02 not only credit to private sector had been
dower to pick-up but it was dso significantly lower than H1-FY 01 (see Figure
4.3). Since the figures of monetary survey are on net basis (gross disbursement
less retirement) they could be A3 Creditto Private S
misieajingespecidlyattimes igure 4.3: Credit to Private Sector

of quick or higher retirement. o0 ALFYOL ——hRLFYoe

Thus, contrary towhat these
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The data of commercia banks gross loan disbursements to private sector reveal
that the amount disbursed increased from Rs264.6 billion during September-
December 2000 to Rs 279.7 billion in the same period this year. Therefore the
decrease in net credit as depicted in the monetary survey could aso be the result
of combination of the following factors; (1) relative lower credit requirement for
cotton related activities in view of lower prices of raw and lint cotton, (2)
effectiveness of loan recovery drive, (3) prudent lending by the banks and (4)
timely repayment by the borrowers.* Similarly, export finance figures show that
export finance provided during Q2-FY 02 was Rs 55.6 billion and recoveries
during the same period were Rs 64.8 hillion. As againg this, the amount of
export finance disbursed and recoveries made during Q2-FY 01 were Rs 40.3
billion and Rs 35.6 hillion respectively.

We have dready discussed in the first quarterly report that in Q1-FY 02 export
finance was lower due to making of cotton yarn and cloth indligible for export
finance. *® Timely repayments by exporters may have also been motivated by the

3 Prior to appreciation of rupee, exporters used to delay repatriation of their export proceedsto gain
from depreciation. Since thisincentive is now gone the outstanding amount has drastically

decreased.

32 Note that the amount of recoveries in 2" quarter of this year is higher than the amount disbursed
under export finance.

33BID vide their circular No.5 dated: 30.1.02 has again made cotton yarn and cloth
(bleached/unbleached) igible for availing export finance.
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opportunity of getting new funds a lower rates. An inverse relationship between
EFS rate and volume disbursed seems to have emerged. Figure4.4shows
increase in demand of credit under EFS after cutsin EFSrates. The trend

suggests that demand in credit under EFS will increase with further 1 percent cut
announced, effective from February 2002.

With regard to exports
athough growth in export has
no doubt been hit by events of
September 11 (see section on
Trade). Quantity-wise, some
products such as cotton yarn,
cotton fabrics, bed wear,
towels, fish and fish
preparations and molasses
have shown improvement in
quantity exported over the
correponding period last
year, which is encouraging.

Thusits seems that private
sector has borne the brunt of
September 11 events rather
well. Having said this, private

sector is hot out of woods yet.

There areindications thet the
red testing time for it will be
thethird quarter. Till
December exporters were
basicaly honoring their past
commitments despite
dwindling profits™ This
condition is by no means

Figure4.4:Export Finance (Weekly ?) and EFS Rates
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sustainable. If the exporters do not get fresh orders and internationa prices
remain depressed, there are chances that private sector may perform poorly.
However, recent devel opments are encouraging. The EU has recently announced
increese in textile quota and remova of ant-dumping duties on Pakistani textile

imports. USis expected to follow suit in near future. Interest rates on EFS have

34Thetimelag involved in order received and actual shipment varies from product to product. In
case of textilesit varies from 30 to 60 days.
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been reduced significantly. Cotton cloth (bleached/unbleached) has again been
made eigible for export finance. Congtruction work islikely to gtart in
Afghanistan soon. Lower input prices this year is yet another reason for privete
sector, dominated by the textile to perform well.

The sgnificant development this year, with respect to autonomous bodies has
been the inclusion of Pakistan Sted (PS) and Pakistan Internationa Airlines
(PIA) in the autonomous bodies. These were earlier classified as Public Sector
Enterprises (PSES). Credit to autonomous bodies is a performance criterion under
PRGF while credit to PSEsis not. Since these organizations were drawing
considerable sums, IMF has opted to categorize them as autonomous bodies.
Normdly autonomous bodies avail their credit ceilingsin June and retire
throughout the year. Till October 2001, autonomous bodies were following their
normal retirement pattern (see Figure 45), however, thiswas changed in
December with the borrowing of Rs 7.1 billion by PTC and Rs 2.1 billion by
Pakistan Stedl (PS). H1-FY 02 figures thus show an expansion of Rs 5.3 hillion
againg contraction of Rs 9.1 hillion in the corresponding period last year.

In terms of lending by speciaized banks, credit expansion was more pronounced
in H1-FY 02 as compared to H1-FY01. Thisexpansion of Rs 7.3 hillion was
entirely on account of ADBP. As pointed out in the 1* quarterly report, due to
better monsoon rains, prospects for agriculture sector were bright for FY02. As
such ADBP had extended Rs 7.0 billion loansttill September 2001. Since the
nature of ADBP loansis six monthly, figures of H1-FY 02 are only adight
improvement over 1 quarter figures and are likely to be liquidated by the end of
next quarter.

4.3 Net Foreign Assets

(NFA) Figure4.6: NFA H1-FY02

The growth in net foreign . SBP Scheduled banks —e— Total
assets was no doubt the most ot ]
significent development of the & /=
2" quarter (seeFigure 4.6). 50

Net foreign assetsrecorded an | & 40

increase of Rs 7.3 hillionin 530 7
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December 2001. Scheduled banks' NFA aso showed an increase of Rs 7.7
billion but it was mainly due to decline in their lighilities. As can be seen from

the figure, NFA of the banking system was negative till the end of September
2001. It showed some improvement in October; however the real boost to NFA
came in November and afterwards with the inflow of US $ 600 million from
USA, and around US $ 250 million from IDA and ADB. At the sametime SBP,
in order to both stahilize the appreciating rupee and build-up reserves purchased
heavily from both the interbank and kerb markets. SBF's net purchases from the
market in Q2-FY 02 were US $ 935.3 million as againgt US $ 543.6 million in Q2-
FYOl. The advantage of this build-up is that SBP has dready achieved its end-
June 2002 target of reserves.

4.4 Components of Money Supply

Although money supply increased sharply in H1-FY 02, there was no inflationary
pressure. Lower inflation in the presence of high growth in money supply was
probably due to the norma growth in domestic credit. This was further
confirmed by the fact that reserve money showed no significant divergence from
its seasonal growth pattern. Barring specia circumstances prevailing as on 31
December 2000, the growth in reserve money in H1-FY 02 and H1-FY 01 was
more or less the samei.e.,, around 9 percent.

Currency in circulation that was growing at a faster pace in Q1:-FY 02 than last
year logt its momentum during Q2-FY02. It peaked in November 2001 and
tapered off in December. Currency in circulation follows a seasond pattern
determined jointly with the interaction of calendar and Idamic Hijri months™ It
starts to grow with the seasonal disbursement of credit to private sector (from
September) and pesks usudly in November or during the month in which Eid
falls before tapering off. Due to this reason growth in currency in circulation
peaked in December in H1-FY 01 and in November in H1-FY02. In overdl terms
growth in currency in circulation was 14.4 percent in H1-FY 02 againgt 15.4
percent in H1-FYO1. The decrease in currency in circulation and increase in
deposits has dso helped bring down currency deposit ratio, which was 43.9
percent in H1-FY 01 as compared to 40.2 percent in H1-FY02.

With regards to depodits, perhaps the main beneficiaries of the fallout of
September 11 had been the banking indtitutions. Their rupee deposits that
continued to dwindle in Q1-FY 02 had amazingly increased by Rs 81.2 hillion or a
hefty 8.2 percent by end December. In contrast rupee, deposit growth in H1-

35 See SBP Working Paper No.0102 for detailed analysis. SBP working papers are available at its
website www.shp.org.pk
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FY 01 was a meager Rs 11.2 hillion or 1.2 percent. The events of September 11
hed led to achain of events that eroded the opportunity cost of holding hard
currency. It had not only stopped dollarization, but aso effectively redirected the
funds to rupee deposits. The factors responsible for this increase in deposits are
discussed at lengthin the section on banking. Here it will be suffice to say that
most of these factors are either a one time phenomenon or temporary in nature.
Thereisa possiility that as things return to normal, people will find more
profitable ways to manage their portfolios. As such thiswindfdl increasein
deposit can disappear as quickly asit has appeared. Already, stock market and
redl estate are showing signs of increased activity. Therefore, decrease in deposit
of Rs 17 hillion in January 2002 should be consdered as a wake-up cdl.

The need of the hour hence is for the banks to capitdize on this unique
opportunity. They should devise attractive incentives to retain these deposits and
in the mean while aso find ways to reduce their intermediation cost.

5. Money Market
The mon_ey market remained Figure5.1: Yield Curves (FY02)

calm during second quarter of Jul 21 Aug 22 Oct 26 Dec 15
FY 02, as compared to the 16
same quarter of preceding
year. It did not experience
drastic upheavasin overnight
rates as observed in end
December 2000. Likewise,
periods of extraordinary
shortages of liquidity were
aso reatively absent during
the quarter, in contrast with
thelast year. Government
borrowing behavior was aso much more balanced in its composition from SBP
and scheduled banks. Rupee counterpart of US aid greatly helped in achieving
that balance (see section on Money and Credit)
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Above developments gave SBP a considerable leverage in successfully
implementing its policy of gradua monetary ease, supported by injectionsfor
smoothing seasond liquidity shortages. Three gradua cutsin the discount rate
during firgt haf of FY 02 not only succeeded in bring down the short-term money
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marksg,t rates, but also shifted the yield curve steadily downwards (see Figure
5.1).

However, the market participants largely misconstrued the sgnds of gradud
monetary ease. The market, unfortunately, fell into a cycle of sdf -fulfilling
expectations of decreasing rates in t-bill auctions, unwittingly started by decision
of Iovg7eri ng cut-off yieldsin successive auctions of November and December
2001.

5.1 Discounting

During the quarter as awhole, activities at the discount window highlighted the
relative liquidity comfort as compared to Q2-FY01. Overal, banks discounted Rs
336.1 hillion during the quarter against Rs 859.8 hillion in corresponding period

of last year. Both the frequency of visits and average discount per day showed a
considerable decline. The only exception was the month of November, when
banks faced a crunch similar to the one they faced during last November (see
Tableb.]).

Table5.1: Activitiesat Discount Window

hillion Rupess
No. of visit to discount Total amount of N
window . . Average per vist
discounting
(no. of days)
FY00 FYOL  FYO02 FYQ0  FY0l Fyo2 FYQ0 FYOL FY02
October 13 28 5 295 4382 1074 23 15.6 4.3
November 2 30 % 282 2827 2115 141 94 8.1
Deoamber 12 22 6 623 1389 173 52 6.3 2.9
Quarterly 27 80 57 120.0 859.8 336.1 44 10.7 5.9

The second quarter of the fiscal yeer is usudly characterized by the private sector
credit extension; therefore, liquidity squeeze on the banks was expected. In
anticipation, SBP provided liquidity ease through injectionsin OMOs, and by
accepting less than the maturing amounts in the thill auctions® Specificaly,
against amaturity of Rs 79.4 billion only Rs 52.2 hillion were accepted.

However the banks fdt the liquidity drain in November mainly due to increese in
currency in circulation, on account of credit extension to private sector coupled
with seasonal Eid outflows. However, market eased off in December

36 The lower end of yield-curve inched-up in December 2001, not due to the actual liquidity crunch
but market perception tainted by the negative experience of December 2000.

37 These expectations were reinforced by the cut in discount rate to 9% in January 23, 2002.

%8 Thisisin contrast to Q1-FY 02, moreover, thisis expected in wake of declining T-hill rates.
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considerably due to higher retirement, in anticipation of lowering interest rates
(seesection on Money and Credit).

Looking a Figure 5.2, overnight rates were very close to discount rate during
November, and for the other two months the rates mostly remained lower, though
fluctuated randomly. Interesting point to note here is the congtant crest in
November that tarted just after the discount rate decrease in October. Ordinarily,
acut in discount rate triggers a decrease in money market rates of al tenors.
However, the overnight rates remained close to the new, abeit lower discount
rate, indicating the seasond liquidity shortage at that time. Nevertheless, other
short-term rates declined unequivocdly, clearly reflecting the changein SBP's
monetary stance.

5.2 Open Market Operations
As stated earlier, the SBP

fagilitated banks in ing Table5.2: Open Market Operations

billion Rupees

t.h e expected dran_ O_n . Injection Absorption
liquidity, through injecting FYO FYOL FYO2 FYOD FYOL FY@
funds without resortingto any  ocoper 182 - 501 ; - -
absorption during the whole November 44 94 162 55

quarter (see Table5.2). December 245 224 111 50

Although, during the same Total 471 318 774 105

quarter last year funds were not absorbed, the amount injected was much lower.

Since switching to proactive conduct of OMOs, the SBP continued to monitor
market liquidity conditions and developments in exchange rate on daily basis.”

In contrast to Q1-FY 02, the pressure on exchange side was non-existent when
financing season arrived. This had two significant implications. firstly, no urgent
need to invert the short-end of yidd curve; and, secondly, to keep the market
liquid through intervention (see Table5.3). It can beseenin Figure 5.2, the
overnight rates remained mostly subdued, apart from periods of systemic liquidity
crunch.

The most noteworthy event of the quarter, in terms of OMOs, was, the injection
of Rs 4.9 hillion on December 31, which was an unprecedented event and
contrasted sharply with the same day of the preceding year. This shows the
SBP swillingness to facilitate the market, barring any exceptiond
circumstances®

39 See section on M oney Market in the firstQuarterly Report FY 02.
4% For acomplete discussion see section on M oney Mar ketin the Second Quarterly, FYOL.
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5.3 Primary Auctions Table5.3: OMO Summary of Results

Asshownin Figure 5.3,the billion Rupees

t-bill rates have followed the Day  Dae  Offeed Absorbed  Bid  Injected
declining trend of the Wed 30301 00 00 158 109
previous quarter. Effectively, Mon 8Ca01 00 0.0 183 126
the six month T-bill yied Wed 100301 00 0.0 130 68
have fallen from end-June Wed 170401 00 0.0 186 7.3
level of 12.9 percent to 7.9 St 200101 00 0.0 166 126
percent at end December R 2Nov0l 00 Q 84 46
2001.™ This declineis, Fi  16Nov-OL 00 0.0 186 44
primarily, due to three Mon 26Nov-01 00 00 17 73
factors: recessionary impect Tue 4DeOl 00 0.0 47 14
generated by September 11 Mon 10Dl 00 0.0 15 48
eventsonworld economy asa 0 sipwor 00 0.0 49 49
whole and its negative brunt Q2FY(2 00 0.0 1419 774

on Pakistan; the eesing
pressure on the exchange rate front; and, last but not the least, the better state of
affairs with IFls together with improvement in NFA of the country.

In overal terms, the government mobilized Rs. 52.2 billion from primary
auctions, representing 39.6 percent of tota bidsin Q2-FY02. The fraction
accepted, predictably, shows a decline vis-avis last year, however, in absolute
terms, both the amount offered and accepted show a considerable hike.”

The Figure 5.4 reveds some unusud bidding behavior by the banks. Although,
the month of November faced liquidity problems in both FY 01 and FY 02, the
bidding patterns were the opposite. Last year banks were offering nominal
amounts even if the T-hill yields were largely stlagnant, however, this year the
banks were bidding heavy amounts, though the T-hill yields were declining.

This perplexing behavior suggests that banks have been overbidding in the hope
of locking their funds at higher rates, asthe interest rates were going down. As
stated earlier, this was due to the sdf -fulfilling expectations of the market about
decrease in interest rates. This behavior was triggered by the fact that SBP was
accepting lessin order to keep the market liquid. This effectively reduced the
rates further and, consequently, banks resorted to overbidding in subsequent

41 After one percent cut in discount rate effective from 23 January 2002, t -hill weighted average
yield further declined to 6.3 percent in the auction held on the same date.

42 Comparing Q2-FY 01 and Q2-FY 02, banks offered Rs59.2 & 131.9 hillion of which SBP
accepted Rs 27.7 & 52.2 hillion, respectively.

41
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auctions. In order to dign the market expectations in the proper direction, the
SBP accepted dl bids in the auction of February 6, 2002, with adight increasein
12-month cut-off yield. This gave market asufficient signal that rates are
unlikely to go down further, thereby preparing the participants to place bidsin
coming auctions on amore rationa basis.

5.4 PIB Auctions

As shown in the Table 5.4 three PIB auctions were held during the quarter with a
combined target of Rs 27 billion, SBP was able to meet the target comfortably in
al auctionsand in dl tenors. Thisisin contrast to the last quarter where the
target was not achieved, mainly due to severa distinct factors.® PIB coupon
rates were adjusted downwards on November 6, 2001, in accordance with the
overall expansonary mongtary stance. Additionaly, the secondary market quotes
for 3, 5 and 10-year tenors aready declined in October, just after the decreasein
discount rate.

Table 5.4: PIB Auctions- Summary of Results
billion Rupees

Auction Tenor  Target Coupon Amount Rangeof Price Amount ~ W.A. % Accepted

rale  Offged Offered/Rs  Acompted % pa of Total

3Yeas
11th 5Yeas o o o o o o
Oct29,01 10 Yeas 130% 22.3 10000-10437 119 124534%  1000%
Tota  12.0 . 22.3 . 11.9 = 100.0%
3 Yeas 105% 37 995110010 2.2  104933%  44.1%
12th 5 Years 110% 40 9950—10010 2.8  109968%  55.9%
Nov 21,01 10Yeas - - - N N N
Total 5.0 = 7.7 = 5.0 = 100.0%
3Yeas - -
13th 5 Yeas 5 . 5 . .
Dec 22,01 10 Yeas 206 265 9990-10080 10.4  119206%  1000%
Total  10.0 = 26.5 = 10.4 = 100.0%
Grand Total - 27.0 = 56.4 = 27.4 =

Two auctions involving the sale of ten year PIB were held during the quarter. The
factor of under-estimation of market demand by PDs was clearly reflected in the
bid pattern. Had SBP sdlected the cut-off bid at par the amount accepted would
have been roughly 120 percent more than the combined target. Nevertheless,

43 See section on Money M arket in the first Quarterly Report, FY 02
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SBP honored its commitment of not exceeding the target.* We have been
highighting, in our previous reports, the inherent behavior of PDs to undermine
market demand. It is expected that PDs will increase their capability to judge the
market more accurately in future in order to make 10 year PIB an even grester
success. This bidding behavior has another aspect dso, that is, the inability of
indtitutiona investors to properly price their bids. Mostly, the ingtitutiona
investors want their bids to be placed a par. PDs can aso play a meaningful role
in educating their clients. All in all, ten year PIB is enjoying considerable success
in the market even after the cut in coupon rates.

Only one auction involving the sde of three and fiveyear PIBs was held. Cut-off
was drawn at par and target was met comfortably. Despite the decrease in coupon
rates, bidding pattern suggests satisfactory market response. The market demand
estimates of PDs also seem to be better in case of these papers.

6. Banking

The current fiscal year did not start with a positive note for the banking
industry.® Increasein profit rates of Nationa Saving Schemes (NSS) in July
2001, began to set atrend of dis-intermediation. This further accentuated in the
aftermath of 11" September, leaving banks with an erosion of Rs 9.1 hillion in
their depodit bese during Q1-FY02. Although during the first quarter of fisca
year, banking activities usualy remain dormant with limited credit off-take and
higher retirement; dackening of credit demand following the events of September
further dampened the banking business. Later developments especidly scrutiny
of Hundi system, fortunately proved beneficia for banks despite dower pick-up
of private sector credit and decrease in T-hill rates®

More specificaly, during Q2-FY 02 deposits of banking sector grew by Rs80.0
billion againgt Rs 8.5 hillion in the same period last year and an actud declinein
first quarter this year (see Table 6.1). Thiswas possible due to extraordinary
foreign exchange inflows that overshadowed the expected poor performance of
the banking system. With the increased risk in keeping the foreign exchange
holdings abroad and suspension of Hundi system (for reasons see first Quarterly

44|f cut-off was drawn at the amount accepted would have been Rs 48.3 hillion out of total offered
amount of Rs 48.8 hillion, instead of the actua accepted amount of Rs 22.3 billion (combined target
was Rs 22.0 billion).

45 See first Quarterly Report for FY 02 for an extended discussion.

46 Though declining return on government papers affects the earning opportunities, banks were
aggressively participating in auctions in anticipation that interest rates would further go down.
However, this decline may help them in recording capital gains on securities purchased earlier at
higher rates
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Report), these were diverted

towards banki ng channds. Table 6.1: Deposits of Banks (Flows)

Furthermore, low premium AllEnixy iz

between kerb and interbank Gn Q2 it
market, induced the overseas FYOL FY2 FYOL FY®2 FYOL FY®@
Pakistanis to use the official NCBs 102 04 203 385 -101 389
means for remitting foreign Pvizdbaks -1 42 112 64 51 22
exchange.” In addition, Spizedbaks 13 13 39 33 26 20
money coming under Hajj Privaebaks 108 -06 128 271 236 265
Sponsorship Scheme also Foignbaks 01 34 87 47 87 13
helped banks (especialy All banks 163 91 85 80 248 709
Nationdized banks) in

replenishing their deposit base.

It is encouraging to note that this higher growth in deposit is mostly brought by
Rupee banking. Thisis because of the fact that appreciation of domestic currency
and declining LIBOR rates” depleted the effective return on FCAs and dollar
holdings, leaving the holders with the option to convert these in to Rupee
accounts®® Table 6.2 shows

the declining flowsin rupee Table 6.2 Foreign Currency Deposits (flows during FY02)
vaue of tota 5IgCAs in first
half of FY02,™ againgt a billion Rupees million US$

positive growth in Dollar 01 02 HI 01 02 H1

term. The difference can be

ined tion of Demand 07 18 25 119 511 629
g(plan 'F’r{j’pm lon Savings 10 19 09 168 81 989
Upee.aga greenbacl:' Time 32 93 124 485 -758 -1243

during second quarter this
Total -1.4 95 -10.8 -19.8 574 375

year. Point to make hereis
that if gppreciation of locd
currency is adjusted, increase in the deposits during H1-FY 02 was much higher
than what is depicted from Table 6.1> However, foreign currency term deposits
have declined both in rupee and dollar term, which is understandable after
decrease in expected return thereon.

4T During firgt half of FY 02 US$ 982.3 million remittance from banks were recorded against US$
609.2 million in the same period last yesar.

48 LIBOR rate is the upper ceiling for the rates on foreign currency deposits.

“SDuring H1-FY 02, withdrawasof US$ 348.6 million were recorded from FE-45 & FE-31 deposits
of banks and NBFIs, while in the same period FE-25 increased by US$ 162 million.

50 | ncluding both resident and non-resident FCAs of al categories.

51 Rupee deposits of the banking system increased by Rs 89.5 hillion during second quarter of

FY02, astotal deposits grew by Rs 80.0 billion while $ depositsin Rupee term declined by Rs 9.5
billion (seeTable 6.1 & 6.2)
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Notwithstanding these developments, possibility of window dressing a end
financia year may not be excluded as a reason for this higher growth, as Rs 50.8
billion increase is observed during December aone.® Subsequent decline by Rs
17.1 billion in the first week of January further support this view.* However,
even after adjusting this element, significantly higher growth is evident in banks
deposits.

When compared at group level, nationaized and private banks out performed the
other groups. It is observed that private banks have been performing well in
deposit generation; growth was higher this year especialy during second quarter
(see Table 6.1). With the increase in the opportunity cost of dollar holdings
people started depositing in these banks as they are offering relatively better
return. Much more important to note is the deposit growth for Nationalized
banks. Large branch network and shifting focus on rupee banking provided them
an advantage over other groups. It is a stylized fact that these banksare
considered safer under uncertain conditions with the explicit government
guarantee a the back. Furthermore, large share of money from Hagjj Sponsorship
Scheme came to these banks.

Datagivenin Table 6.1 suggest that foreign banks failed to perform up to their
standards. However, as these banks are more exposed towards foreign currency
accounts, the conversion effect at lower exchange rate resulting in lower Rupee
value is more prominent for this group.> In addition to this, anecdotal evidence
suggests that restrictions on foreign currency deposits (under FE25) that limited
their growth to just 20 percent of their rupee deposits hampered the growth of
foreign banks.

6.1 Spread between Lending and Deposit Rates

Dedlining yield on government securities since the beginning of FY 02 brought
about by the downward adjustment of SBP repo rate, started to narrow the spread
between weighted average lending and deposits retes at the end of second quarter

52 The main motive behind this are (a) banks want to show arosy picturein their half yearly and
annual accounts which are made public and (b) branch manager’s reward and bonuses depend on
the amount of deposits they can manage at closing.

53t is generally observed that at end June and December, to show higher deposits growth, few
banks shift EFS advances in saving deposits, which favors both banks and the customer. In
addition, banks usudly pursue the customers to delay the withdrawa's during last week of June and
December. However, it resultsin heavy withdrawals during following week.

54 As on December 2000, 43 percent of foreign banks total deposits were foreign currency
denominated.
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(see Figure 6.7). Thiswas possible due to declinein weighted average rate on

lending during this period

with almost same leve of Figure6.1: W. A. Deposit & Lending Rates

deposit rates. As discussed Spread (RHS) Lending=—— Deposit
ealierin Money & Credit 16 9.5
section, compared to last year, 14 - «/_—MN\

lower increasein advances 12 [ 8-5
despite higher disbursement |5 5
during Q2 FY 02 suggests that ilo 75 g
borrowers were retiring high 81 65
interest loansin anticipation 6 {~—

that they may borrow chesply 4 5.5
following the rates cut by g 8 8 8 &g 8 38

SBP. This behavior ismore 5 § 2 8 5 & 8

gpparent in case of Export
Finance Scheme (EFS) as these are linked with weighted average yield on six
month T-bills® It is generally observed that EFS lending comprised large
portion of private and foreign banks |oan portfolio, hence higher decline in their
lending rates was expected (see Figure 6.2). In addition, limited and relatively
more informed clientele of foreign banks quickly readjusted their loan portfolio at
lower rate.

Large banks both in nationalized and privatized groups failed to show a decrease

in their lending rates for most of the quarter. However, sharp cut in weighted
average lending rates during December 2001 with dmost same deposit rates at
last month level narrowed the spread for these groups.® Asthey cater to the need
of relatively longer maturity credit and consequently have ardatively smal share
of export financing in their total loan portfolio, lending rates of these banks are
expected to decline alittle further with atime lag.

6.2 Non-performing and Defaulted L oans
Non-performing loans of the banking system fell back a end of Q2-FY02 (see
Figure 6.3). A visble declining trend is noticegble in the outstanding amount of

55 During Q2-FY 02, Rs 55.6 hillion were disbursed in EFS while Rs 64.8 billion were repaid. In
this same period last year these figures were Rs 40.3 and Rs 35.6 hillion respectively.
56 Weighted average lending rates of Nationalized and Privatized banks fell by 130 and 40 basis

points respectively, during December 01.
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Figure 6.2: Group-wise W.A. Deposit and & Lending Rates (percent)
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both NPLs and defaulted loans. However, more encouraging is the declining gap
between the two, as smultaneous downward movement is probably indicative of
the fact that new loans are being disbursed more prudently.

Asshownin Figure 6.3, declining trends in both NPLs and defaulted loans are
more prominent in case of Nationalized banks. Accountability drive by the
present government and increasing role of CIRC (established in Sep 2000) in
acquiring bad loans, are helping these banks in improving the quality of their
ast portfolio. Asthey are expected to be privatized, these devel opments will
help government in getting a better price.
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Figure6.3: NPLs & Defaults —NPLs Default
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7. Prices

The rate of inflation continued on its declining trend during the second quarter of
FY 02 that started in the first quarter. The intensity of decline was visible not only
in dl the three price indices but across the various measures of annuaized

inflation reported in Table 7.1. Annualized inflation in terms of the Consumer
Price Index (CP1), on quarter to quarter basis showed a decline from 5.0 to 2.2
percent. Interms of the Wholesale Price Index (WPI), the decline was very
sharp, from 8.6 to 0.4 percent, and in terms of the Sensitive Price Indicator (SPI),
from 6.1 to 2.1 percent. Moreover, al the three indices show adeclining trend in
terms of the twelve-month moving average rates of inflation (see Figure 7.1).
Thisis an indication that the inflationary pressures are unlikely to develop in the
current fiscal yesr.

Table7.1: Inflation Trends

percent
Quarterly Half yearly ; ;
Inflation Inflation AL T2 (1T e
12Month
Tet=s Cumulative ~ Cumulative Month to Quarter to Hﬁ;;(\?areatro Moving
Oct to Dec July to Dec MonthBass  Quarter Basis ek Aveage
Ending*
Q2- Q2 H1- H1-
2000 2001 2000 2001 Des00 DecOl N1 Fyoe Fyol Fyge Dec00 DecOl
CAl 09 -01 24 18 5.1 19 5.0 22 4.9 23 44 32
WPI 33 27 56 -05 106 -15 8.6 04 6.3 3.0 40 46
SPl 01 -05 23 2.3 6.1 20 6.1 21 5.2 2.1 34 33
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Figure 7.1: 12-Monthly Changesin Price Indices
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Declines in annudized rate of inflation, on month over month basis, were more
pronounced. In fact, a deflation of 1.5 percent was registered in terms of WPI
between December of 2000 and 2001. During this period, CPl increased by only
1.9 percent. Deflation in WPI was caused by the decline in prices of raw
meterials and building materials that are not covered in CP1.> Thisiis, perhaps,
aso an indication of relaive vulnerability of wholesale markets to domestic and
external developments.

Across the board falling rates of inflation reflect lower food and non food prices
resulting from buffer stock of food grains, improved supply of essentia
commodities like wheat flour, sugar, pulses and vegetables etc. The declining
prices of POL products and unit value of some of the imported items further
helped in pulling down the rate of inflation during the quarter. In addition,
softening of inflationary expectations also played their part.

CPI

Theinflation rate, as measured by the annua average changein CPI, by and

large, moved in tandem with WPI. Looking at the average change in CPI, therate
of increase was 2.2 percent in second quarter of FY 02 compared with 5.0 percent
in the corresponding period last year. A decderating trend was observed both in
food and non-food groups. Decomposition of CPl basket reveaed that during
second quarter, food, beverages & tobacco registered relatively a much smaller
increase than non-food group during Q2-FY02. Food, beverages & tobacco
group increased only by 0.9 percent during Q2 FY 02 compared with 4.9 percent
in the same period last year. Non-food group recorded a subdued growth of 3.5
percent during Q2 FY 02 compared with 5.1 percent in the corresponding period
of last year.

The deceleration of the food, beverages and tobaccoindex during Q2FY 02 was
mainly on account of the improved availahility of essentia items like whedt,
whest flour, rice, sugar, gur, tea, ghee, pulses and vegetables etc; coupled with
higher imports of some of the food items as well as lower transportation cogt.
The sugar prices were also declining in the second quarter. It started declining
from Rs.26.68 per Kg in July 2001 to Rs.20.93 per Kg in December FY01. The

57 The sub-index of raw materials declined by 0.5 percent compared with an increase of 8.3 percent
in the corresponding period of last year. The pronounced drop in theindex of raw materials was on
account of the decline in cotton prices by 7 percent. Similarly, the sub index of huilding materials
declined by 0.6 percent as against rise of 4.4 percent last year. Thefall in the prices of cement and
bricks/blocks etc, mainly contributed to the deceleration of this sub index.
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falling price of sugar was mainly on account of the huge stockpiling at the end of
FY 01 and additional fresh supply from the sugar mills during the ongoing season.

Prices of wheat and whest flour showed a downward trend. Vegetable ghee and
cooking oil prices dso remained stable on account of reduction of retail pricesin
the month of Ramadan by the manufacturers and further due to faling import unit
vaue of edible dil. Similarly, rice prices remained in the range of last year level

as new crop arrivals gained momentum with relative dowdown on the export
front, the appreciation of Pak Rupee has made exports |ess competitive. Teaaso
observed stahility initsprices. The domestic price of tealargely depends upon
the behavior of internationa prices and itsimport unit vaue. Because of the
improved tea production in Kenyathis year and adecline in the import unit vaue
by 15.5 percent, prices of tearemained stable as compared to the corresponding
period last year. A substantial deceleration was observed in the prices of onion
and tomatoes during Q2FY 02 compared with the corresponding period of last
year.

Non-food group registered an increase of 3.5 percent during Q2-FY 02 as against
5.1 percent in the comparable period last year. The subdued growth in the non-
food mainly resulted from reduced rates of increase observed in appard, textiles
& footwear; fuel & lighting; transport & communication; recreation;
entertainment & education; cleaning, laundry & personal appearance; and
household furniture as compared to the changesin the Smilar period of last year.

During Q2-FY 02, the prices of petroleum products were revised six times. The
five times downward revision in the prices of diesdl by Oil Companies Advisory
Committee had a bearing on the index of the fuel & lighting and transport &
communication that led to smaller increase by 6.4 and 7.0 percent compared with
9.6 and 13.3 percent respectively in the corresponding period last year. The
strength of deceleration in CPI was contained to some extent by the acceleratory
impact of other indicesi.e., appare, textiles & footwear and recreation,
entertainment & education that showed an increases of 3.0 and 4.5 percent during
Q2-FY 02 compared with 2.6 and 4.0 percent respectively in the same period last
year. However, the increasein appare, textiles & footwear was due to the
seasondl effect.

WP

The change in WPI depicts a much smaller increase of 0.4 percent in second
quarter compared to an increase of 8.6 percent in the corresponding period last
year. Both food and non-food group showed deceleration. The declinein WPI
was primarily driven by non-food items, which posted negative growth of 0.4
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percent during the quarter while food items rose by 1.5 percent. More
specificaly, the declinein prices of raw materials by Q5 percent, fuel, lighting &
lubricants by 2.7 percent and building materials by 0.6 percent spearheaded the
overdl declinein WH.

The large weight (28.68) attached to raw materials, fue, lighting & lubricants;
and building materials greetly contained the increasing pressure of prices
stemming from manufactures. Considerable deceleration was observed in the
prices of raw materialsthat recorded a negative growth of 0.5 percent during Q2-
FYO02 as againgt 18.3 percent risein the same period last year. Decreasein cotton
prices was the prime reason. The prices of cotton were quoted lower than the
same period last year (see Figure 7.2).

Redlization of good cotton crop last year, subsequent stockpiling by textile
producers, and bearish trend in the world cotton market seemed to have caused
the dump in the domestic cotton market. The international cotton prices
continued to decline for mogt of the time in H1-FY 02 due to the increasing world
cotton production and lower demand.

Another significant feature of the deceleration in the WPI was that the prices of
fuel, lighting & lubricantsrecorded a negative growth of 2.7 percent during

Figure 7.2: Domestic and International Lint Prices
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second quarter compared with an increase of 26. 5 percent in the comparable
period last year. As dtated earlier, consequent to the faling internationd il
prices (see Figure 7.3), domestic POL prices were adjusted six times, with an
increase in October. The most significant decline on cumulative basis was
observed in the price of diesd by 29.5 percent compared with 19.6 percent
increase observed in the corresponding period last year.

Figure 7.3: Brent Crude, Petrol & Diesel Prices
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1) October 1, 2001 (5.50 % hike in High Speed Diesel prices)

2) October 16 (6.01 % decline in Petrol & 9.69 % in HSD prices)
3) November 1 (0.82 % decline in Petrol & 4.27 % in HSD prices)
4) November 16 (1.98 % decline in Petrol & 9.04 % in HSD prices)
5) December 1 (3.10 % decline in Petrol & 1.92 % in HSD prices)
6) December 16 (13.38 % decline in HSD prices)

Under the present practice, Oil Companies Advisory Committee determine POL
products prices keeping in view certain factors such as rate of excise duty,
petroleum development levy, inland freight charges, dedler & digtributors margins
and sdlestax etc. Per litre price structure of HSD and Petrol, as on end December
2001 isgivenin Figure 7.4. The reduction in internationa prices of petroleum
products and appreciation of Pak rupees againg the US dollar hdped in revisng

the domestic oil prices downward.® There was a considerable fall in world oil

58The inverse relationship coming out on October 1, 2001 between the fall in Brent Crude prices
and arise of 5.5 percent in domestic Diesdl prices was attributable to more than one factors. Under
the present pricing mechanism, Oil Companies Advisory Committee (OCAC) determines POL
products prices on the basis of its availability and demand/supply scenario that are not linked with
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demand since September
11, mainly dueto lower
demand for jet fue and
reduced economic growth,
combined with over
production of oil that
exceeded the last five year
average.

During Q2-FY 02 theindex
of manufactures showed a
rise of 1.9 percent as
againg 0.7 percent in the
same period last year. The
increases were mainly on
account of the deceleration
in the domestic production
of chemicasand glass
shests etc, the sub
important items, of
manufactures group.

SPI

Sengtive Price Indicator
(SP1) recorded alower
increase of 2.1 percent in

Figure 7.4: Price Structure of Diesel and Petrol*
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Q2-FY 02 than 6.1 percent in the corresponding period last year. Thistrend in
SPI was the result of the decline in the prices of food and non-food items: sugar,
gur, wheat flour, beef, onion, tomatoe and kerosene ail etc. As discussed earlier
prices of sugar and gur showed downward trend. Prices of kerosene, aso fell by
29.5 percent from Rs.18.6 in September to Rs.13.1 per litre in December 2001.
The decrease in ail prices had dso an impact on the cost of transportation of
consumer items. Supply side factors and government’ s efforts to ensure stability
of prices of essentidsitemsin Ramadan com bine with checking of speculative
hoarding further helped in containing the growth of SPI during the quarter.

the international oil pricesin the short run and there dways remains atimelag. Second, the
consignment imported pertains to the period when internationa prices were high. Third, the war
risk surcharge on imports has dso a marginal impact. Fourth, POL product prices are derived from
Arab Gulf price quotations and these prices do not necessarily follow the same pattern as that of the

crude oil.
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8. Capital Market

As discussed in SBP s Quarterly Report for Q1-FY 02, the KSE-100 index shed
116.3 points in just three trading days following the September 11 (seeFigure
8.1). With sudden change in market sentiments, many players were caught off
guard. Dueto the decline in market value of investments financed by badla,
these players were trapped in rising price of badla finance. However, thetimely
decision by Securities and Exchange Commission of Pakistan (SECP) to keep the
bourses closed for aweek (from September 17 to 21), and the bailing out of
Crescent Investment Bank by five major commercia banks buoyed the market.™

As aresult d these measures, and with the comfort that Pakistan had assumed an
important rolein US led codition; market started the second quarter on a positive
note. In addition, market was anticipating that Pakistan would regp significant
economic benefits including debt rescheduling from this move. In the mean time,
fear of crack down by USA on informal channels of money transfers, forced
Hundi/Hawala dedlersto sdl dollarsin open market, thus forcing an gppreciation
of Rupee. With interest rates fdling (as a matter of policy by SBP) and the Dollar
weekening againgt Rupee, investors had little choice but to enter in the equity
market. This up trend continued till the KSE-100 reached at alevel of 1406.05 on
October 31.

Thisbull run was, however, broken afterwards. The K SE-100 index consolidated
itsdlf, asit moved in anarrow range of 61.86 points (between 1399.81 and
1337.95) from November 1 to December 13, 2001. However, unfortunate,
terrorist attack on Indian parliament on December 13, 2001 caused rervousness
among investors—even though market sabilized initidly. But it was after
December 21, that Indian government raised the stakes by withdrawing its
ambassador from Pakistan and deploying its troops on the borders. Resultantly,
market went into a tailspin with the KSE 100 index shedding 130.95 pointsin last
10 days of the quarter. It closed the Q2-FY 02 at 1273.06 on December 31, 2001.
(For summary dtatigtics, please see Table 8.1)

Even though the Indian government continued with its rhetoric of blaming
Pakistan together with its troop build up on border, market rebounded strongly by
the gtart of January 2002. Two factors were instrumental in this recovery; firstly,

59 The Crescent Investment Bank was one of the most affected players, as most of its stock holdings
were financed by badla. With badlafinancers opting to stay away from the market after September
11, it became difficult for this institution to carry-over these trades. To avoid cross defaults and
further collapse, market was closed for aweek. Support was eventually provided by five big banks
who bought the portfolio of Crescent Investment Bank at discount.
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Figure 8.1: Movement in KSE-100 Index and Volume Traded
I Volume of trade-min (LHS) KSE-100 Index (RHS)

1. KSE-100 index fell after September 11, 2001 terrorist attacks on New Y ork and Washington
D.C. Market remained closed from September 17 to 21 amid settlement problems.

2. Market recovered due to timely support to Crescent Investment Bank by five big commercial
banks.

3. Since then, positive sentiments regarding economic benefits due to Pakistan'sinclusion in
coalition pushed the KSE-100 index upwards. Also stability of Rupee vis-a-vis Dollar left equity
market as an attractive avenue for investors. Thisrally continued till end-October.

4. Market consolidated itself afterwards. From November 1, 2001 till December 13, 2001 (Indian
parliament was attacked by terrorists), the KSE-100 index moved in a narrow range of 62 points.
5. The KSE-100 index plunged on reports that Indian government was blaming Pakistan for this
attack.

6. However, since the start of the New Y ear, market staged a smart recovery. Thisraly was
further consolidated after President's January 12, 2002 historical speech.
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it became clear that war with India was not on cards due to international
diplomatic efforts; secondly, economic fundamentals remained strong during this
period.® With foreign exchange reserves reaching as high as US$ 4.82 hillion a
end December 2001, there was a sense of stability vis-&vis Rupee. Asaresult,
effectiverate of return on Dollar denominated assets became unattractive.
Likewise, weighted average Rupee deposit rates were also low.” In this scenario,
equity market proved to be an attractive avenue for investors.

Although, these factors were

ingrumental in current rally Table8.1: Highlights of K SE (ason December 31, 2001)
(sincethe start of January Rupees and sharesin billion

2002), role of investor Listed companiesat KSE 757
confidence cannot be KSE-100 index 127306
overlooked. Inthis r_e_gard, the Chenge since e 2001 (%) 63
part played by Securities and .

Exchange Commission of Ve (1556)
Pakistan (SECP) asregulator ~ LiSed Canitd aKSE 2568
aof the equity market is Market Capitalization 29401
commendable. Sinceits Shares traded at KSE during the quarte 6.24

inception, SECP has assumed a hands-on gpproach to improve trangparency in the
trade activities of the market. It successfully handled the sengitive issue like
conflict of interest in management of bourses by enforcing change in the Article

of Association of stock exchanges® After these changes, SECP nominates about
40 percent outside members in the Board of Directors, thus making it more
independent from the influence of the members of the bourses® Previoudly,
SECP could nominate only two members on Board. As aresult, influence of
brokers and members of stock exchanges has been diluted and there are more
checks and baances in place now. While, this was a significant improvement, it
isexpected that in future, SECP will gradualy shift this balance in favor of
independent outside members.

Also, with the successful introduction of T+3 system, settlement risks are
minimized. Besides, Karachi Stock Exchange adopted a risk management system
to minimize speculdive and over -trading beyond the financia capacity of the

60 There was no rush on retail or wholesale markets for buying. Also, banks remained immune from
large withdrawals.

61 Weighted average deposit rates were at 6.1 percent on end-December.

62 |n addition to this, now SECP hasfinal say on the appointment, removal/termination, and non
renewal of the Managing Director of KSE. Managing Director is also amember of the Board.

63 H owever, purpose will only be served if these independent outside members take due

responsibility.



The Sate of Pakistan's Economy

brokers. These include imposition of minimum capital adequacy requirement and
exposurefloss limits for members. Moreover, the imposition of circuit breskers
has reduced the volatility in the K SE-100 index. *

Table82: TFCsissued since July 2001

million Rupess

Issuance
Security IssueDate Maturity 9z  Coupon Rate
ICI/PTA 2Aug0l Aug06 1600 PIB5Yr+300bps= 1600
ATLASLEASE 16Auw-01 Aug06 100 150
PACKAGES 27-Aug-01  Jan05 70  1350%-17%, three days repo rate +1.25% pa
GULISTAN 5Sp0l Sep06 3207 2%+ DR. floor 14%, ceiling 17.5%
DAWOOD 128p01 Sep06 2538 ﬁgorpe&léasov/\éltzaopui ?;g;dl option, yield 1.75 + DR,
INTERBANK 15Sp-01  Sep06 50 rln3c';1t5r-1i6zﬂ)léﬂz yrs = 13.75% pamonthly 3 yrs 6
NISHAT 195p01  Sep05 600 14.5% 1<t year, 24 year 1.5% over DR, floor 13%

caling 17%

Hoeting rate (weighted average cut off yidd of last

ENGROCHEMICAL  27-Nov-01 Now-06 50 thresauction of 5 year PIB Plus 1.15) Hoor 13 %,

Celling 17%

PARCO 12Dec-01  DecOd 2500 Base rgt_e* + 1.45 % (Floating rate profit) Hoor 13%
p.a celing 15% p.a

CRESCENT LEASNG  26Da-01  Dec06 0 Base rate™ + 2 % (Floating rate profit) Floor 14.5%
p.a cdling 18% p.a
SBP Discount Rate+2.25%, 1t 2 years Foor
SECURITY LEASING  28Dec-01  Dec05 20  14.75%, Cap 17.50%, 3 & 4 Year Floor 14.0%, Cap

17.5%
RELIANCE SBP Discourt Rate+2.5%, Floor 15.25%, Cap
WEAVING Gl Fesly B o

*Baseraeisdefined as the last cut-off yield on the last SBP's auction of 3yeer PIB.
** Baee rate is defined as the lest cut-off yidd on the last SBPs auction of Syear PIB.

Asaword of caution, there are gtill certain weaknesses that need to be addressed.
For example, issue of poor disclosure by the companies is the foremost concern
for investors. Recent fiasco of Enronin USA has once again brought the issue of
poor accounting disclosures to surface. 1n many ways, this highlights the need to
improve both internal and externa auditing standards. The myth of self-
regulation that is prevalent in accounting industry (in Pakistan as well) needsto

be changed. It is easier said than done for the management body to regulateits
members, who dected it. Also, thereis aneed to split auditing and consultation

64|f thereis 7.5 % change (plus or minus) in price of scrip from its last closing price, trading in such

scrip is suspended.
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business of accounting firms.® It is high time for concerned authorities to make
changes in regulations that govern accounting profession in our country. This will
make accounting disclosures more transparent and will provide comfort to
domestic and foreign investors. Also, the issue of badla financing, which every
now and then creates tremors in the market, needs some regulation. As a matter
of fact, brokers smultaneoudy acting as intermediaries and badla financers
present another conflict of interest situation.

An area of encouragement is the corporate debt market that showed immense
progress since FY01. Twelve new issues were floated in the market since the
start of thisfiscal year (see Table 8.2). Future outlook is aso encouraging as few
more TFCs are in pipeline and will be floated in future. Also, State Bank of
Pakistan dlowed commercia banks to issue TFCs to augment their
supplementary capital.”® These issues will be unsecured, with aminimum
maturity term of 5 years and must be rated “A” by credit rating agencies. This
will alow banks to raise funds to match their medium term requirements. This
decison islikdly to accelerate the growth in corporate debt market as some banks
areexpected to launch their TFCs in near future.

9. External Sector®

Unlike rest of the World where the September 11 attacks further depressed the
economic outlook, Pakistan experienced a positive structura change in the

externa account. This extraordinary shif t even overshadowed successful
completion of first IMF program in 10 years that not only increased Pekistan's
credibility with the IFls, but also paved the way for three'year PRGF. In fact,
there is a high probability that even if September 11 incident had not happened,
Pakistan would have nonetheless obtained the PRGF on similar terms. The terms
of restructuring of externa debt, however, may not have been as concessional as
those eventudly offered.

While trade and services are showing some signs of disruption from cancellation
of export orders, dowdown in shipment of air cargo of foreign arlines, and
higher war -risk freight and insurance surcharges; these losses seem limited and
short-term in nature. In contrast, economic gains of September 11 attacks
obvioudy have significant long-term implications. More specificdly, the

8 Since Enron’ s auditing failure, world's leading accounting firms are splitting their auditing and
consulting business. Among these are, the world's largest firms like Del oitte Touche Tohmatsu,
PricewaterhouseCoopersand Andersen.

66 BSD Circular No.1 dated January 1, 2002.

57 This section is based on exchange records from SBP, which will not tally with more detailed
customs data used in the Trade subsection.
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government’ s decision to support the US-led codition againgt terrorism has
revived previoudy strained relations with mgjor bilateral creditors, particularly

the United States. Consequently, sanctions imposed by the USA and Japan in
response to May 1998 nuclear tests and military takeover in October 1999 have
been withdrawn. Accordingly, in addition to payments for logistic support to US
operations in Afghanistan and increasal quota for Pakistani textile exports, USA
aso provided a US$ 600 million as grant and, resumed Pakistan's access to
EXIM Bank and OPIC. Furthermore, the EU hasincreased quotafor textile
exports from Pakistan by 15 percent and removed tariffs.

Another positive development is the recent debt restructuring agreement with the
Paris Club, which is more accommodating than previous two accords. Pekistan is
the fourth country in the world aong with Egypt, Poland and Y ugodavia, which
was granted such generous terms leading to implied debt reduction without

having a HIPC or IDA only status. With reduction in the net present value of
bilaterd debts between 27 to 43 percent, Pakistan is expected to save between

USS$ 2.7-3 hillion in debt payments in the next three years (see Special Section

on external debt).

The agreement dso provided the immediate support in terms of cash flows with
the deferrd of interest and principa payments (including interest payments due

on restructured debt as well) for remaining part of current fiscal year. Thisis
extraordinary as payments on loans contracted after the cut-off date of September
30, 1997 were a so postponed (see Special Section on external debt for more
details on rescheduling).®

The mogt significant development relating to September 11 event occurred in the
foreign exchange market, where collapse of the kerb premium and sharp
gppreciation of the Rupee (following globa effortsto starve terrorists of funds),
has provided a window of opportunity to remove the market segmentation. In
this regard, the proposed set up of foreign exchange companies will be a step
towards resolving the most binding structural problem in the Pakistan’s externa
sector.

9.1 Current Account
The current account recorded an unprecedented surplus of US$ 1,276 million in
H1-FYO02 (see Table 9.1). Although Pekistan posted a surplus in FY 01 as well,

%8 The cutoff date defined in the first rescheduli ng isimportant since it is not changed in subsequent
Paris Club treatment. Furthermore, credits granted after this date, are generaly not subject to future
rescheduling.
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thiswas primarily driven by purchases from the kerb market and change in the
accounting treatment of Saudi Oil Facility (SOF) from non-food aid to officid
transfers. In contrast, the upturn during H1-FY 02 is broad-based as dll
subcategories of the current account show a marked improvement. In effect,
excluding inflows under officia transfers (grant from the USA, SOF, etc.), the
current account showed a

surplusof US$ 335 mi”ion Figure 9.1: Current Account Balance (Jul-Dec)
dur_' ng H1-FY 02 a.:]a_ns a Current account balance m Excl. official transfers
deficit of US$ 744 million 1.6
during the same period last 1.2
year (seeFigure 9.]). 0.8
1]
: , S5 04
Despite reported cancellation 5
3

|
of export orders and levy of : _8'2 B ' ' I '
war risk premium on exports '
from Pakistan after September 08 1=

11 atteck, the trade deficit 12
during H1-FY 02 was only -1.6
USS$ 48 million, showing a -2.0
contraction of US$ 718 FY99 FY00 FYOL FYo2

million over corresponding
period last year. Of that, US$ 514 million were savings in the import hill, largely
on account of subdued ail prices and lower quantum of petroleum products.
Although export earnings increased by US$ 204 million during H1-FY 02 over
last year, their performance in November and December is not very
encouraging. *

The services account improved further following September 11 incident as net
outflows in the second quarter fell by US$ 114 million over last year.” Looking
at thefirgt haf of FY 02, the deficit contracted by 10.6 percent over H1-FY 01,
despite higher paymentsin ‘other trangportation’ and ‘dividend and profit’ (see
Table9.]). Thereduced interest payments are the mgjor source of contraction,

6 Exports for Q2-FY 02, on the basis of custom record, have declined by 2.5 percent, against a
growth of 1.8 percent registered in Q1-FY02. This suggests that exports based on exchange record
may fall in coming months unless compensated by increased market access from EU and the US. In
particular, it is expected that EU decision to increase quotas for textile and clothing products by 15
percent and to reduceduties by about 7 percent effective from January 1, 2002 would provide much
needed scope for Pakistani exports.

™ During the first quarter, the services account deficit declined by US$ 58 million over same period
last year.
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Table9.1: Balanceof Payments- Summary Table
million US$

Items H1-FYOL HEFYO2 Q1-FY02 Q 2FYQ2 Q1-FYoL Q2-FYOL

1 TradeBalance -766 -48 -1 146 -568 -198
Exports(fob) 4323 4527 225 2302 2135 2188
Imports (fob) 5089 4575 2419 2156 2703 2%

2 Services(Net) -1621 -1449 -86 -623 -884 =137
Shipment -405 367 -197 -170 -213 -12

Other transportation D -24 -15 9 18 12

Travel -6l -44 -35 9 -28 -B
Investment Income -1167 -1088 -510 -518 -653 -514

Interest payments -851 -703 -33 -330 -483 -338

Profit and Dividend -316 385 -197 -188 -170 -146

Other goods, services& Income -18 74 -9 &8 -8 -10
3 Current Transfers(Net) 2125 2773 959 1814 971 1
@) Private Transfers -net 1643 1832 775 1057 707 B6

i) Workers Remittances [s0°] 983 340 643 366 23

ii) FCA (Residents) 1@ 14 23 11 76 16

iiii) Outright Purchases = 635 397 23 227 55

b) Officia Transfers a2 941 184 77 264 218

of which: Saudi ail fadility 3B 300 173 127 215 178

4 Current Account Balance (1+2+3) -262 1276 -61 1337 -481 219
5 Finandng .oul -1276 61 -1337 481 -219
1. Capital Account(net) -764 525 -5%6 n -a41 -3

a) Foreigninvestment 131 16 115 27 36

i) Direct investment in Abroad (Net) -n -5 0 5 0 -1

i) Direct investment in Pekistan (Net) 144 207 69 138 36 18

iii) Portfolio investment in Pekistan (Net) -0 -7l -53 -18 -9 -61

of which: stock markets -67 -57 -47 -10 -16 -5

b) Foreign long-term loans/credit (Net) -554 -407 -3 -49 -425 -129

i) Disbursements 631 620 179 441 233 33

Project Aid 46 294 166 128 199 6

Food Aid 0 0 0 0 0 0

Non Food 153 271 0 271 0 153

Others 15 55 13 2 A 39

ii) Amortization 1185 1027 537 490 658 527

Officia A5 778 3% 382 513 42

Others 20 249 141 108 145 9%5

©) Official Assistance (Net) 20 455 5 450 168 R

d) FCA (Non-residents) -6 -52 -25 27 -60 -5

) Others -408 652 -2A -418 -151 -57

Il. Changesin Reserves(-Inc/+Dex) i -1332 84 -1416 303 -2
Assats 4 -1622 -13%6 -1486 366 -3

SDRs 9 1 2 -1 0 -9

Forex (Sate Bank of Pakistan) -3 -1459 -42 -1417 320 -38

Forex (Commercid Banks) B -164 -96 68 46 40

Liabilities & 290 220 0 -63 110

Useof Fund Credit a7 290 220 n -63 110
Purchases/drawings 191 377 267 110 0 191

Repurchases -144 -87 -47 -40 -63 -8l

IIl.  Errors& Omisions 0 441 346 % 43 7

IV.  Exceptional finandng 63 140 231 91 584 39
SBP reserves 1443 3546 234 1412 1034 40
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which largdly reflect faling stock of private loan/credit and FE 45 deposits, and
lower international interest rates (LIBOR) compared to the last yesar.

In addition, higher PTCL earnings in the second quarter that led to areversa in
‘other goods and services', suggest that Pakistan received more oversess calsin
net terms during the period. These were probably from expatriate Pekistanisin
United States making calls to their families back home, or international media
providing extensive coverage to Pakistan. On the other hand, since a number of
internationd arlines have ether suspended or reduced their operationsin
Pakistan due to higher insurance premium (for being in the proximity of war
zone), this adversaly impacted earnings of Civil Aviation Authority (CAA) as
reflected in ‘ other transportation’. Nevertheless, PIA made gains asits cargo
operations went up to offset the reduced earnings from travel abroad. Looking
ahead, the services account is likely to be benefited from the government’s
decision to provide logigtic support to US operation in Afghanistan.

In terms of current transfers, these have posted a sharp increase of US$ 648
million (30.5 percent) during H1-FY 02, mainly driven by officid transfers and
worker remittances. Officid transfers include disbursement of US $600 million
grants from the USA redized in November 2001. However, this was partly offset
by reduced inflows under Saudi ail facility (SOF) on account of fdling oil prices
in international markets.

Asfar as worker remittances are concerned, the cash inflow registered a growth
of 66.2 percent during the firgt haf of FY02. Thisis outstanding in the sense that
excluding forced remittances (compensation to Kuwait war affectees and receipts
from Hajj Sponsorship Scheme), these inflows posted even larger increase of 96.4
percent over lagt year (see Table 9.2).

In terms of geographical sources, the upsurge in remittances was mainly from the
USA and the UAE, particularly in the second quarter of FY02. More specificaly,
cash remittances from the USA increased sharply to US$ 223.9 million in Q2-

FY 02 from just US$ 50.1 million in the earlier quarter (see Figure 9.2). This
probably reflects one-time reversa of capitd flight from USA for fear of possible
freeze following international scrutiny.

In case of the UAE, cash remittances increased from US$ 97.1 million in first
quarter to US$ 124.7 million in Q2FY02. Being hub of the hundi network in the
Gulf region, thisincrease in remittances is largely the result of enhanced
monitoring by the UAE centra bank. It istherefore expected that with continuing
efforts to clamp down the hundi network that led to collapse of the kerb premium,
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these inflows would persstin
coming months as well. ™
Also, with the launching of
foreign exchange companies

Figure9.2: Worker's Remittances from USA
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individuds to bring their
foreign currency accounts (held abroad) into Pakistan (see Figure 9.12). Asa
result, inflows under FCAs rose sharply from US$ 23 million in first quarter this
year to US$ 111 million during Q2-FY 02. However, the tota inflow of US$ 134
millionin H1-FY 02 is il far lower than US$ 192 million during the same period
last year. This suggests that the appreciation of Re/Dallar parity has largely
quelled incentives for Dollarization.

Asfar as SBP purchases from the kerb market are concerned, these fell sharply to
US$ 238 million in Q2-FY 02 from US$ 525 million during second quarter last
year. Thislargdly reflects contraction in transaction volumes through the kerb
market following internationd efforts on tracking funds to terrorist organizations.
However, the decline in kerb purchases was more than compensated by SBP
buying from the interbank market that rose to US$ 696 million (net) in Q2 FY 02
ageinsYtzonIy US$ 15.4 million during the same period last year (see Figure

9.13).

1T he UAE central bank has enforced proper documentation on outgoing transfers of more than
US$ 500.

72 SBP purchases from the interbank market are not reflected under * Current Transfers . The reason
issimple: the hard currency in the interbank market (which are receipts from export of goodsand
services, or remittances) are already realized in banking channels, SBP purchases merely change
their ownership from authorized dedlers to the central bank. In contrast, SBP purchases from the
kerb market add foreign exchange volumes into the formal channel.
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Table9.2: Region-Wise Worker Remittances

Changein H1-FYO2

Countries over H1FYOL
H1-FY00 HI-FYOl H1FY02 QI1-FY02 Q2-FY02 Absoute Pecentage

Gulf Region: 369.1 415.8 4819 216.3 2655 66.1 159
Bahrain 15.2 129 14.6 6.7 7.9 1.7 130
Kuwait 64.0 81.9 34.6 12,5 221 -47.3 -57.7
Qaar 7.5 7.5 13.4 3.7 9.7 5.9 78.8
Saudi Arabia 168.6 167.8 1700 85.4 84.6 2.2 1.3
Sultanat-e-Omen 252 19.8 275 10.9 16.6 7.7 39.0
UAE. 88.6 125.9 2218 97.1 124.7 95.9 76.1

Other than Gulf Region: 1185 156.5 469.5 1091 360.4 313.0 200.0
Canada 21 2.2 9.5 2.3 7.1 7.3 329.5
Gamany 6.1 4.9 55 2.4 3.0 0.6 112
Jgoen 0.8 1.7 25 1.0 14 0.8 441
Norway 3.0 3.2 3.2 1.6 1.6 0.0 0.6
UK. 38.0 41.3 61.1 22.7 384 198 479
U.SA. 37.9 62.6 2740 50.1 2239 2114 337.6
Others 30.6 40.6 1138 29.0 849 732 180.4

Total 487.6 572.3 951.3 3254 625.9 379.0 66.2

Growth Rate (%)

Encashment FEBCs &

FCBCs 30.1 37.0 31.0 14.6 164 -6.0 -16.2

TOTAL (including FEBC &

FCBC9 517.7 609.3 982.3 340.1 642.3 373.0 61.2

Growth Rate (%) 61.2

Growth Rate exd IragKuwat W A and Hajj Receipts (%) 96.4

9.2 Trade Account®

During the first half of FY 02, Pakistan's externa trade suffered the most serious
short-term setbacks in the shape of imposition of War Risk Surcharge and
reported cancellation of orders for exports that is likely to reduce exportsin
coming quarters, besides causing further dowdown in industrid activity (see Box
9.1). However, it istoo early to assess the exact impact, as the long-term benefits

73 The sub-section is based on customs data, which is more detailed. The numberswill not tally
with those in the balance of payments as they are based on exchange records. For acomprehensive

look into trade data, please see Special Section 3 in SBP s first Quarterly Report for FY 01.
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Box 9.1: War Risk Surcharge

Reacting to events of September 11 and subsequent war in Afghanistan by the US led codlition
againgt international terrorism; Lloyds of London - insurance underwriter - included Pakistan in
thelist of War Excluded Areas effective from October 1, 2001. The ships calling on ports of the
listed countries are required to pay an additional premium over and above the normd insurance
charges. Besides Pakistan; Algeria, Angola, Democratic Republic of Congo, Egypt, Eritrea, Gulf

of Agabaand the Red Sea, Isradl, Jordan, Lebanon, Liberia, Libya (incl. Gulf of Sidra/ Sirte),

Oman, Persian or Arabian Gulf and adjacent waters including the Gulf of Oman North of 24° N,
Seraleone, Somdia, Sri Lanka, Suez/Red Sea Transit, Syria, Y emen/ Peoples Republic of

Y emen, and Federa Republic of Serbia and Montenegro are currently included in the exclusion

list.

Responding to this, the India, Pakistan, Bangladesh, Ceylon Conference (IPBCC) linesimposed
war risk surcharge (WRS) of $185 per TEU (equivaent to one 20 feet shipping container) from
Oct 1, 2001 and a surcharge of $4 to $5 per ton on bulk cargos. Realizing the adverse impact of
WRS on exports, government immediately started efforts for the remova of this surcharge and
offered to provide sovereign guarantee to the Lloyds of London. A delegation of Lloyds of
London and other insurance underwriters aso visited Pakistan to assess the situation and
expressed their satisfaction on the normal functioning of ports but the surcharge has not yet been
withdrawn completdy. Although, some shipping companies have reduced the WRS for Europe,
no significant reduction is observed in WRS for cargos destined to US coasts (East and West),
which isthe largest trading partner of Pakistan. The WRS for Europe on al cargo destined to and
from Pakistan charged by the IPBCC linesiis presently US$ 53 per TEU, whilefor US
destinationsit currently stands at US$ 125 per TEU. War risk surcharge currently levied on
Pakistan and some of the countriesin the region are given in the following table:

War Risk Surcharge! Charged by IPBCC Lines For Europe

per TEU
Effedtive from Pekistan India Bangladesh Si Lanka
1-Oct-01 185 10 10 160
30-0cd-01 149 10 10 160
26:Nov-01 149 10 10 110
15-Dec-01 139 10 10 110
2-Dez01 130 10 10 110
15-3n-@ 120 0 0 100
19-3n-@ 100 0 0 100
2-Feb-2 100 0 0 70
9-Feb-2 82 0 0 70
16-Feb-2 82 0 0 52
26-Feb-2 53 0 0 52

* Including Suez trangit extrarisk premium of US$ 10 per TEU withdrawvn w.ef. January 15, 2002.

The imposition of WRS, though adversely affected the Pakistan’ s export competitiveness across
the board, its effect is more severe in the case of low vaue added exports as this surcharge is
levied on per container or on weight irrespective of the value. Thisfact reinforces the urgent
need to shift towards the high value added exports, which government is emphasizing for the last
many years. To lessen theimpact of WRS on exporters, SBP aso lowered export refinance rates
to aslow as 6.0 percent. Moreover, reported decline in the trade cargo after September 11 created
surplus space in the vessdl's, and foreign shipping lines have reportedly reduced the freight rates

towards the end of December 2001 to fill up space.

o
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may outweigh the short-term Figure 9.3: Trade Account
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74 Economic sanctions clamped on Pakistan in response to its nuclear tests on May 28, 1998 were
lifted by USA, Japan and other industrialized countries thus paving the way for economic
assistance.
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percent over the same period last year.

9.2.1 Exports

Exports during the firgt half of FY 02 stood at US$4.458 hillion (see Table 9.3 &
Figure 9.4). Thisfell short of the trade policy target of US$ 5.05 hillion for H1-
FY02. The dowdown of economic activities across the globe, particularly in the
magjor markets of the US and EU posed immense chdlenges to Pakistan's
exports.” The appreciation of 6.74 percent in the value of Pak-Rupee during the
second quarter of FY 02 has aso worked against the exporters76

Under these circumstances, maintaining the last year’ s export level with just a
small decline o 0.4 percent in exports during H1-FY 02 is itsdlf a significant
achievement.”” Pakistan’s major exports, including POL, |esther, readymade
garments, towels, tarpaulin & other canvas goods, bed-ware, surgicd instruments,
footwear, cotton fabrics, and yarn were able to show moderate to impressive
quantitative increases over H1-FY0L1. Thetotal quantity effect for the period
amounted to positive US$ 162.2 million.”® However, unit prices continued to
deteriorate over the period resulting in an overdl loss of US$ 182.0 millionin
export earnings.

Quarterly analysis reveds that in the second quarter of FY 02, export revenues
declined by 2.5 percent, against a growth of 1.8 percent registered in Q1-FY 02
reflecting the fact that the reported cancellation of export orders and imposition of
War Risk Surcharge may have aready started taking its toll on Pakistan's export

ST he economic outlook in the US s il in doldrums, with GDP growth after declining by 1.3
percent in the third quarter of 2001, recovered in the fourth quarter and posted a growth of 1.4
percent. Though US economy istechnically not in recession, the dowdown ill perssts. Industria
production fell by 0.1 percent in December, while capacity utilization was the lowest since 1983.
The latest 25 bps cut in the US interest rates by the Fed, the 11% such cut since the beginning of the
year, isyet another indication of the flagging US economy. However, Composite Index of Leading
Economic Indicators rose by 1.2 percent in December, its largest gain in almost six years, boosting
hopes of a speedy recovery in the economy. In the Euro area, there was more evidence of economic
dowdown. In November, industrial output fell in Germany by 4.8 percent, Netherlands by 5.3
percent, and Belgium by 9.3 percent, and France by 0.9 percent.

61 viewed in the context of price-cost structure of exports especially textile, this appreciation has
also led to lowering of manufacturing cost and to some extent mitigated the adverse impact on
exporters. SBP sintervention (purchases) to prop up the value of US dollar hasto be seenasa
balancing act between the benefits realized and foregone. Redlized benefits include build up of
reserves, while the foregone benefits include potentially larger import of capital goods for BMR.

" More specifically, our exports to the US registered a negative growth of 0.8 percent, while
exportsto EU increased by 5.2 percent.

8 The quantity and price effect (on exports) is calculated on the basis of detailed data available on
27 items, covering 78.8 percent of total exports.
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Table 9.3 Major Exports
vaue million US$; unit vdue US$

% ?in H1-FYO2

H1FYOL HIFY02  Abs ?
Commodities Unit Ot Ot in H1-FY0L Orit
Value Value Value Value Value Qty. Value Value
A. Primary Commaodities 5774 - 500.6 --- -768 - -133 -
Rice MT 255 25498 2241 26299  -14 -36 -06 31
Raw ootton MT 878 100018 50 @018 -828 -B5 U3 -128
Raw wool (excl. Wool tops) MT 04 125766 06 91237 02 B9 41 275
Fish and fish preparations MT 820 193497 736 167734 -84 36 -102 -133
Legher M 1022 29 147 1373 125 57 122 62
Guer and guar products MT 93 108945 84 7208 -08 378 -88 -8
Fruits MT 420 396.23 386 36422  -34 -01 -82 -81
Vegetablesind. roots and tubers MT 169 21916 168 19%9% -01 10 -07 -106
Crudeanima materia MT 83 49062 66 5672 -17 -285 -201 72
Oil seeds & nuts €c. MT 31 5078 122 43471 91 3BBO0 2920 -144
B. Textile Manufactures 28232 = 28625 303 14
Cotton yamn MT 545 199111 4693 177847 -3B2 41 70 -107
Cotton fabrics (woven) M 5094 061 523 059 129 59 25 -32
Hodery (knitwear) Doz. 4555 2314 438 289 -197 -75 43 35
Bed ware MT 3673 507466 4534 500266 81 282 284 02
Towds MT 1119 358358 1318 341464 199 286 178  -47
Cotton bags and sacks MT 85  41x53 77 410401 -08 -92 -98  -07
Reedymade garments DOz 4119 B34 4R3 207 215 B85 52  -181
Tarpaulin & other canvas goods MT 180 227773 218 22319 38 23 209 -20
Tule, lace embroidery etc. — a4 50 06 125 -
Synthetic textiles SOM 2633 0.65 2079 061 554 -152 210 -68
Other textile made up — 1658 -- 1711 52 32
mﬁjﬁg'd of textile MT 26 549 33 5054 07 155 253 85
C.Other Manufactures 7609 - 7646 37 98
Carpets, carpeting rugs & mats M 1338 469 1108 4752 -0 -182 -172 13
Petroleum and petroleum products  MT 865 23263 984 18323 120 45 138 212
Sports goods — 1202 = 1262 6.0 50
Lesther manufactures — 2402 -- 211 2191 - -79
Foot wear PAIRS 207 5.86 237 6.17 30 89 147 53
Surgica and medica instruments NO 590 131 706 128 16 24 196 -23
Cutlery GR 138 213 123 BB -15 -140 -107 38
Onyx manufectured MT 66 173778 51 1588 -14 99 -218 -132
Chemicas and pharmaceuticals - 649 - 662 13 19
Molassss MT 153 285 02 4091 148 5719 %6 245
D. Others 3122 = 3301 179 57
Total Exports 44738 -- 44578 -159 - -04 —
%ﬁggjtgrnfwd items and 40165 40876 711 18
&\édl\', Eﬂoﬁg ;%d\;;?;s and 35120 36183 159 30

Source: Federd Bureau of Statigtics.
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performance (see Figure 9.5.

However, the actual impact of
the crisiswould not be known
till the second half of the
current year as the industry
was so far engaged to
accomplish the export orders,
which were dready in the
pipeline. Keeping inview the
present world ecanomic
scenario, Pakistan may have
to revise downwards its
exportstarget, asit seems
unlikely to achieve the US$H
10.1 billion target st inthe
Trade Poalicy.

Figure 9. 5: Export Growth
(over corresponding period)

X l
Q2-FYoL Q2-FY02

0.4%

8%
2.5%

8. 4%

H1-FY01 H1-FY02

The following highlight Pakistan’s export performance during the first haf of

Fy02:

?? Exports of textile manufactures during the firgt half of this year amounted to
US$ 2,862.5 miillion, recording a 1.4 percent improvement over H1-FY 01.
The exports of cotton fabrics, bed-ware, readymade garments, other textile
made-ups, toweds, tarpaulin & other canvas goods, tule, lace embroidery, and
waste materia of textile fabrics, showed increases; while cotton yarn,
knitwear, synthetic textiles, and cotton bags recorded negative growth.
Though higher textile quantitative exports contributed additiond earnings of
USS$ 209.5 million, the negative price effect of US$ 175.9 million reduced this
gain to just US$ 33.5 million (see Figure 9.6).

?? Cotton yarn exports stood at US$ 469.3 million in H1-FY 02, showinga 7.0
percent decline over the same period last year. The, lower per unit export
prices reduced tota receipt by US$ 56.1 million, which completely wiped out
the gain of US$ 20.9 million from the 4.1 percent increase in export quantities,
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?7? Bed-ware exports showed amarked improvement in terms of both vaue and
export volume during the first half of FY02.” Their contribution towards
export earnings increased by 23.4 percent to US$ 453.4 million on the back of

®The European Union (EU) has withdrawn anti-dumping duty of 6.4 percent on import of bed
linen from Pakistan with immediate effect, which was imposed on June 12, 1997 along with Egypt,
India
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Figure 9.6 : Textile Manufactures-Quantitative Exports and Unit Prices
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higher export volumes and a dight improvement in the redlized per unit export
price. A 23.2 percent higher export volume accounted for again of US$ 85.4
million while 0.2 percent improvement in the per unit export price enhanced
the tota export proceeds by US$ 0.7 million.

?? During H1-FY 02, 38,587 metric tons of towel swere exported valuing US$
131.8 million, registering a 17.8 percent increase compared to the
corresponding period last year. The higher revenues from towel exports can
be decomposed into a positive quantum effect of US$ 26.4 million and a
negative price effect of US$ 6.5 million. Main buyers of Pakistani towels are
the US, UK, Germany, the Netherlands, Italy, France, Canada, Australia,
Spain and the UAE.

?7? Readymade garmentsfetched US$ 433.3 million during H1-FY 02, registering
a 5.2 percent growth over the same period last year.® A 28.5 percent increase
in export volume resulting in US$ 117.2 million enhanced earnings more than
neutralized the loss of US$ 95.8 million caused by 18.1 percent fal in average
export price. Readymade garments exporters were able to post a positive
growth both in terms of volume and vaue during the Q2FY 02.

?? During the first haf of current fiscal year, revenues from rice export stood a
USS$ 224.1 million as againgt US$ 225.0 million in the same period last year,
showing adight decline of 0.6 percent.gl During the period, 275.7 thousand
metric tons of basmati rice vaued at US$ 129.3 million was exported,
showing 18.5 percent increase in terms of volume and 14.8 percent in value
over H1-FY01. On the other hand, export of 576.5 thousand metric tons of
low qudity rice earned US$ 94.9 million, registering a decline of 11.5 percent
and 16.0 percent both in terms of volume and value respectively. Despite the
improvement in per unit export price by 3.1 percent, the fall in export earnings
resulted from an overd| quantitative decline of 3.6 percent leading to a net
loss of US$ 1.4 million in export earnings® It is, however, worth mentioning
that rice export earnings increased by 4.5 percent in Q2-FY 02 compared to a
fal of 6.0 percent in Q1-FY 02 over the corresponding periods of last year

® Most of American buyers are reluctant to place fresh ordersin fear of delay in shipments.

8 Rice production had been estimated at 3.8 million tons this year as compared to 4.8 million tons
in the last year because of irrigation water shortages during the growing season. The country's

annua domestic rice consumption is around 2.3 million tons.

82 A detailed analysis reveaed that the increase in the realized per unit price resulted due to higher
proportion of high quality basmati rice in total rice exports during H1-FY 02 which increased to 32.3
percent from 27.3 percent in HXFY01.
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despite appreciation of rupee againg the dollar, and stiff competition from
India, Thailand, Vietnam, Chinaand Myanmar.®

?7? Carpet exportsin H1-FY02 fel by 17.2 percent due to lower quantum despite
improvement in unit prices. During the period, atota of 2,332.8 thousand
square meters of carpets (worth US$ 110.8 million) were exported, showing a
net reduction of US$ 23.0 million compared to the same period last year.
Since the US is a major market for Pakistani carpets, continuing weaknessin
the US economy, had an adverse impact on the performance of this sector.

?? During thefirst haf of FY 02, Footwear exportsrose by 14.7 percent due to
both higher quantum and 5.3 percent improvement in the per unit price over
the same period of last year. A tota of 3.8 million pairs vauing US$ 23.7
million were exported registering a net gain of US$ 3.0 million.*

?2? POL exports, despite faling international prices, registered a growth of 13.8
percent over H1-FY 01 and earned US$ 98.4 million during the period under
review. During the first haf of current fiscal year, Pakistan exported 208.2
thousand metric tons of crude oil vaued US$ 39.3 million showing a decline
of 9.4 percent when compared with the corresponding period of FY01.® Bulk

Figure 9.7 : Export of Petroleum Products during H1-FY 02

Others Others

207.3 36.2

Quantity Value
(thousand metric tons) (million US $)

of the crude oil export was registered in Q1-FY 02, while Q2-FY 02 saw a
significant decline of 48.5 percent over the same quarter last year. Export of

83 Pakigtani exporters were unable to quote lower prices being offered by Indiaand other

competitors.

84The European Union, especially Western Europe including Germany, UK, Italy and France, isthe
main importer of Pakistani footwear. The Middle East is the second buyer followed by Central Asia
and Africa.

85 Export of crude oil is necessary since Pakistan lacks refining capacity for low-grade crude oil
produced in the country.
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petroleum products, however, showed remarkable growth both in terms of
quantity (131.8 percent) and value (66.1 percent).

During the period, Pak Arab Refinery Co Ltd (PARCO) exported 121.7
thousand metric tons of motor gasoline valuing US$ 22.936 million (see
Figure 9.7).

9.2.2 Imports

Imports during the first half

of FY 02 amounted to US$ Figure 9.8: Composition of Imports

4,875.4 million, registering a H1-FYOl mH1-FY02

9.6 percent decline over the 2100

corresponding period last year 1800 |
(seeTable9.4 & Figure9.8.

Lower imports of food items | 5 ™% —
(especidly refined sugar) and 2 1200

areduction in the POL import | £ gg -

bill (resulting from lower E 600 L

internationd oil pricesaswell

as reduced import quantum of 300 - Ii
petroleum products), were 0 |

mainly respongble for this
decline in Pakigtan' stotal
import bill.* Excluding POL,
imports declined by a much

POL
Food items

Machinery
Chemicals
Metal group
Other Imports

smaler margin of 0.8 percent,
while nortfood non-oil imports, showed a significant growth of 5.9 percent (see
Figure 9.9). Thefollowing points highlight the mgjor developmentsin Pakistan's
import performance during the firgt half of the current fiscal yesr.

?? Owing to adeclinein world oil pricesand fal in domestic consumption, POL
import bill during the first half of current fiscal year showed a significant
reduction of US$ 492.9 million over H1-FY 01 and stood at US$ 1,347.9
million. The average POL import price during the period fell by 19.6 percent,
resuting in anet saving of US$ 327.9 million. Notwithstanding the increase of
7.9 percent in the volume of crude imports due to the commissioning of
PARCO, there was an gppreciable 20.2 percent decline in the import volume

8 |nternational prices of crude oil continued their declining behavior observed in the first quarter of
FY 02 as Brent crude prices posted a cumulative decline of 25.4 percent for H1-FY 02 over the same

period last year.
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Table 94: Major Imports
vaue million US$; unit value US$

% ?in H:FY02/

H1-FYolL H1FYO02 Abs. ?
Commaxities Unit Unit Unit I — Unit
Value Value Value value Vaue Qty. Value VENE
A Food Group - 5728 --- 3712 - -2016 --- -35.2 --
Milk & creamindl. Infant milk food MT 112 17596 70 24754 4.2 557 377 407
Wheat un-milled MT 94 2032 206 1789 112 1491 1193 -120
Dry fruits MT 185 5432 137 3625 4.8 111 259 -333
Tea MT 1052 19338 789 15988 263 -93 260 -173
Spices MT 74 1,1788 77 9171 0.3 329 34 222
Edibleail MT 176.0 3124 166.5 2997 95 -14 -54 -4.1
Soya bean MT 266 3446 70 3465 -196 -7138 737 05
Palmail MT 1494 307.3 1595 2979 101 101 6.7 -31
Sugar MT 1879 2711 24 2713 -1656 881 881 01
Pulses MT 571 3287 4 3025 27 34 -48 -80
B. Machinery Group - 9771 --- 908.6 - -68.5 --- -70 ---
Power generating machinery 07 781 -12.7 -14.0
Office machinery - 1110 - 1044 — 6.6 - -5.9 -
Textile machinery — 1640 --- 2334 — 694 --- 423 ==
Congtruction & mining mechinery 43 57 184 53.7
Electrica machinery & apparatus - 64.0 - 7 — 94 - -14.6 -
Railway vehicles - 54 -—- 163 — 109 -—- 2042 ===
Road motor vehicles 1708 1419 -— 289 -16.9
Aircraft, ships and boats -— 385 - 266 — -119 - -30.8 -
Agricultural machinery & implements — 109 --- 58 — 5.1 --- -46.6 -—-
Other mechinery 2876 1947 9238 323
C. PetroleumGroup MT 18408 2145 13479 1725 -4929 123 -268 -19.6
Petroleum products MT 11117 2159 7048 1715  -4069 202 366 205
Petroleumcrude MT 7201 2123 6431 1736 -86.0 79 -118  -182
D. TextileGroup - 742 --- 8r2 - 130 --- 175 -
Synthetic fibre MT 382 12945 b4 1,2725 28 -5.7 -7.3 -17
Synthetic & artificid silk yarn MT 236 18034 375 1490 139 911 588 -169
Wornclothing MT 124 3058 143 3117 19 131 153 19
E. Agricultural and Chemicals Group 9465 9B47 82 09
Fertilizer MT 1251 1852 1411 1453 161 438 128 215
Insecticides MT 248 3106.3 480 29225 32 138 7.0 -5.9
Plastic materials MT 1641 8804 160.6 7908 35 9.0 -21 102
Medicind products MT 147 232217 1070 220244 -76 -16 -6.6 -52
Others 4978 4979 0.1 0.0
F. Metal Group 156.3 2133 569 364
Iron and stedl scrap MT 156 116.6 258 1203 102 59.8 649 32
Iron and steel MT 1245 337.2 1695 2972 450 545 36.2 -11.9
Aluminum wrought & worked 98 86 1.2 -124
G. Misdlaneous Group - 1232 --- 1337 - 105 --- 85 -
Rubber crude MT 196 6721 201 644.7 05 6.9 25 -4.1
Rubber tyres& tubes Nos 328 249 303 214 25 72 -76 -138
Wood & cork -— 56 - 57 = 0.1 - 25 -
Qe MmT 128 2617 108 2876 20 233  -157 9.9
Paper and paper board & manufactures MT 524 7630 6.7 7233 144 344 274 -5.2
H. Othes == 704.6 --- 8589 - 1543 219
Total Imports 53955 48754 -5201 -9.6
excl. Food group 48226 4504.2 -3184 -6.6
exd. POL group 3554.7 35276 271 -0.8
exd. Food and POL groups 29819 3156.3 1745 59

Source: Federd Bureau of Statistics
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of petroleum products, which led to a further saving of US$ 165.0 million.”

A best part of this saving
occurred in Q2-FY 02
when POL import bill

Figure 9.9: Imports excl. Food and POL
H1-FYOl mH1-FY02

declined by 29.6 percent 6.0
asagaing asmdler :g
decline of 24.4 percent it
during Q1-FY02.% 0

. B 351
Inadditionto the 2 30
increased availability of S 254
petroleum productsin the 2 204
country, the economic 1.5 1—
dowdown especidly after 1.0+
the September 11 events, 0.5 1—
conversion of some power 0.0

excl. Food excl. POL excl. Food Total
and POL imports

and cement plants to gas,
and conversion of cars

and other vehiclesto
CNG from petrol resulted in lower import of petroleum products. Greater
reliance on hydel power generation by WAPDA due to improved water
Stuation (reservoir levels) in the first hdf of FY 02, and suspension of
operation by foreign airlines coupled with reduction of flights by PIA
immediately after the September 11 events also resulted in the reduced
demand of furnace oil and jet fud respectively.®

? Import of machinery (except textile machinery) has been declining over the
years, indicating an industrid stagnation and poor investor confidence in the
country. Despite the gppreciation of 6.77 percent in the value of Rupee during
thefirgt haf of FY 02, the import of machinery has not yet picked up. In fact it
has declined by 7.0 percent from US$ 977.1 million to US$ 908.6 million.
However, reflecting the continuation of BMR drive, textile sector imported
machinery worth US$ 233.4 million as compared to US$ 164.0 million in H1-

8 particular, the import volume of high-speed diesdl and furnace oil dedlined by 13 and 26

percent respectively during H1-FY 02 over same period last year.

88| nternational prices of crude oil (Brent crude) fell by 34.1 percent in Q2FY 02 as compared to a

decline of 17.1 percent in QEFY02.

89 Furnace oil demand may increase in the later half of FY 02 when water situation is expected to
deteriorate and demand for power will increase due to start of summer. Moreover, mgjority of
foreign airlines have since come back and resumed their normal operations from Pakistan thus

increasing the demand of jet fuel by the aviation industry.
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FY 01, showing an increase of 42.3 percent.® Import of construction &
mining machinery, the only other machinery item showing promising
prospects, increased by 53.7 percent during H1-FY 02 over the same period
last year. All thisimprovement occurred in Q1-FY 02 when import of
congtruction & mining machinery increased by 124.7 percent, while it actually
declined by 7.7 percent during Q2-FY 02. Immense opportunitiesthat are
likely to emerge in the reconstruction and rebuilding of Afghanistan may turn
this trend around in future. **

?? During H1-FY 02, metal groupimports cost US$ 213.3 million, registering a
36.4 percent increase over the corresponding period of last year showing some
signs of activity in congtruction business. Within this group, import of iron
and sted scrap accounted for US$ 25.8 miillion, arise of 64.9 percent over
H1-FY 02 owing to rising demand by stee! rerdlersto cater to the needs of
congtruction activity. Similarly, a36.2 percent rise was recorded in the import
of iron and stedl, increasing from US$ 124.5 million in H1-FY 01 to US$
169.5 million in the first half of FY02.

?7? Fertilizer accounted for US$ 141.1 million in the import bill for H1-Y 02,
which is 12.9 percent higher than H1-FY01. Thisison account of an increase
of 43.8 percent in imported quantity, which may be a direct consequence of
the decision by FFG Jordan Fertilizer Company to stop Di-Ammonium
Phosphate (DAP) production due to heavy losses and dismal prospects. The
USS 54.8 million positive quantum effect was partidly neutraized by the
negative price effect of US$ 38.7 million resulting from lower import unit
prices.

?? Edible ail imports during the first haf of FY 02, stood at US$ 166.5 million,
showing a 5.4 percent fal over last year. Lower imported volume accounted
for the saving of US$ 2.4 million, while wesk international prices resulted in a
gain of US$ 7.1 million. Bulk of the declinein import volume hgppened in
Q1-FY02 (15.2 percent), while imports actually increased by 13.2 percent in

%0 The import of textile machinery and equipment is apart of the investment drive by the big
business groups continuing for last couple of years to re-design and revamp industry with afocuson
vaue-added sector and technology improvement in spinning, weaving, bleaching, and dyeing.
However, market sources claim that this BMR drive is beginning to falter and no fresh import
orders for textile machinery are being placed despite the appreciation of rupee against dollar and
other currencies. Pakistan is aso likely to buy second handtextile machinery worth $200 million
from the United States.

91 Pakistan's congtruction sector has many strategic advantages because of geographical proximity,
established means of communication, common language and historic links with Afghan contractors
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the second quarter of FY 02 owing to recovering exports to Afghanistan,
especialy of palm-based products and reduced cottonseed oil crop.®

?? Sugar imports during H1-FY 02, declined by 88.1 percent owing to adequate
availability from domestic production, and carryover stocks from the last
season. Despite the delay in the start of current crushing season due to
continuing price dispute between the growers and mill owners, total expected
domedtic availability will be more than sufficient for the overdl requirements
of 3.(33mi||ion tons and no further import of sugar will be required this fiscd
year.

9.3 Capital Account

The deficit in the capital account declined by US$ 239 million to US$ 525 million
during H1-FY 02 (see Table9.1 & 9.5). Thiswasredized despite falling project
ad from IFIsand bilateral countries, higher repayments of commercia
loang/credit, lower inflow of IDB trade related support, and the closing out of
swaps with various commercial banks. On the contrary, the increased foreign
direct investment and over redlization of outstanding export bills (OEB) from
exporters helped in reducing net outflows from the capitd accourt. Asfar asthe
inflows in exceptiona financing are concerned, the actua hard currency payments
of rescheduled commercid loans (PTMA) and 25 percent repayment of remaining
FE 45 deposit reduced inflows to US$ 140 million in H1-FY 02 from US$ 623
million during the same period last year (see Table 9.7).

Net foreign investment

Foreign investment (net) increased by US$ 68 million during H1-FY 02 over the
same period last year. Thisis areflection of Pakistan's enhanced internationa
stature in recent political developments together with building up of foreign
exchange reserves that improved the balance of payments viability. >

®2purchases by the United Nations to help the Afghan refugees also increased the volume of edible
oil importsduring Q2FY 02.

% \nfact thereis a glut like situation in the domestic market and retail sugar prices have come down
significantly. Allegedy, un-interrupted import of refined sugar during the last season is responsible
for the accumulation of stocks with the sugar mills and they are asking for the permission to export
at least 200,000 tons of refined sugar. To discourage the import of refined sugar, Government has
decided to increase the import duty on sugar to 30 per cent from the existing 20 per cent.

9 As aresult, Moody's Investors Service recently upgraded rating for Pakistan's longterm foreign
currency debt and bank deposits from Caal to B3.
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Table9.5: Capital Account

million US$
IH FY00 IH FY01 IH-FYO2
Items cr. Dr CII\':Sdi o o SR oo oo o
1. Direct investment abroad 0 0 0 0 11 -11 0 5 -5
2. Direct investment in Pakistan 307 0 307 14 0 144 207 O 207
3. Portfolio investment 167 -167 70 -70 71 71
(of which Stock market) 29 29 67 -67 57 b7
4. Other long-term capitd -officid sector 665 1,044 -379 558 1212 654 565 797 -2
4.1, Assts 0 0 0 0 0 0 0 0 0
4.2. Loansdravn 665 1,022 -357 558 945 387 565 778 -213
4.3. Loans extended 0 0 0
4.4, Other Ligbilities 0 22 22 0 267 267 0 19 19
5. Other long-term capitd -Depost money
banks 0 0 0 0 1 -1 0 1 -1
5.1. Assets 0 0 0
5.2. Loans 0 0 0
5.3. Other Liabilities 0 1 -1 1 -1
6. Other long-term capitd -Other Sectors 137 332 1% 73 H5 272 55 448 -393
6.1. Assets 0 0 0
62. Loans 106 332 26 73 240 167 55 249 -1%4
6.3. Other Liabilities 31 0 31 0 105 105 0 19 -19
7. Other shortterm capitd-Officid Sector 90 374 -284 277 144 133 580 679 99
7.1. Assets 0 8 -8 0 7 -7 61 0 6L
7.2. Loans 0 174 84 252 137 115 472 679 -207
7.3. Other Liahilities 0 192 -192 25 0 25 47 0 a7
8. Other short-term capita-Deposit Money
Banks 0 662 -662 39 44 -5 7 13 -6
8.1. Assts 0 70 70 39 0 39 3 0 3
8.2. Bilaterd baances-assets 0 0 0
8.3. Bilaterd baances-liabilities 0 0 0
84. Liabilities under NR Alcs 0 7 -7 0 1 -1 4 0 4
8.5. Other Liabilities 0 58 58 0 43 -43 0 13 43
9. Other shortterm capitd - Other Sectors 0 470 470 186 214 28 98 22 %
9.1. Assets 0 103 -103 0 203 203 73 0 3
9.2. Loans 0 18 11 7 0 22 22
9.3. Other Liahilities 0 367 -367 168 0 168 25 0 5
Capital Account 1,199 3051 -1,852 1277 2041 -764 1512 2037 -525
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In terms of investment rating, although the Pakistan's Eurobond is presently
traded at premium; its usefulness as a proxy for investment climate is limited due
to narrow base of bondholders which redtricts its trading in the secondary market.

Nevertheess, improved international position would be a source of comfort for
foreign investorsin Oil and Gas sector, as Pakistan would be able to meet
external payments when commercia production begins.

Long-term capitd (officid)

This head posted significant fal in net outflows from US$ 645 million in H1-

FY 01 to US$ 232 million during the same period thisyear. This was possible due
to following two reasons: (1) lower maturing repayments (seeitem 4.2 in Table
9.5), and (2) absence of ralling-over central bank deposits (seeitem 4.4in Table
9.5). Although, inflows under this category increased marginaly during H1-
FYQ2, it is expected that new commitments by donors would result into higher
receiptsin future.

Long-term capital (others)

Long-term capitd (others), which mainly comprises of suppliers’ credit, PAYE
loans and swaps, posted higher net outflows of US$ 393 million in H1-FY 02
againgt US$ 272 million during the same period last year. Thiswas largely due to
higher paymentsin ‘ others liahilities on account of closing out of swaps with
various commercia banks (seeitem 6.3in Table 9.5).* In addition, lower
inflows under suppliers credit and higher repayment of past contracted
loang/credits during H1-FY 02 (seeitem 6.2 in Table 9.5) aso added to net
outflows under this category.

Short-term capitd (officid)

This showed a sharp reversa from inflows of US$ 133 million during firgt half of
FY 01 to outflows of US$ 99 million in H1-FY02. More specificaly, the inflows
increased by US$ 222 million due to a higher dishursement of short-term loans
from commercid banks like Shamil Bank and National Bank. However, these
large inflows were more than offset by: (1) maturing of short-term commercia
swaps contracted with various commercia banksin June, and (2) repayments of
IDB financing for BOP support.

Short-term capital (deposit money banks & others)

9 These foreign currency swaps were contracted in June 2001 as an effort to meet NFA target.
However, since their settlement was carried out in Rupees, this represents notional outflow that was

matched by inflows under Errors and Omissons (seeTable 9.1).
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Thisincludes outstanding export bills (OEBS) held by commercia banks and
exporters, and non-resident FCAs. In overall terms, this category experienced a
reversal from outflows of US$ 33 million during H1-FY 01 to inflows d US$ 71
million during same period this year. Thiswas mainly driven by over redlization
of OEBs as exporters promptly surrendered their outstanding proceeds to avoid
losses from further appreciation of the Rupee/Dollar parity.

9.4 Exchange Rate Policy
The developmentsin the Figure 9.10: Rupee Exchange Rate Since Jan' 1990
foreign exchange market 20
during Q2 FY 02 were TN
dominated by downstream
implications of September 11
attack. Although, these
changes have dready been
discussed in the firgt
Quarterly Report for FY 02,
this section would highlight
some of the issues that
emerged during the course of
events.

Rs per US$
S8 SEHE S G 8RN

~
o
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Most importantly, thisled to a

complete reversal of
deva uation expectations in the market, which are generally formed on the basis
of typica history of exchange rate movement. Looking at historical trends, the
exchange rate has two main features. (1) the movement has been mostly one-way
(i.e,, the Rupee depreciates overtime); and (2) this has stepwise pattern which
suggests that the Rupee rate has witnessed long period of stability before being
interrupted by sharp phases of depreciation (see Figure 9.10). Interestingly, due
to payment pressures, often these phases were concentrated in the months of
September and October, thereby inevitably leading to deva uation expectationsin
these two months every year.

This stepwise and uni-directiona movement is <o reflected in the behavior of
market participants. More specifically, exporters who were accustomed to uni-
directiona movement of the Rupee, have incentives to hold on their proceeds
ingtead of sdlling in forward. On the other hand, exchange rate stability induced a
sense of complacency among importers who minimized their cost by running un-
hedged postions.



Second Quarterly Report for FY02

\rgvg’tgsarglggﬁtgﬁ;e Figure 9.11: Quarterly Depreciation of Pak Rupee
external shock of Sept emker First quarter m Second quarter

11 and subsequent collapse of 8.0 T omfortable forex _ Unofficial cap

the kerb premium that led to 6.0

sharp gppreciation of the 4.0 | _SBPto defend the parity

Rupeein the interbank parity |

market, were amajor blowto | 2© v

market expectations on 8 0.0

exchange rate.® Although, 2 Lol

thisis not the first time that '

the Rupee/US$ parity showed 4.0 —
appreciation, its magnitude -6.0 1 —
and span are unparalded. As sol

evident from Figure 9.11, the

Rupee aso posted -10.0

gppreciation during the -12.0

second quarter of FY'99 and
FY01. However, such

FY 94
FY 95
FY 96
FY97
FY98
FY99
FY00
FYo1
FY02

episodes can smply be
termed as correction in the parity as these were preceded by large Rupee
depreciation.

This movement against trend has caught market participants by surprise. While
exporters are finding it unrewarding to retain their proceeds, importers are
holding back their foreign currency demand in improvement of further
gopreciation of the Rupee; this behavior is adding further strength to the Rupee.”
Although, this appreciation of the R§YUSS$ parity has neutraized the incentive to
Dallarize, itsimpact on totad FCAs was mitigated as fears of internationa
scrutiny forced many individuas to bring back their foreign currency deposits
illegdly held dbroad (see Figure 9.12).

The resulting nervousness in the forex market has reversed the causal relationship
between the kerb and interbank rates. As discussed in the second Quarterly

96 While the Rupee started showing sign of strength in the last week of September, major gains were
realized on October 1 when it appreciated by over 4 percent in the kerb market. Inoverall terms, as
on February 15, 2002, the Rupee has shown an improvement of 12 percent over September 11;
whereas in interbank market, it showed an appreciation of over 6.5 percent.

9 The collapse of the kerb market premium has encouraged exporters not only to settle their
outstanding export bills by purchasing Dollars from the kerb market, but also pay their premature
proceeds from exports that would otherwise result in inflows in next few months.
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Report for FY01, aclear

causality had established Figure 9.12: FCAs (FE-25 & FE-31)
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fdling oil import bill and
rescheduling of interest and principal payments for remaining part of current
fiscd year under Idamabad terms further appreciated the Rupee (see Special
Section on debt). In addition, since the hundi network has become unfeasible
with the collapse of the premium, remittance inflows have aso started shifting to
forma banking channels®

The upturn in forex inflows (in both the kerb and foreign exchange markets) has
marked impact on exchange management by SBP. More specificdly, reliance on
purchases from the kerb market reduced considerably as SBP bought US$ 239
million in the Q2-FY 02 againgt US$ 528 million during the same period last year
(see Figure 9.13). Thislargely reflects SBP s careful stance in view of lower
volume of transactions through kerb channels. On the other hand, SBP net
purchases from the interbank market increased significantly to US$ 696 million
during Q2FY 02 from mere US$ 15.4 million in the same quarter last year (see
Figure 9.13.

Besides adding to foreign exchange reserves, the higher purchases from the
interbank market dso provided a comfortable floor to the Rupee a around 60 per
USDollar (see Figure 9.14).* Thisisimportant for exporters asthey are aready

% Thisis reflected in cash remittances (excluding compensation for Kuwait war affectees and
receipts from Hajj sponsorship scheme) that increased from US$ 190 million during Q2FY 01 to
US$ 614 million in the same period this year.

9 |f SBP easad it's buying of hard currency, the Rupee would easily appreciate to Rs 58/Dallar, if
not more (or lower in terms of the parity).
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Figure 9.13: Kerb Purchases, Premium and Market Support
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Figure 9.14: Inter-bank and Kerb Market RHate
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facing loss of their traditiona markets following Afghan war and, in some cases,
are unable to meet their commitments. Despite these large purchases, the
exchange rate in red terms is showing appreciation in the range of 5.1-9.6 percent
during September-January period (see Figure 9.15).

The increased inflows in the interbank forex market also alowed SBP to further
liberdize the exchange rate regime. In particular, the requirement of approved
commercia transactions for any interbank deal was abolished. Although, the
condition was imposed to prevent speculative trading by ADs, this also restricted
otherwise legitimate market transactions aimed at managing their risk. In another
step, limits on foreign exchange payments relaing to travel, education and hedth
were done away with. Furthermore, the facility of back-to-back remittances was
restored with effect from February 13, 2002 as ADs were alowed to issue

travel erfoochecks against surrender of an equivaent amount of foreign exchange

in cash.

Looking ahead, the comfort in the interbank market (that alowed SBP to build up
foreign exchange reserves to over US$ 3.2 hillion) together with nervousnessin
the kerb market following crackdown on hundi network, have provided the best
opportunity to remove the segmentation in the two markets which isalso an
important condition of the PRGF. In thisregard, SBP is aready in the process of
formulating operating rules for foreign exchange companies (FECs) that will start
working from July 1, 2002.

In this regard, the need for establishing FECsis clear: thiswill resolve the most
damaging structura problem Pakistan’s externa sector has been facing since last
two decades. More specificaly, the hundi system (backbone to moneychangers)
has been able to outperform the banking channels due to better exchange rates
and more customized services to remitters abroad. Consequently, worker
remittances, one of the most important sources of foreign exchange, were not
being redized by the officid sector. Thisin turn resulted in persstent deficit in
Pakistan' s externa account, thereby necessitating foreign borrowings. Although
the country has built up a Sgnificant foreign debt (especidly short-term
commercia debt), by merging the two markets the root cause for this build up
will be addressed.

1o Although, this condition was imposed to restrict capital flight in view of uncertainty following
October 1999 military takeover, its usefulness was doubtful asindividuals could transfer foreign
exchange abroad by using hard currency baancesin their FE-25 deposits.
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While the hundi network has become commercialy unviable with the collapse
kerb premium, their importance in terms of collecting remittances from individud
workers cannot be underestimated. In view of this, the establishment of FECs
would dlow banks to explore this network for inward remittances. 1t may be
mentioned here thet in order to formalize SBP purchases from the kerb market,
the central bank was empowered in 1999 to buy foreign exchange from any
source within or outside Pakistan. Now as a next step towards liberdization, this
mandate would be transferred to commerda banks, as they will be purchasing
hard currency from FECs.

The creation of FECs is also necessary from regulatory point of view. Since,
authorized moneychangers have grown to over 400 in numbers, this limits SBP's
capacity to effectively regulate their businesses.™ In contrast, commercia banks
have extensive rules with well-defined monitoring procedure by SBP. In view of
this, alimited number of FECswith sound monitoring framework would not only
provide a corporate structure to currency exchange business but dso help SBPin
effectively regulaing their activities.

The launching of FECs would also address concerns about the sustainability of
developments on external sector. No doubt, it is difficult to judge whether Rupee
gppreciation isadhort-lived event or aresult of permanent shift in the market
sentiments. But, since the forces that led to the collapse of the kerb premium are
in place, and the interbank market is till experiencing large inflows, it is

expected that upward pressure on the Rupee would continue. In fact, if most
remittances are redized in the formal sector through FECs, it is likely that current
account surplus redized during H1-FY 02 may continue afterwards. Hence, the
Rupee could appreciate after the introduction of FECs.

9.5 Foreign Exchange Reserves

Asshownin Figure 9.16, theimpact on SBP's liquid reserves has been
exceptional. Although it would seem that lumpy inflows from bilateral aid
agencies (USAID) and IFIs are largely responsible for the sharp increasg, it is
important to redlize that the gradud increase since October 2001, are non-debt
purchases from the foreign exchange markets (see Table 9.5).'% Hence, while
the lumpy inflows may taper off in the future, with higher remittances flowing in,

2 Accordi ng to code of conduct defined by SBP, activities of AMCs are restricted to purchase/sdll
of foreign currency notes and coins only. However, their interest in foreign exchange transfersis
well recognized.

12 SBP purchases from the kerb market also entail foreign exchange losses on account of kerb
premium. In contrast, purchases from the interbank market do not involve this cost.
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purchases from the kerb and interbank markets should dlow SBP to continue
with its reserve build up.

Table 95: Foreign Exchange Reserves (Jul -Dec 2001)

million US$
Opening baance as on duly 1, 2001 2,075.8
Closing balance as on December 31, 2001 3,536.0

1,460.2
Details Inflows Outflows Net change
FE-25 deposits placed with SBP as CRR 170.2 136.8 334
FE-31 incrementa deposits 258.0 178.1 79.9
FE-45 repayments including interest 164.1 -164.1
Interbank purcheses/sdes 738.2 185 7197
Kerb market purcheses 637.0 637.0
US Grants 600.0 600.0
ACU sattlement* 93.6 176.9 -83.3
Debt sarvicing? 553.6 553.6
Long term loans® 294.5 2945
Libyan deposits 50.0 50.0
Swvaps 30.0 -30.0
Interest on Short term depositsFE-25 deposits 36.3 40.1 -3.8
Sde of Specid US Dallar Bonds 6.8 6.8
Profit on Specid US Dollar Bonds 29.6 -29.6
Short-term deposits* 155.0 -155.0
Pekisten Trade maintenance Agreement (FTMA) 208.8 -208.8
Receipts on sarving as UN troops 17.0 17.0
IMF 376.9 115.6 261.3
Miscdllaneous 19.4 30.6 -11.2

3,297.9 1,837.7 1,460.2

1 Settlement under Asian Clearing Union.

2 Debt sarvicing indludes IDB (US$ 151.5 miillion), IBRD (US$ 104.2 million), ADB (US$ 56.2 million)
and foreion currencv loan (USS 37.7 million).

3 Indludes loans from ADB (US$ 163 million) and IDA (US$ 125.3 miillion).

4 Repayment of short-term deposits to Shamil Bank Bahrain (US$ 150 million).

The impact of building liquid reserves cannot be underestimated. Other than
easing market expectations that the Rupee will continue to lose vaue (like it has
done in the past), higher reserves are a source of great comfort to foreign
investors. An argument can be made that foreign investment in the Oil and Gas
sector has not met with much of a response since these investors are often more
concerned with Pakistan’s ability to meet hard currency payments when
commercid production of the wells begins. Hence, existing and projected
reserves are critical in determining whether foreign investment will take place. In
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this regard, such investment will start once the external uncertainty concerning
Afghanigtan and Indiais resolved.
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Special Section 1: External Debt and Foreign Exchange Liabilities™®

The purpose of this section is to highlight some issues relating to Pekistan's
external debt burden. Thisisimportant for ordinary citizens of Pakistan, asit not
only affects their purchasing power (through higher taxes to finance debt
servicing), but aso reduces government ability to properly cater for their socid
needs. On the other hand, thisis relevant to SBP for its involvement in debt
management.

Despite its Sgnificance, the externd debt is entangled with alot of confusion
mainly due to: (1) use of various definitions and technica terms; (2) limited
disclosure of information; and (3) data revisions and changes in reporting
formats. Consequently, even persons familiar with the issue of Pakistan's
externd debt, find it difficult to follow important developmentsin this area.
Although SBP is aready providing a complete picture of Pakistan's external debt
and lighilities in its Annud Reports, public confusion following the recent
restructuring of external debt deserve a specia section on this topic.

This section focuses on externd debt and liabilities with particular emphasis on
recent restructuring by Paris Club creditors. This section aso triesto quantify the
financid saving from the current debt restructuring. In addition, it aso outlines
some key points for future external debt management.

1. What is Pakistan’s debt burden?
As of end-December 2001, Pakistan’s total sovereign externa debt and ligbilities
(EDL) were USS$ 38 hillion (externa debt: US$ 33 hillion; and foreign exchange
lidhilities US$ 5.0 hillion - see Table J).

In terms of externa debt, public and publicly guaranteed debt amounted to US$
289 hillion. This primarily represents project loans contracted by the
government, as well as loans contracted by non-government entities (e.g. public
utilities and other PSCEs) on the basis of federal government guarantees™ In
addition, commercia and IDB credit (cash loans kept abroad that are used to
finance imports and L/C based credits from IDB) amounted to US$ 0.6 and US$
0.3 billion, respectively. On the other hand, private loans and credit amounted to
US$ 2.3 hillion. These loans are generaly L/C based and include: (1) supplier
credit, (2) buyer’s credit (when the credit-providing agency buys the goods and

18 Ownership of this section goesto Mr. Zulfigar Hyder, Analyst, Research Department.

104 While loans contracted by non-government do not represent a direct liability of the federal
government; in case of cash flow difficulties, the federal government must make the hard currency
payments.
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Table 1: Pakisan's External Debt and Liabilities
million US$

FY®0 FY9% FYOO*R FYOR FYOF IHFYR
1. Public and publicly guaranteed debt 18600 25772 26,632 28167 29021 28,855
A. Medium and long term (> 1 vear) 18477 25643 26502 28037 28745 28564
Paris Club® 8089 11005 12428 12428 12,00 12,403
Multilatera® 5787 10125 10,767 12292 13527 13,468
Other bilatera”™ 1,218 1,005 639 639 598 580
Eurobonds 0 150 610 620 620 645
Military debt 2708 2126 [¢53] 958 825 825
Commercia loang/credits 675 1232 1100 1,100 1,08 643
B. Short-Term (= 1year) 123 129 130 130 276 201
IDB 123 129 130 130 276 201
2. Privatenon-guaranteed DebtsM&LT: >1yr) 304 1418 2842 2842 2450 2256
3. IMF 1,630 1,550 1,550 1,529 1,876
Total external debt (1 thru 3) 19,743 28820 31,024 32559 33000 32,987
4. Foreign exchange liabilities 3156 8343 5664 5664 5414 5,024
Foreign currency accounts 2116 6575 1733 1733 1499 1358
FCAs prior to freeze 1027 5376 Frozen
FE-45 1089 1199 1072 1072 774 592
FE 25 accounts * 0 0 Xl 361 399 432
FE 13/For FY0l: FE25CRR
w/SBP 0 0 361 361 399 432
FE-31 deposits (incrementdl) 0 0 300 300 326 334
Specid US Dallar bonds 0 0 1297 1,297 1,376 1,318
Foreign currency bonds (NHA) 461 351 241 241 219 235
Nationa debt retirement program 0 0 156 156 150 150
Centra Bank Deposits 94 105 700 700 700 700
NBP/BOC Deposits 10 123 781 781 749 749
Others lidbilities 0 600 7% 756 721 514
FEBCs X5 434
FCBCs 0 132 Frozen
DBCs 0 23
Total external liabilities (1to4) 22899 37,163 36,688 38223 38414 38,011
External liabilities payablein Rupees 1,720 1,720 1,243 1,065
Frozen FCAs 1572 1572 1,153 977
FEBC 109 109 65 65
FCBC b 36 22 20
DBC 3 3 3 3
* FE 25 accounts (outside SBP) 616 616 1,144 1,709

;. End September Stock; R: revised; P: provisiond.
Source: Sate Bank of Pakistan



The State of Pakistan’ s Economy

sends them to Pakistan). Another component of external debt is IMF loans, the
stock of this item in end-December 2001 is US$ 1.9 billion.'®

The country aso owes US$ 5.0 hillion asforeign exchange ligbilities. These are
different from externd debt in the sense that repayments are not structured by any
set schedule; it is not generdly solicited; and is primarily held by residents.
Theseliabilities mainly include foreign currency accounts, Specid US Dollar
Bonds, NHA Bonds, centra bank deposits (primarily from Gulf countries),
NBP/BOC deposits, swaps and deposits under NDRP.

Interestingly, the increase in totd stock of EDL may not necessarily be due to
borrowing done. In fact, since Pakistan borrows in multiple currencies (which
are then converted to US Dallar for reporting purpose), any appreciation in the
currency of the creditor would have an adverse impact on debt obligations.'®
This valuation impact increased the debt stock by US$ 1.5 hillion. However, this
is more bunched in FY 01 as it includes revaluation of past years as well.

2. Recent Restructuring of External Debt
The restructuring of external debt by Paris Club creditors is another issue of
interest, but at the same time, mired with confusion due to technical jargon.

With higtorica perspective, Pakistan has benefited in the past from a number of
debts rescheduling from the Paris Club (see Table 2. Thefirst two rescheduling

Table2: Pakisan: History of Paris Club Debt Rescheduling

Amounts ODA credits Non-ODA credits
Teams %ﬁgﬁdﬂg Maturity GracePeriod Maturity Grace Period
ors ors) ors) or9
December 14, 2001 Ad-Hoc 12,500 38 15 3 5
Jenuary 23,2001  Houston 1,752 20 10 18 3
January 30, 1999 Houston 3,254 15 8 15 3
January 14, 1981 Classic 260
June 28, 1974 Ad-Hoc 650
May 26, 1972 Ad-Hoc 234

1% Although, the federal government does not directly giarantee these loans, these usually carry
assurance by SBP (foreign exchange convertibility guarantee), multilaterals, NCBs, and Export
Credit Agencies belonging to OECD countries.

1% The amount of US Dollars required to pay the same debt in multiple currencies will be higher
than originally contracted.
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agreements, which were concluded in 1972 and 1974, were based on adhoc terms.
The firgt rescheduling that involved US$ 234 million was the result of payment
difficulties following the separation of East Pakistan in 1971. Subsequently, the
unprecedented increasein oil pricesin 1974 compelled Pakistan to seek debt
rescheduling of US$ 650 million. Following the second oil shock and the
appreciation of US Dollar, Pakistan requested another rescheduling of US$ 260
million by January 1981. However, this concession was granted on Classic terms
(for details, see Box 1).

Following the acute baance of payments difficulties after the nuclear detonations
in May 1998, Pakistan again approached the Paris Club in January 1999. With
the cut off date of September 1997", the Paris Club provided cash flow relief
under “Houston terms”’ of US$ 3.3 hillion againgt payments faling due between
January 1999 and December 31, 2000 (see Table2 and Box 1). Thisaso
included arrears accumulated during the first half of 1999.

Since Pakistan was unable to build its repayment capacity even after the end of
the consolidation period in December 2000, another round of rescheduling was
sought from sovereign creditors in January 2001. The Paris Club agreed to
restructure debt worth about US$ 1.8 hillion under “Houston terms’. This
included arrears as on November 30, 2000, and payments falling due between
December 1, 2000, and September 30, 2001 (the consolidation period).

Although Pakistan successfully completed the IMF s Standby Arrangement, the
need for the third rescheduling in three years was obvious by the end of
consolidation period in September 2001. However, it was Pakistan's enhanced
international stature following September 11 that allowed for extraordinary terms
from Paris Club creditors'®

107 When a debtor country first meets with Paris Club creditors, the "cutoff date" is defined and is
not to be changed in subsequent Paris Club treatments; this means that credits granted after cutoff
dateare not subject to future rescheduling, thereby protecting credits granted by Paris Club creditors
after arescheduling.

1% pakigtan is the fourth country in world over along with Egypt, Poland and Y ugodavia, which
was granted such generous terms.
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Box 1: VariousTermsof ParisClub Rescheduling

Classicterms

Classic terms are the standard terms applied to a debtor country coming to the Paris Club.
Eligibility

Any country that has an appropriate program with the IMF that shows the need for Paris Club
debt relief may benefit from classic terms.

Description

Credits (whether ODA or non-ODA) are rescheduled et t he appropriate market ratewith a
repayment profile negotiated on a case-by-case bass.

Houston terms (September 1990; for the lower middle-income countries)
Houston terms provide three substantial enhancements over Classic terms:

- Non-ODA repayment period = 15 years and ODA repayment period = 20 years

with a maximum of 10-year grace;

- ODA credits are rescheduled at a concessional rate;

- Debt swaps can be conducted on a bilatera and voluntary basis. These swap
operations may be carried out without limit on ODA loans, and up to 20 percent of the
outstanding amount or 15-30 million SDR for non-ODA crediits.

Eliqibility

There are three criteriafor digibility for theseterms (i) low level of income (GDP per capita
smadler than US$2,995), (ii) high indebtedness (defined as reaching at least two of the following
three criteria: debt/GDP higher than 50 percent, debt to exports higher than 275 percent,
scheduled debt service over exports higher than 30 percent); (iii) have a stock of officia bilateral
debt of at least 150 percent of private debt.

Naplesterms (December 1994; for the poorest countries)

Eliqibility

Eligibility for the Naplestermsis assessed on a case-by-case basis, taking into account the track
record of the debtor country with the Paris Club and the IMF and of various criteria, including
having a high level of indebtedness, being only digible for IDA from the World Bank, and having
alow GDP-per-capita (755 $ or less).

Description

- Naplesterms provide the reduction to a 67 percent on Non-ODA to creditor. Creditors
can choose from one of the two option:

1) Debt Reduction option (DR): 67 percent of the claims treated are cancelled, the
outstanding part being rescheduled at the appropriate market rate with 23 years
repayment period with a 6-year grace and progressive payments.

2) Debt Service Reduction option: the claims treated are rescheduled at a reduced
interest rate with 33 years repayment period with progressive payments.

- Two other options were aso designed, but have been very seldom used:

- Concerning ODA credit are rescheduled at an interet rate at least asfavorable asthe
origina concessional interest rate applying to these loans. This rescheduling resultsin a
reduction of the net present value of the claims, asthe original concessional rate is
smaller than the appropriate market rate

- Debt swaps can be conducted on abilateral and voluntary basis. These swap operations
may be carried out without limit on ODA loans, and up to 20 percent of the outstanding
amount or 15-30 million SDR for non-ODA crediits.

Source: www.clubdeparis.org
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Asaresult, on December 13, 2001, Pakistan was granted debt restructuring with
the following salient features’®

1

In contrast to the previous two rescheduling agreements that provided
relief only in terms of debt flows (as per Houston terms), the existing
arrangement is gpplicable to the entire stock of US$ 12.5 hillion of
Pekistan's hilateral debt by Paris Club creditors.™ Consequently, this
provided an implied debt reduction without having a HIPC or IDA onljle1
datus, which are generally associated with Naples terms (see Box 1).

This agreement granted a repayment period for 38 years (with 15 years as
grace period) on ODA credit. This meansthat the first payment of the
restructured amount will be made in May 2017 (end of the grace period)
and the fina payment is to be made in November 2039 (end of the
repayment period). On the other hand, maturity period for non-ODA
credit is 23 years, which includes a 5year grace period.

In addition to relief in debt stocks, the agreement also provided support in
terms of debt flows by deferring al repayments on post cutoff date (i.e.,
September 1997) debt maturing in the remaining part of the current fiscal
year. Now these amounts will be paid in 4 equa and successive semi-
annua ingtallments starting from May 31, 2005.

In order to provide further support to Pakistan's baance of payments, al
interest payments due on restructured debt between November 30, 2001
and June 30, 2002, have aso been deferred. These amounts will also be
paid in four equd and successive semi-annud ingtalments starting from

May 31, 2005.

This relief would aso be available in the next two fiscd years, as 20
percent of the annua interest accrued on restructured debt was also
deferred. However, thisis subject to the annual IMF reviews of the
existing PRGF.

1® Debt restructuring is different from rescheduling as: (1) it provides relief in the forms of

reduction in NPV of external debt; (2) interest rate on the outstanding loans is on concessiona
terms, and (3) the consolidation period is much longer.

10 This comprised ODA: US$ 8.8 hillion, non-ODA: US$ 3.6 billion, and arrears of US$ 77

million. In thisregard, “official development assistance (ODA)” are defined by the OECD as
credits with alow interest rate and aimed at development.

1 In asense thisis beneficial for Pakistan as HIPC or IDA only status restricts borrowings on
normal terms from IBRD, ADB or market sources.
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6. Furthermore, this agreement also allows debt to equity swapsfor bilaterd
debt by creditor countries if the leeway provided is used for socia sector
development.

3. Financial Saving from the Current Restructuring of Paris Club Debt
Thefinancia saving from the
current raructuring depends Table3: Financial Impact of Restructuring of Paris Club Debt

on the interest rate negotiated Interest Rate Savingover  Expedted
with individud creditor ODA Non-ODA  PRGF F(}fagg Reduction
countries. However, on the percent _peroent erod percent
basis of assumed interest Scenario | 1.0 3.0 2971 11,060 3
rates both for ODA and non-  Scenaioll 15 35 2848 9,880 *
ODA creditors, the financia Seeraiolll 2.3 4.0 2711 8541 pal

impact during the course of the PRGF and the grace period provided in this
rescheduling, and implied debt reduction have been worked out (see Table 3).

As can be seen from Table 3 the highest saving and debt reduction is possible
under scenario | (with 1 percent interest on ODA and 3 percent interest on non-
ODA credit). If theseinterest rates are redlized in the negotiation, this will entail
savings of US$ 3.0 and USS$ 11.1 billion over the PRGF and grace period,
respectively. In addition, the NPV of externa debt will dso fdl by 43 percent

Figure 1: Financial Impact of Reorganisaton of Paris Club
Debt Scenario: ODA @ 1.0% & Non- ODA @ 3.0%

I Financial impact (saving) Cash flow Debt servicing due
1,400
1,200 Saving over PRGF period US$ 2.7 hillion
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* ™ < [T © N~ [e) [*2] o — N [32] < o [{] ~
o o o o o o o o - — — - - — — -
S > > > > > > > > > > > > > > >
> L Lo (18 L L Lo (18 L L L (18 1N L L (18
[N
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12 The financial impact or saving is measured by comparing the cash flow with that of the same
stock of debt prior to the restructuring exercise.
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(see Figure 1)." In other words, for the restructured debt of US$ 12.5 billion,
Pakistan will only have to pay US$ 7.1 hillion.

4. Financial Saving from the Rupee’'s Appreciation

Following the collapse of the kerb (Hundi) market on October 1, 2001, the Rupee
cost of servicing Pakistan's external debt has falen substantidly. As shownin
Table4, despite the rescheduling of Pakistan's externa debt (which has reduced
payments by US$ 1.3 hillion), payments of US$ 2.7 billion will be required in
FY02. Since the Rupee has appreciated from the start of the second quarter of
this year, and assuming the current Rupee/USS$ parity isto remain a Rs 60 for the
remaining part of this year, Pakistan’s Rupee cost of servicing these payments
will be Rs 121.7 hillion. Had the Rupee not gppreciated, and maintained the level
existing in the first quarter of this year, the Rupee cost of servicing would have
been Rs 130.8 hillion. This saving of Rs 9.1 hillion is ill an underestimate,

since market expectations were that the Rupee would loose vaue against the US
Dollar for the remaining part of thisyear. At the margin, this saving in debt
servicing will provide tremendous leeway on the fiscd side.

Table 4: Financial Savings During FY02 from the Rupee's Appr eciation
million US$ (otherwise specified)

Q1 Q2 Q3 Q4 Total
Interest 249 195 249 398 1,091
Offidd 195 133 191 146 665
Moratorium 36 42 38 240 356
Commercid + IDB 18 20 20 12 70
Principal 69%6 765 765 640 2,866
Offidd 365 3% 400 360 1,519
Commercid + IDB 331 371 365 280 1,347
of which IDB 45 116 116 83 360
Total Payments 45 960 1,014 1,038 3,957
Rescheduled 267 205 340 439 1,251
To be paid 678 755 674 599 2,706
Payment in Rupees@ 64.5 per US$ 48,698 43473 38,636 130,806
Payment in Rupees@ 60.0 per US$ 45,300 40,440 35,940 121,680
Savings in Rupess 3,398 3,033 2,696 9,126

113 The net present value (NPV) of debt is defined as the sum of all future debt -service obligations
(interest and principal) on existing debt, discounted at the appropriate market rate. The vaue of this
estimate depends on the discount rate and maturity profile of debt. Since, the interest rate on
restructured debt will be lower than the originally contracted, and repayment stream has been

expanded, thiswould reduce the NPV of debt, thereby reflecting more concessions.

103



The Sate of Pakistan's Economy

5. Future Debt Reduction Strategy

In addition to reduction in NPV, the write off of USS$ 1 billion of bilaterd debt
from the US will aso reduce the externa debt burden.™* This, together with the
extraordinary increase in foreign exchange reserve, would not only improve
Pakigtan's internationd liquidity position, but also provide an gpportunity to exit
from IMF programs after the completion of the current PRGF. In addition, the
resulting fiscal space would dlow the government to increase development
expenditures. With strong corrdaion between pubic and private investment, this
increase in public investment should crowdin investment from the private sector.
Furthermore, the improved credit worthiness as evident from up gradation of
Pakistan's rating from Caal to B3 by Moody’'s should attract more foreign
investment. In effect, the debt relief would provide a muchneeded impetusto
economic growth, which is an essential element of the debt reduction Strategy.

However, there is a need to further consolidate these gains. In this regard, since
multilateral debt (from the IFls) cannot be rescheduled or re profiled, nor
concessiona loans from the World Bank, Asan Development Bank and IMF are
being substituted by new loans on soft terms.™ Besides that, the government is
aso refraining from contracting new commercia or short-term loans. In fact,
unlike the recent past when reserve buildup was largely due to commercia
borrowings, the present government is focusing more on retiring expensive short-
term commercia debt.

With this backdrop, Table 5 projects Pakistan' s stock of externa debt from FY 02
to FY04.™® Asevident from thistable, by June 2002, Pakistan’s Trade
Maintenance Fecility (commercia debt largely used to finance oil payments)
would come to an end; NBP deposits with Government and SBP would be fully
repaid; 50 percent of Special US$ Bonds and FE 45 deposits will be paid; foreign
exchange swaps will be closed; FE 31 deposits will be returned to banks; and
NDRP deposits will mature and be paid.

14 Under the US laws, the congress has to appropriate US$ 200 million in the budget which is
equivaent to NPV of US$ 1 billion over 20 years.

15 1n addition to the current PRGF from IMF (which is on concessional terms compared to the
SBA), the World Bank is dso providing credit on IDA terms (zero interest rate, 0.75 percent service
charge, 10 year grace period and 30-35 years repayment period). Furthermore, ADB is not only
increasing its annual assistance to Pakistan, but also shifting gradually from ordinary capital

resources to concessional resources of Asian Development Fund.

116 These estimates, which are based on the Report prepared by Debt Reduction and Management
Committee, alsoincludes other external debt and liabilities like NBP (Government) deposits, FE 31,
FCL bonds, Swapsand NDRP.
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Table5: Revised External Debt: Published in Debt Reduction & Management Strategy (Summary
Report)

million US$
Closing Stock AsOn
End June2001 EndJune2002 End June2003 End June 2004
Tablel9 Revised Tablel9 Revisad Table-19 Revissd Table-19 Revissd
Totd Externd Debt 31791 32862 32672 B470 34534 34,106 34674 34563
Medium & long-term EAD 25046 26235 26151 27,237 28,031 28170 28,643 29062
IMF 1,783 1529 2729 1,998 3393 2115 3537 2,168
Short-term Commercid/IDB 1,180 1,449 521 905 433 A0 433 837
Euro & Saindak Bonds 620 645 620 643 465 485 310 327
Defense 903 554 903 543 a3 543 797 543
Private Loans Un-guarantesd 2259 2450 1748 2144 1309 1,853 A9 1,626
Tota Externd Liahilities 3636 5015 3198 2790 278 1562 2,768 710
NBP (BOC) Deposits 500 500 500 500 50 300 500 2
NBP Deposits with SBP 235 203 235 - 25 - 25 -
NBP Deposits with GOP = % = 2 5 = = 2
Central Bank Deposits 700 700 700 700 700 400 700 -
Specid US Dollar Bonds 1297 1376 1,297 689 1297 472 1,297 344
FE45 796 774 392 379 - - -
FE31 326 - - = =
Bearer Cattificates 108 74 53 b
FCL Bonds 219 235 213 191
SWAP 21 287 177 175
NDRP 150 - - -

3H427r 37,877 35870 36,260 37,319 35668 37,442 35273

Notwithstanding the above repayments, credits from IMF will increase due to
disbursements under the PRGF. Also, with greater emphasis on medium and
long-term loans, thiswill help increase the maturity of Pakistan’s external debt.
However, since these loans are concessional, there is no harm in borrowing as
long they are utilized for productive purposes and contribute to economic growth.

In overal terms, the total stock of Pakistan’s externa debt and liabilities should
gradudly decline. Although this seems difficult to believe, the current account
surplus posted during the last year and haf and substantia gains from recent
developments in the externd sector (price movement of petroleum products,
higher worker remittances) can make this task within reach. Nevertheless, the
importance of export growth, the need to remove the segmentation in the foreign
exchange market, and the commitment to continue with the reform and
adjustment program, cannot be emphasized enough.
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Special Section 2: Domestic Debt'’

In this section we make an attempt to analyze how the profile of domestic debt
has changed since debt management reforms in FY 90 with special focus on the
recent changes in the size and composition of domestic debt resulting from
externa debt rescheduling.

Backdrop

Domestic debt in Pakistan is categorized into permanent, floating and unfunded
debt. Interestingly, though, there has not been aclear delinestion of the different
categories of domestic debt. Broadly speaking, however, permanent debt
represents government borrowing using instruments of more than one-year

maturity; floating debt is

short term borrowing Figure 1: Domestic Debt Outstanding
primarily through tressury Unfundeddebt ~ m Permanent debt ~ m Floating debt
bills & market rates of 1800
return, while unfunded debt 1500
refers to mobilizations v 1200
through NSS instruments™® | &
é 900
The size and composition of | & 600
domestic debt, and the 300
underlying interest rate 0

structure have important
implications not only for the
fiscal policy of acountry but

FY90
FY92
FY94
FY 96
FY98
FY00

H1-FY 02

for its monetary policy as

well. Chronic imbaances in the fiscd operations of the government and limited
access to externa sources of financing during the decade of 1990sled to a
continued accumulation of the stock of domestic debt (see Figure 1). The
outstanding amount of domestic debt rose to 49.0 percent of GDP in FY00
compared with 43.7 percent in FY90. On the other hand, the composition of
domestic debt has varied a great ded since debt management reformsin FY 90.
Frequent changesin yield structure of government securities, restrictions on
financia indtitutions access to hightyield debt instruments, and launching of
instruments with market determined rates of return have played the dominant role
in changing the structure of domestic debt (see Table 1).

U7 Ownership of this section goes to Mr. Tasneem Alam, Analyst, Research Department.
18 Permanent debt can also be labeled as longterm debt; floating as short-term debt; and unfunded
debt can aso be labeled under another name. The word ‘unfunded’ seems superfluous, but used

traditionaly.
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Table 1: Changing Composition of Domestic Debt
End period, million Rupees

FY90 FY9%5 FYoo Fyo1 H1-FY02
Permanent debt 95,019 275,671 259,599 281,077 309,299
25.4 35.0 16.6 16.4 19.7
Market loans 25509 23,322 15,028 6,827 6,670
26.8 85 5.8 24 2.2
Federd Invesment Bonds (FIBS) - 168,808 135,870 113,043 91,638
- 61.2 52.3 40.2 29.6
Pakistan Investment Bonds (PIBs) - - - 46,123 91,6838
- - - 16.4 29.6
Others 69,510 83,541 108,701 115,084 119,353
73.2 30.3 41.9 41.0 38.6
Floating debt 144,979 294,233 647,428 737,776 548,725
38.8 37.3 415 43.2 35.0
Adhoc treasury bills 69,595 61,456 90,074 125,302 125,316
48.0 20.9 139 17.0 228
Tressury hills (On-tap) 58,714 - - - -
40.5 - - - -
Treasury billgSTFB/MTBSs (Auction) - 57,172 90,009 104,096 110,565
- 1943 1390 1411 20.1
Treasury billSTFB/MTBs (SBP) - 175,592 467,332 508,364 312,831
- 59.7 722 68.9 57.0
Others 16,670 3 13 13 13
11.5 0.0 0.0 0.0 0.0
Unfunded debt 134,110 218,563 652,922 689,680 709,647
35.8 27.7 41.9 40.4 453
Defence saving cattificates 35156 85,019 248402 264,648 271,542
26.2 38.9 38.0 384 383
Khas deposit certificate 79023 1,377 705 655 650
58.9 0.6 0.1 0.1 0.1
Spedid saving cartificates & accounts 8,755 95,736 202,402 213,140 222,092
6.5 438 31.0 30.9 313
Regular income certificates - 9,387 170,211 178,649 184,156
- 429 2607 25.90 26.0
Others 11,176 27,044 31,202 32,588 31,207
8.3 124 4.8 4.7 4.4
Total domestic debt 374,108 788468 1559949 1708533 1,567,671

Figuresin red represent percentage sharein tota domestic debt.

Figuresin blue show sharein percent of theinstrument in itsrespective category.
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Changing Profile of Domestic Debt

Government's domestic borrowing needs are financed either from the banking
system or the nonbank sector. Prior to FY 90, bank and nonbank borrowings were
largely dominated by instruments issued on tap and redeemable before maturity.
Because of early redemption characterigtic the cash flows of these instruments
were uncertain and, thus, alarger proportion of domestic debt was, in effect,
short-term in nature. Furthermore, the segmentation in government debt market,
promoted through a highly differential interest rate structure, was leading to
disntermediation besides adversdly affecting the dlocative efficiency of the

financid sector.

Debt management reforms were initiated, in the early 1990s, torationdize

interest rate structure and to bring about a balance in the composition of debt vis-
avisitsthree categories. Auctions of treasury bills and Federd Investment
Bonds (FIBs), and discontinuation of Khas Deposit Certificates were the main
geps that Sarted to effectuate a welcome compositiona shift in respective
condtituents of domestic debt. The share of permanent debt rose till FY 93, while
thet of unfunded debt declined.

Unfortunately, later developments again effectively put the compasitiona
dynamics of domestic debt on the prereform track. Upward revision in rates of
return on NSS started to accelerate the growth in unfunded debt and, therefore,
resulted in an increase in the servicing burden of unfunded debt. Suspension of
auctions of FIBsin 1998 further accentuated the problem resulting in drastic
declinein share of permanent debt and increase in share of unfunded debt. The
fact that now the government was borrowing from banking system on market
determined rates of return

C(_)Upled with th_e increasein Figure 2: Interest Paymentson (as % of GDP)
yield on NSSraised the

servicing burden of domestic
debt to unsustainable levels.
In terms of GDP, interest
payments on domestic debt
increased to 7.2 percent ason
end of FY00 from 4.3
percent as on end June 1990
(see Figure 2). The costs of
servicing domestic debt,
consequently, proved
disastrous for public finance.

W Permanent debt W Floating debt Unfunded debt
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By the end of 1990s the government redlized the apparent reversa of debt
management reforms and, hence, concerted efforts were initiated to do away with
theturnaround. Consequently, rates of return on NSS were gradually reduced
beginning May 1999. Furthermore, along-term debt instrument with fixed
coupons (Pakistan Investment Bonds) was launched in December 2000.™
Consequently, by end FY 01, the share of NSS instruments declined while the
continued decline in the share of long-term debt cameto an end. Resultantly,
interest expenditure on account of unfunded debt dropped significantly during
FYOLl.

Recent Changes in the Composition of Domestic Debt

There have been significant changes in the size and composition of domestic debt
during the first six months of FY02. The stock of domestic debt has actualy
declined by Rs 140 hillion
during H1-FY 02 in sharp
contrast to arise of Rs 60 Figure 3: Sharesin Domestic Debt
billion during the same Unfunded Permanent
peiod last year. Moreover, 50
the dedlining trend in the
share of permanent debt, 40 1
beginning FY 94 when the S
growth in floating and 5307
unfunded debt outpaced the
growth in permanent debt,
has now reversed (see 10
Figure 3. The )
overwhelming responseto i
Pakistan Investmant Bonds
(PI1Bs), owing to the absence
of any other long-term paper
with market rates of return and redtricting ingtitutional investors from investing in
NSS, was primarily responsible for the change. In case of unfunded debt,
increasing the yield on Defence Saving Certificates (DSCs) and other NSS
ingrumentsin July 2001 after linking the yield on DSCs to PIBs by January 2001
contributed towards the rise in its share during H1-FY 02.

Floating

FY92
FYo4
FY9%
FY98
FY00

H1-FY02

The most remarkable change, however, has occurred in the share of floating debt
that declined from 43.1 percent to 35 percent during the first six months of

19 Coupons are fixed but can vary for different issues, unlike those of FIBs.
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FY02'®, One must also notice the fact that the decline in total domestic debt has
resulted entirely from this huge reduction in floating debt (see Figure 7). A
closer lodk at the composition of floating debt revedls the fact that the decline is
primarily due to the retirement of Market Related Treasury Bills (MRTBs)™
during this period. More specifically, treasury bills held by SBP vauing Rs 193
billion wereretired in July 2001 as the government decided to close Specid
Account (Debt Repayments) and adjust the amount therein against the repayment
of MRTBs (see Box on next page).

Box: Impact of External Debt Foreign Exchange Reserves

Rescheduling on Domestic Debt

Pakistan's decision to go nucl ear in 1500

May 1998 led to immediate economic 1200 -

sanctions by G-8 countries. In %

addition, the decision to freeze all 5 900 1

FCAsseverely impaired 5

government’ s credibility to honor its = 6001

commitments and, thus, resulted in & 300 -

amost a complete halt to private

foreign exchange inflows. Owing to 0 — T T T

these circumstances country’ s foreign X $ 8 % 8 88 3 3 3 8
. . LN o N O B oY g
Figureon Foreign Exchange & - 4 © & < 3 F S

Reserves). The abrupt declinein
foreign exchange reserves to
dangerous levels necessitated extraord nary measures. Hence, the government decided that with
effect from July 17, 1998 all payments relating to external debt servicing shall be made in Pak
rupees at the prevailing exchange rate. Consequent upon this decision, on July 21, 1998 SBP
opened an account titled ‘ Specia Account-Debt Repayments' under the main head ‘ Other Deposits
in its books with separate folio for each creditor. The creditors concerned were allowed to draw
from the specia rupee account, if they so desired. However, repaymentsto international financia
ingtitutions were alowed to be made in foreign exchange. These decisions effectively implied
postponement of servicing Pakistan’s bilateral foreign debt.

In December 1998 the government decided to open a separate account at BP titled * Specia
Account- Debt Repaymentsl|’ on account of remittances in respect of Defence Services. Thus,
rupee equivaent of payment authorities issued by Economic Affairs Division in respect of debt
sarvicing of foreign debts and the authorities issued by Ministry of Defence relating to defence
services were credited in * Specid Account-Debt Repayment | & 11” maintained at Central
Directorate, SBP per contra debit to respective Governments Account at SBP offices. The opening
of these accounts had no net monetary impact as these merely reflected transfer of government
funds from one head of account to another.

120 For the last six years, floating debt’s share in total domestic debt averaged more than 41%.
1 MRTBs refer to six -month treasury billsthat are purchased by SBP outside auctions but at
market determined rates to replenish Government Non-Food Account.
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With extensive rounds of negotiations with the IMF and Paris club creditors, Pakistan wasfinally
able to secure agreements on Standby Arrangement (SBA) with the Fund and on rescheduling of her
foreign debts amounting to about $3 hillion in January 1999. It was, however, decided, after
consultations with the Fund, that rupee equivalent of reschedulable debt would continue to be
deposited in the specia accounts maintained by SBP. The reason for deciding to continue with this
procedure was to ensure availability of rupee funds when the payment finally falls due.

Though, at first, the decision seemed reasonable, it apparently failed to realize the fact that
allocation for the deferred debt servicing would add to government expenditures resulting in higher
than actual budget deficit. Besides, as the prospects of second rescheduling of foreign debt became
obvious, further continuation of the specia accounts seemed redundant for a couple of additional
reasons. Firgtly, credit to the specid accounts were being made per contra debit to Central
Government Account-1 (Non-Food) and, thus, were directly contributing towards the cregtion of
treasury hills for replenishment and increase in interest cost of the government. Secondly, with the
continuous depreciation of rupee, the amount lying in these accounts was getting depleted in dollar
terms. The government, therefore, decided, with the Fund's accord, to close down these accounts
and adjust the amount therein with repayment of treasury bills held by SBP. Accordingly, baance
amounting to Rs 194.6 billion in ‘ Special Accounts Debt Repayments| & 11" ason July 21, 2001
was credited to Government’s Non-Food account. Simultaneously, the Non-Food account was
debited with the same amount and treasury bills valuing Rs 193.03 hillion were retired (Rs 193.03
billion Principal + 1.64 billion on account of markup).

Dueto this huge retirement, the outstanding amount of total domestic debt has declined by about Rs
140 billion during H1-FY 02 against an actual increase of Rs 60 billion during the same period last
year. Asaresult, theinterest expenditure on domestic debt is, certainly, expected to go down
during FY02. Furthermore, it has ended the process of an amost continuous increase in domestic
debt through unnecessary enlargement of floating debt held by SBP.
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Appendix: Policy M easures During the Second Quarter FY02

1. Agriculture Sector

?? On November 1, 2001, the CBR exempted loca suppliers of ureafertilizer
(other than importers or manufacturers) from genera salestax (GST) with
effect from April 1, 2001. GST exemption would also apply on local supplies
of 50 different types of fertilizers, other than urea purchased by individuals
on or after September 2, 2001.

?? In order to ensure that the trangition to procurement of whest by private
sector is accomplished smoothly, following guidelines were issued by SBP to
banks on December 3, 2001:

The banks will provide credit to private sector for wheat procurement
under commodity operations a 12 percent mark up to the digible
flourmillsfor theinitid year. Thelending rates shal subsequently be
made market based by linking with T-hill rates.

. In orde to assess the credit risk, the banks would have a direct interaction

with the borrowers, and the Flour Mill Association would ensure
cooperation so that banks are able to complete their credit
goprova/appraisal process and legal documentation required for this
purpose.

For the purpose of improving whesat storage capacity in the private sector,
banks will provide adequate funds for a maximum period up to 7 years
for the construction of silos, and other structuresthat can serveasa
storage area for wheat at a debt equity ratio of 60:40 a normd lending
rates. The banks would ensure that the transactions are viable and their
exposure is secured adequately. The banks may like to approach
Ministry of Food Agriculture & Live Stock (MINFAL) who would
prepare standardized models for construction of storage facilities (of
various sizes'types).

2. Industrial Sector

?? The central excise duty (CED) on cigarettes was increased from Rs 1.77 per
ten cigarettes to Rs 1.91 per ten cigarettes with effect from October 1, 2001.
Furthermore, in the case of price exceeding Rs 10 per ten cigarettes, an
additiona 63 percent of the retail price will be charged.

?? Inorder to boost the sdle of vehicles, the CBR on October 5, 2001, alowed
the foreign diplomats to purchase locally assembled vehicles from recognized
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local manufacturers free of duty subject to the condition that such vehicles
(including four wheelers) should not be sold to another party without prior
permission of the customs authorities.

?? With aview to accelerate the domestic production, the CBR on October 7,
2001 withdrew 20 percent regulatory duty (RD) on the import of raw materia
and components required for production of chloro-fluro carbons (CFC) used
in refrigerators, deep freezers and air conditioners.

?? Generd Sales Tax (GST) levied a arate of 15 percent on the import of
canola seed was withdrawn on October 11, 2001 to promote domestic crop of
oil seeds.

?? Inorder to promote domestic production of synthetic staple fibre, 5 percent
ad vadorem regulatory duty (RD) was imposed on itsimport on October 14,
2001. The RD has been levied on a particular type of synthetic staple fibre
not exceeding 2.22 decitex.

?? The CBR on October 25, 2001, exempted the import of selected raw materias
used in the manufacturing of footwear from custom duty. Furthermore, duty
drawback curtailed earlier for the manufacturers of synthetic and lesther
shoes were restored with effect from November 20, 2001. The CBR aso
revised the repayment of customs duty on the import of such raw materials
used in the production of canvas or textile shoes.

?? To provide relief to pharmaceuticas, the federal cabinet on November 28,
2001 approved a 3 percent increase in the prices of essentia drugsand a4
percent rise for decontrolled category.

?? On December 28, 2001, the CBR alowed Sui Southern Gas Company Ltd
(SSGCL) and Sui Northern Gas Company Ltd (SNGCL) duty-free import of
items for infrastructure rehabilitation and expansion of their projects.

3. Monetary Sector

Export Finance

?? Effective from October 1, 2001, the State Bank of Pakistan (SBP) made afew
amendments under Part-1 of Export Finance Scheme. These changes were
amed at smplifying the procedure, reducing the rate of mark up, extending
coverage and setting up of a Pre-shipment Export Finance Guarantee (PEFG)
agency. Furthermore, in order to promote financing for indirect exporters, the
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government will set up an Export Product Upgrading Matching Grants Fund
(to be managed by Export Promotion Bureau), which would be available as
an incentive to direct exporters (establishing inland letter of credit/issuing
standardized purchase order), and for indirect exporters receiving it.

In order to enable banks to have the confirmation of their certain digible
L/Cs at areasonable rate, the government negotiated a facility with the Asan
Deveopment Bank (ADB). Thisfacility notified on October 17, 2001 will be
used to guarantee payments to international banks confirming digible L/Cs
(if the payment obligation under the L/C is not made by the issuing bank and
thisfailure to pay is solely, directly and immediately caused by the
occurrence of certain events which have been pre-agreed between ADB and
the GOP). The guarantee so provided will effectively transfer Pakistan's
country risk to ADB and would ensure continued willingness of international
banks to confirm import L/Cs issued by Pakistani banks. The facility would
be administered through Standard Chartered Bank in Dubai, which was
appointed by ADB with concurrence of the government.

It was decided on October 24, 2001 to relax the provision of EFS up to 270
days (both pre shipment and post shipment) for availing export financein
respect of carpets and rugs. In case of fresh finances, banks will have to
adjugt the finance within a maximum period of 180 days, and dlow refinance
for an additiona period of 90 days (provided shipment has been made by the
exporters within a period of 180 days after the withdrawal of the finance). In
case of export finance aready availed of by exporters under Part-1, banks
may dlow an additiona period up to 90 days for repayment of export finance.

Banks were advised on October 30, 2001 to provide financing facility under
Export Finance Scheme to consultancy services. Since, the government
accorded “ deemed export” status to foreign exchange receipts remitted into
Pakistan against consultancy services, such earnings would also qualify for
export finance facility under Part | for a period not exceeding 180 days.
However, the facility would be available on case-by-case basis.

Effective from December 1, 2001, the refinance rate applicable to banks on
their disbursement to exporters under export Finance Scheme was reduced to
8.5 percent per annum (This rate was further reduced to 8 percent effective
January, to 7 percent effective 1* February, and to 6 percent effective from 1*
March, 2002). The banks were asked to ensure that the maximum
margin/spread on refinance does not exceed 1.5 percent per annum. The
financing facilities inder Part-B (Export Saes) of the Scheme for financing
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Locally Manufactured Machinery shal aso attract smilar mark up rate
structure.

?? Following September 11 event, and thereby cancellation of export orders for
lesther garments and leather product, SBP relaxed rules on December 21 for
such exporters availing loans under export finance Part-l and I1.
Accordingly, exporters who had availed loan under Part-1 for export prior to
September 30, and had shipped goods with delay, a maximum period of 90
dayswill be available for which fine for delayed shipment will not be levied.
However, exporters will be obliged to liquidate the finance/refinance within a
period of 180 days. On the other hand, exporters under Part-11 will be
required to show matching performance for the year 2001-02 equd to a least
1.5 times ingtead of 2.0 times prescribed for dl other digible commodities
under the scheme.

?? Inorder to provide a clear understanding to banks, SBP on December 27,
2001 defined ‘ Overdue Exports Proceeds as those where an exporter is
unable to repatriate the export proceeds within 180 days from the date of
shipment or within such periods as may be determined for the purpose by the
State Bank for a particular sector, as modified from time to time or on due
date of the hill whichever isearlier. Accordingly, banks were instructed to
ensure that the exporters who had overdue export bills againgt any finance
availed by them under the scheme should not ordinarily be digible to avail
the facility. However, if an exporter is unable to repatriate export proceeds
for reasons beyond his contral, the bank concerned may alow the facility
after recording reasons in writing.

?? SBP on January 30, 2002 reingtated the refinance facility under Part-1 of the
Export Finance Scheme to the exporters of the bleached and unbleached cloth
if exported at the price of above 3 US dallar (or equivaent) per square meter.
The facility was earlier withdrawn as a part of the measures announced in the
Trade Policy for 2000.

Non-Perf orming L oans (NPL )

?? It has been decided to creste a database of NPLs at the SBP so asto have a
consolidated as well as individua borrower wise figures of NPLson a
uniform basis for the purposes of SBP monitoring and for sharing with others
banks. Banks were advised to submit to the Credit Information Bureau, data
of their non-performing loans of Rs.10 million and above as per revised
format on monthly bas's, starting from October 2001, within 15 days of the
end of each month.



The State of Pakistan’ s Economy

Discount Rate

7

The minimum rate of return to be paid by recipients of financing facilities
from SBP for temporary liquidity shortages and SBP 3 Day Repo facility
against GOP Market Treasury Bills and Federd Investment Bonds was
reduced from 12 percent to 10 percent on annud basis effective from October
20, 2001.

Other Measures

7

According to prudentia regulation amended on January 1, 2002, foreign
currency deposits mobilized under FE-25 schemes (after netting-off the
deposits utilized to finance trade related activities such as financing against
Import and Export documents), should not at any point exceed 20 percent of
thelocal currency deposits of the banks/NBFIs at the close of business on the
last working day of the preceding quarter. However, banks/NBFIs who will
gl be in breach of this new reguirement as on January 1, 2002 will ensure
compliance by July 1,2002.

On January 1, 2002 the SBP ingtructed dl banks/DFls not to nominate as
director (including nominee director) on the board of a bank/DFIs persons
related with the business of moneychangers, members of the stock exchanges,
brokerage houses or companies owned or controlled by them or persons
directly or indirectly associated with the business of stock
market/moneychanger. Banks having such persons on their board were asked
to regularize their positions within 90 days.

4, External Sector

Foreign Trade

7
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The Centra Board of Revenue on October 16 2001 announced the Zero-
rating supplies of taxable goods made by registered persons againgt
internationa tender to UNICEF, UNDP, WHO, WFP, UNHCR and IRC for
Afghan refugees.

On November 28 2001, the federd government granted saes tax exemption
to the supplies of hand-knotted carpets by registered personsto foreign
nationas (againgt payment through a foreign credit card) for subsequent

export as persond baggage.

According to earlier instructions, exporters were dlowed to retain foreign
exchange (maximum of 6 percent FOB value of goods redlized) in their
accounts with ADs in Pekistan, provided that the exporter isnot required to
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pay commission or where he is required to pay to the foreign agent an amount
less than the maximum permissible limits. However, with effect from
December 3, 2001 exporters (who post a least 10 percent growth over the
last year's export performance) were alowed to retain 50 percent of their
additiond export proceeds in their foreign currency account.

? With effect from December 27, 2001, ADs were alowed to approve import
payments up to US$ 5000 per person during afiscal year in respect of cost of
medicines, hearing aids, braille watches and small carts or parts of specid
gadgets for the disabled persons or life saving instruments imported by the
applicants for their personal use. Previoudy this limit was Rs 5,000 per
person during afiscal year.

? Effective from December 27, 2001, ADs were permitted to issue foreign
currency demand draft up to US$ 15,000/- for import of spare parts/
machinery without opening of |etter of credit provided such import is made
by air or by courier. Previoudy this ceiling was US$ 7,000/- per fisca year.

? The European Union (EU) withdrew duty on many Pakistani value-added
products, besides alowing 15 percent increase in quota with effect from
January 2002. In return Pekistan would improve market accessto EU
clothing and other textile exports through reducing import duty by 5 percent.

? Under the second phase of the WTO agreement, effective from January 1,
2001, several products exported by Pakistan to European Union (EU),
Canada and the US, are declared quotafree which include Bar mopes (Cat-
369-R); flat dish towels (Cat-369-FP); knitted gloves for the USA; bathrobes
for the EU (Cat-18); and knitted blouse and boxers shorts for Canada (Cat-
8A-1).

Foreign Exchange M ar ket
?? Therequirement that all interbank foreign exchange dedls must by backed by

permissible commercia transaction, has been withdrawn with effect from
November 21, 2001.

?? With aview to further liberdize foreign exchange activities, effective from

November 22, 2001 ADs were alowed to approve payments in excess of
limits specified for travel (private, government or business), education or
medica treatment abroad or other purposes, subject to certain conditions.
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