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1 Economic Outlook 

1.1 Introduction 
Pakistan's economy witnessed a modest improvement in FY12 - real GDP gTew by 3.7 percent during 
the year, compared with 3.0 percent in FY 11. Although the economy underperformed compared with 
the growth target of 4.2 percent, this outcome was expected given the energy shortages; security 
concerns; and floods in two consecutive ye<irs. Neve1theless, growth was more broad-based 
compared to FY 11 , as it was evenly distributed across agriculture, industry and the services sector. 

The demand side was more insightful, as the growth in FY12 was primarily driven by private 
consumption. Strong worker remittances, a vibrant informal economy and higher fiscal spending, 
supported consumption growth during the year. On the other hand, investment remained sluggish - a 
continuing trend over the past several years. 

Although the increase in fiscal spending Table I. I: Macroeconomic Indicators 

contributed to commercial activity, it did so _gr_o,_vt_h_in~p_er_ce_·n_t _ ______ _______ _ 

at the cost of pushing Pakistan 's budget 
deficit to 8.5 percent of GDP.1 This 
outcome is not surprising with the settlement 
of accumulated circular debt, losses 
stemming from public sector enterprise, 
higher interest payments, and floods in the 
last years, which boosted public works and 
transfer payments. However, the size of the 
fiscal deficit is not sustainable as it is 
contributing to inflation; squeezing out 
private investment; impacting the balance 
sheet of commercial banks; and could push 
the country into a debt trap. 

FYll FY12Ta~ct 

Real GDP 3.0 4.2 

Agriculture 2.4 3.4 

Industry 0.7 3.1 

Services 4.4 5.0 

Consumption 3.9 

Investment -4.7 

CPI inflation 13.7 12.0 

as e_ercent a[ GDP 

Current account balance 0.1 

Fiscal balance -6.6 -4.0 

Public debt 61.0 60.0 
•see foot note I. 
Source: State Bank of Pakistan and Provincial Bureau of Statistics 

FY12 

3.7 

3.1 

3.4 

4.0 

11.1 

-8.6 

II 0 

-2.0 

-8.5* 

62.6 

On a positive note, food prices have remained relatively stable during FY 12, which helped bring 
down overa ll inflation to 11.1 percent - better than the 12.0 percent projected earlier (Table 1.1). It 
was this easing that allowed the central bank to reduce the policy rate by 200 bps during the year; this 
was done to partially revive private sector borrowing, and encourage banks to improve their 
intermediation between private savers and borrowers. 

Another positive was the external front, as remittances posted yet another year of strong growth, 
which not only helped narrow the cun ent account deficit, but also contributed to economic activity. 
In overall tenns, the external sector has been less worrying than anticipated at the beginning of the 
year; however, as financial inflows dried up, the burden of financing the current account deficit and 
external debt, has fallen on the country' s FX reserves. 

l.2 Assessment of the year FY12 
Looking at the supply side, Pakistan's economic growth in FYI 2 was broad-based. While services 
continued to support the economy, commodity producing sectors (agriculture and industry) posted an 

1 Without the one-off payment of the circular debt. the fisca l deficit was 6.6 percent of GDP. However, this difference was 
financed by the government, so the overall gap was 8.5 percent. 
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improvement over FYJ 1. Growth in agriculture came from livestock and kharif crops, but minor 
crops wi tnessed a decline due to the floods in Q 1-FY 12.2 

The positive spillovers from agriculture, 
coupled with strong remittances and income 
support schemes, boosted construction 
activities and household consumption - both of 
which helped the manufacturing sector. ln 
terms of services, there was a sharp 
improvement in financial sector earnings, 
driven primarily by the volume of commercial 
bank financing of the fiscal deficit, and 
deceleration in fresh non-performing loans 
(NP Ls). 

On the demand side, real consumption grew by 
11.1 percent during FY 12. It is important to 
realize that over-dependence on consumption 
makes growth unsustainable, especially when 

Figure 1.1: Investment-to-GDP Ratio 
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the country's investment rate bas been fa! ling (Figure 1.1 ). During FY 12, the investment-to-GDP 
ratio reached a low of J 2.5 percent, due to security concerns; energy constraint; excess capacity with 
the manufacturing sector; the fiscal spillover on the balance sheet of commercial banks; and concerns 
about sector-specific policies. Public investment has also been overshadowed by subs idies (Figure 
1.2). 

Besides the low investment rate, t11e increase in the budget deficit has also emerged as a key challenge 
to the macroeconomic stability of the country. For FY 12, the government had envisaged a significant 
fi scal consolidation, but the actua l outcome was a sizeable expansion. 

Figure 1.2 : Government Subsidies Surpassing Nominal Public Investments 
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Subsid ies tumed out to be more than three times the target, but this included Rs 391 billion that was 
spent to consolidate the PSE debt, especially in the power sector.3 Excluding subsidies, the fiscal 

2 In our view, the constant 7 .5 percent growth in small-scale manufacturing (SSM) does not adequately capture the impact of 
the energy shortage on these manufacturing units, which generally caruiot afford alternative sources of energy generation. 
3 Jn fact, lhcshifi from hydcl to thermal power; the change in fuel mix from low-priced gas 10 high priced furnace oi l; high 
line-losses from old infrastructue; lhefi; inadequate collection from billed units; inefficient generation unilS ; uncertain fuel 

2 
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deficit narrows to 6.0 percent of GDP. This reflects higher-than-target expenditures including debt 
servicing, and the fact that fiscal devolution has not been as smooth as anticipated. Furthermore, 
provinces were expected to run budget surpluses, but they ended up contributing Rs 39. J bi llion to the 
overall defic it. FY 12 was a lso the sixth consecutive year when the government ran a revenue deficit, 
against the req uirement of a revenue surplus stipulated under the Fiscal Responsibility and Debt 
Limitation (FR DL) Act of2005.4 

Transfer payments were another heavy item on the fiscai side. With income support programs like the 
Watan Card and Benazir Income Support Program (BISP), di rect outreach was deemed necessary to 
alleviate the suffering from the floods in FY I I, which were far worse than what was experienced in 
FY 12. Another fiscal drain is the weak financial position of public sector enterprises (PSEs). Direct 
support to Pakistan Rai lways, Pakistan Steel Mills, PIA and others PSEs, amounted to Rs 33.8 billion 
in FY 12 (see Chapter 2).5 

Financing the fiscal deficit in FY 12 was also challenging, as net external fi nancing (which was higher 
than FYI 1) did not even cover 8.0 percent of the total fiscal gap. With limited external finance and 
pending privatization receipts (Etisalaat), the government was able to realize a 12.3 percent increase 
in non-bank financing, which brought in Rs 529.4 billion.6 Despite this increase in non-bank 
financing, the stream of on-going expenditures left the fiscal authorities with no other option but to 
rely on the banking system - first through commercial banks, then from SBP. The latter has breached 
the quarterly borrowing limits from the central bank during Q4-FY 12.7 

As a result, the country's domestic debt increased by Rs 1.6 trillion (YoY growth of27.0 percent) 
during the year, and the public debt-to-GDP has reached 62.6 percent.8 The shift of this debt towards 
the shorter-end has not only increased the debt servicing burden on the country, but has also 
intensified the roll-over and interest rate risks. These debt dynamics, together with persistence in 
primary and revenue deficits, indicate that Pakistan could move into a debt trap. 

The current debt composition has also complicated monetary management, which was further 
compounded by the fact that the drawdown of FX reserves (during the year) continued to absorb 
domestic liquidity. With a price-insensi tive dominant borrower, and SBP 's aversion to deficit 
financing, the central bank had to inject short-term liquidity into the system (via OMOs) to smooth 
out market liquidity conditions. 

Commercial banks were clearly not averse to lending to the government. As of June 20 12, just the 
deficit financing by commercial banks (i.e., their holdings of government securities) accounted for 
34.4 percent of their aggregate balance sheet, while total pri vate sector lending was only 39 percent: 
in June 2008, the stock of government securities was only 16.4 percent, while lending to the private 
sector was 52.4 percent of the ir total assets. This significant shift in their balance sheet may provide 

sources; and the inability to increase tariffs to cover generation costs, forced the fiscal authorities to earmark funds to 
subsidize these units - it also reduced capacity uti lization in both private and public sector generating uni ts. 
4 FRDL Act 2005 states that the government should generate revenue surplus from 2008 onwards. 
5 From company reports and public statements, it is clear that direct government funding is lo pay salaries and pensions, and 
to ensure that minimal services are provided. 
<• However. even this number is deceptive. Rs 229 billion of this amount came from NB Fis (primarily mutual funds) that 
have sho\.\~1 limited primary mobil ization: in effect, most of this " non-bank" fmancing came from commercial banks and was 
simply channeled via NBFls. Net mobil ization via National Saving Schemes (NSS), on the other hand, was only Rs 142 
billion in FYl 2. 
7 According to the new Section 9C, in SBP Act 1956, the flow of federal government borrowing from SBP has been 
restricted by imposing a limit of zero quarterly borrowing on a net basis. 
8 The FROL Act stipulates that public debt should be reduced to 60 percent o f GDP by end-FY 13, which means the 
government bas till the end of thi s fiscal year to manage its public debt. SB P 's public debl definition differs from the 
Ministry of Finance, as it includes military debt, short-tenn debt and external liabilities. According lo the Ministry of 
Finance definition, the s tock of public debt has reached Rs 12.7 billion at end-June 2012, which is 61 .3 percent of GOP. 

3 
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some comfort to banks (for the returns, and improvement in their risk-weighted assets), but also 
reveals their increasing risk aversion. 

During FY 12, net lending to private sector businesses was only Rs 18.3 billion, against Rs 692.3 
billion that commercial banks lent (in net terms) to finance the budget deficit (and the circular debt 
settlement). Given the bank-dominated financial sector in Pakistan, SBP is concerned that banks are 
shifting away from their ro le as intermed iaries between private savers and borrowers. This shift in 
lending strategy, is marginalizing the private sector. 

Among other factors, SB P's decision to cut its policy rate by a cumulative 200 bps in HI -FY 12 was 
partially motivated by the above concern. However, in the presence of a risk-free dominant borrower, 
average bank lending rates fell by only 112 bps, which suggests that banks remain apprehensive about 
(or uninterested in lending to) the private sector, and were willing to accept lower earnings on 
government securities. 

Fixed investment loans have been fall ing for several years, and have now stagnated. What is more 
alarming is the sharp fall in working capital loans and trade finance during the year. We acknowledge 
that the fall in commodity prices (i.e., cotton and sugarcane), stricter regulation of loans under export 
finance scheme (EFS), and a fall in FX loans would reduce working capital needs. However, the low 
levels indicate that banks are more interested in lend ing to the public sector. 

Like most other countries, there is no hard data to deconstruct private sector lending (the equilibrium) 
between the demand for loans, and what banks are actually willing to lend, As expected, there are 
opposing explanations for the sharp fall in private sector lending: banks complain about the lack of 
quality borrowers, and co1Tectly hjghlight non-price impediments to invest (e.g., energy shortages; the 
law and order situation; forthcoming elections, etc.) . Businessmen, on the other hand, always stress 
that banks are simply unwilling to lend and therefore charge high margins. ln our view, commercial 
banks remain concerned about credit risks under the influence of a dominant borrower, and hence 
increase risk margins on the private sector. [n effect, during a recession with a dominant borrower, 
banks become even more risk averse, which exacerbates the s lump in private sector activity. The 
results change significantly when the dominant borrower is taken out of the picture.9 

Finally, at the sta11 of FY12, SBP's main concern was the external sector, as we did not expect the 
one-off current account surplus in FYl I to be repeated. With the expiry of the IMF Stand-by 
Agreement (SBA) in September 2011, the market was concerned about the accelerated IMF 
repayments that would begin in FY 12. Our initial BoP projections were revised to show a larger 
external gap, after the trade deficit worsened in the first few months of the fiscal year, and remittances 
slipped below expectations. As a result, SBP projected the current account deficit at US$ 5.2 billion, 
and an overall BoP gap of US$ 3.4 billion. 

The actual outcome for the year was better: a current account deficit of US$ 4.6 billion, and an overall 
gap of US$ 3.3 billion, which meant that Pakistan 's FX reserves fell by US$ 4.0 billion, against an 
initial projection of US$ 4.4 billion. Nevertheless, this contributed to a 9.1 percent depreciation of the 
Rupee during the course of the year. The Rupee depreciated from November to late December 2011, 

9 To get a better handle, a framework was developed to understand this problem. By anchoring the framework to the concept 
of counter-cyclical bank margins (which simply refer to the fact that bank margins include a premium for credit risks, and 
these risks are lower during a boom, and are higher during a recession), we observe that in a near-recessionary environment 
with a dominant borrower (the government), an increase in the discount rate triggers an exaggerated increase in lending rates 
offered to non-prime borrowers. This sharply reduces private sector credit disbursements as the government becomes even 
more attractive. Furthennore, a:l increase in the benchmark rate only allows a partial pass-through in tenllS of the 
documented average lending rates, as non-prime borrowers are rationed out of the credit marke!. As banks only focus on 
prime borrowers, the increase in the average lending rate is smaller. 

4 
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and sharply so in the last week of May 20 12. The first event may have been triggered by the closure 
of NATO supply routes to Afghanistan, and susta ined by ris ing o il pr ices; the second adj ustment was 
a brief market panic in the bac kdrop of international developments.10 In effect, the Rupee was 
impacted more by one-off events than the underlying economic funda mentals. 

Looking at key t radeables, the fa ll in textile exports was primari ly respons ible for the negative growth 
in export receipts, and the realized trade defi cit was s lightly larger than proj ected. However, the price 
of oil ended up giving the country some comfort. Oil prices softened between July and October 20 11 , 
but edged up between November and March, and then fell sharply from April to June 20 12; the latter 
period ensured that the actuaJ BoP outcome was better than anticipated. Even the lumpy US$ 1.3 
bill ion repayment to the IM F in l-12-FY 12, and a further US$ 1.3 bill ion owed to the other IF!s, did 
not unnerve the market (see Outlook for FY 13). 

The swing factor was worker remi ttances. Against a forecast of US$ 12.5 bil lion in FY 12, Pakistan 
was able to rea lize US$ 13.2 billion. The 17 .7 percent growth was realized despite contif1ui ng 
weaknesses in the global economy, as the number of Pakistani workers abroad increased by 6.4 
percent during the year. 11 Putting this in perspective, the Rupee value of inward rem ittances 
surpassed the increase in domestic money supply during the year. As will be discussed in the outlook, 
SBP remains optimis tic that remittances will continue to post strong growth in the remaining part of 
FY 13. 

ln light of the above discuss ion, the so lution to Pakistan's economic problems lies in initiating 
decisive reforms in the fiscal, PSEs and energy sector (see Box 1.1). These reforms are indispensible 
not on ly to manage scarce government resources that could otherwise be employed more 
productive ly. but also to create fiscal space to improve public services, infra structure and revive 
investments. 

Box L.l : Refo rms Required to Lift Pakistan 's Economic Growth 

ln assessing Pakistan's economic performance, there are three key points: 

Energy sector reforms 
The growing losses of energy-related PS Es have been draining scarce fiscal resources in recent years. Specifically, the 
federal government has provided over Rs 1.0 trillion to U1e power sector during the last 4 years (FY09- I 2), an amount more 
than the cost of Diamer Bhasha Dam. Despite these efforts. the country faced a record shortfall of both electricity and 
natural gas in FY12, and the circular debt stood at Rs 382.5 bill ion as of 27th July 2012. With this backdrop, the following 
points would caph1re our assessment: 

I. Short run fix : capacity utilization in the power sector must be increased. At this stage, the goal should not be to invest 
in new capacity per se, but to wo rk w ith the infrastructure Pakistan currently has, and ensure that cash-flows are not 
hampered and government guarantees are honored. More to the point, subsidies must be accurately budgeted, and 
pub lic and quas i-public entities must be compelled to pay their bills on time. 

2. Leakages in 1e1111s of theft and ine lTiciencies at the generation and transmission stage, must be seriously addressed . ln 
this regard. the example of a privatized KESC is insightful : this utility has shed surplus staff (despite stiff union 
oppos ition); has cut power supply on account of unpaid bills {even for high profile government agencies); has invested 
in more effic ient generation units; and has fonm1lated a commercially-driven loud-shedding schedule. As a result, the 
situation is quite different in Karachi compared to the rest of the country. 

3. DISCOs mus t take necessary actions to increase collections, which arc far below the desired level. 
4. It is important to fonnulate a comprehens ive medium-to-long-renn strategy to develop hydel and coal-based generation 

units. This plan must be shared with the general public , so they have a handle on how the cu1Tcnt s upply problem is lo 
be resolved in the next several years . 

'° l\lay 20 12 witnessed cum:ncy volati lity in the region and beyond. During this month, while the Pak Rupee lost 2.2 
percent o f its value, the Indian Rupee depreciated by 5. 1 percent; the Sri Lankan Rupee lost 1.5 percent; and the Bangladesh 
Takk:J depreciated by 0.3 percent. The 13ritish Ste rling also lost 3.3 percent o f its value during the month . 
11 Source: Bureau of Emigration & Overseas Employment, Is lamabad. 

5 
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5. The regulatory authorities that set tariff rates for power and gas, need to rethink their pricing for end users. Grossly 
underpriced household and industrial gas leads to wastage, and carries a high opportunity cost (see Chapter 3). 
Although the government's recently approved Petroleum Policy has increased well -head prices and standardized this 
across the country (which should bring more foreign investment for oil and gas exploration), more pressing concerns 
about security and contract enforcement need to be addressed first. 

Cognizant of the above issues, the government has prepared a restructuring plan to resolve structural weakness in the energy 
sector. In addition lo financial support as mentioned earlier, the following steps are worth noting: 

1. Dissolution of PEPCO ha' been finalized. The administrative and financial intervention of PEPCO in the power sector 
has ceased. 

2. Formation of new Board of Directors ofCPPA, QESCO, SEPCO and the GENCO holding company (GHC). The 
CEOs for GHC, HESCO and PESCO have been appointed, while CEOs for 3 other DlSCOs (LESCO, MEPCO and 
SEPCO) have been replaced. 

3. The NEPRA Act has been amended to facilitate passing of Fuel Price Adjustment (FPA) on to the consumers. 
However, there have been delays by NEPRA in determination of FPA that contributed to liquidity crunch in the sector. 

4. A new £1ectricity Act has been approved by the cabinet to strengthen the legal framework for curbing theft and other 
administrative losses. 

In addition to these reforms, the govenunent may work with the IFis to formulate a sustainable, irreversible and credible 
energy policy for the country. 

PSE reforms 
Although energy has dominated public attention, one must realize the underlying problem in the energy sector is effectively 
the inability of PSEs to operate commercially. Other PSEs like Pakistan Railways; PIA and the Pakistan Steel Mills, also 
need to embark on difficult reforms to nudge them back lo commercial viability. Comprehensive reforn1 strategies have 
already been formulated; it just requires the will to take the first difficult steps to reduce staff and rationalize operations. In 
simple terms, these PSEs need to implement business plans that meet strict standards of commercial viability. In this regard, 
the government has taken some measures lo change senior level management in PlA and Pakistan Steel Mills. 12 

Fiscal reforms 
It is important lo put things into perspective. Since FY07, Pakistan has been running a revenue deficit and also a primary 
deficit13 - the only upside, is these imbalances slightly narrowed in FY12 compared to FYI I. A revenue deficit implies the 
government is borrowing to meet current expenditures, which means the government is effectively borrowing without 
creating repayment capacity (assuming all development spending is used productively and creates repayment capacity). 

The repercussions of this fiscal overstretch on the energy sector and the impact on the banking sector, are recurring themes 
in this report. The solution remains the same as put forward by the IFis for many years. However, with Pakistan's 
investment rate already at record lows, the fiscal problem will have to be addressed while taking concurrent steps to revive 
private investment. As is the case in Europe, a customized reform program will have to be designed lo achieve both fiscal 
austerity and private sector growth. 

1.3 Global Economic Conditions and Implications for Pakistan 
Throughout FYl2, European policymakers struggled to manage conflicting'goals: how to show 
tangible fiscal austerity to calm an increasingly skeptical global financial market; and how to mollify 
public sector employees who could lose their benefits (or livelihood) and vote accordingly. This 
uncomfortable trade-off is made worse by the fact that members of the Euro can broadly be placed 
into two categories : those that are fiscally responsible, and those that are not. Fortunately, the market 
has already shown where each country stands: Greece; Spain; Portugal; Ireland; Italy and Cyprus need 
help; Germany; Finland and Austria do not. 

For a union, which is political as much as it is economic, such differences will detennine the level of 
pain that individual countries would have to endure, if they are to win the market's trust. Not 

12 It is expected that with the current bailout package to PSM, it may attain capacity utilization of 55 percent :'rom its current 
20 percent. Likewise, the new management in PIA has prepared its draft Business Plan, which is in the process of being fine 
tuned. 
13 A primary deficit implies that revenues (tax and non-tax) cannot even cover non-interest expenses; this basically means 
the government must borrow to meet its debt servicing obligations. 

6 



Economic Outlook 

surprisi ngly, the champions of austerity are those that will have to experience less pain, and those who 
want growth would like to defer the pain. Deferring fiscal reforms (and pushing for growth) raises the 
issue of the credibi lity of future austerity plans, which is not easy given the track record of the 
problem countries in the Euro. 

A further complication is that some members of the Euro will have to bailout the others, which means 
one set of tax-payers will have to pay for the other. And it is not just about lend ing enough to keep 
problem countries current on their debt payments - these countries already have high debt-to-GDP 
ratios, which is an important metr ic the market uses in pricing sovereign bonds (Table 7.4). Hence, a 
credible solution would entail grants from the disciplined to the less disciplined, which will not be 
easy. By most accounts th is issue will drag on, and the uncertainty it creates is likely to keep the 
Eurozone in a recession for the next several years. 

Developments in the US, on the other hand, have been somewhat better. However, even in the US, 
the lead-up to the fiscal cliff in January 2013, created a good deal of unce1tainty about what would 
happen. 14 The non-partisan Congress ional Budget Office (CBO) had predicted the cliff could bring 
about a 2.9 percent contraction in US GDP, which would push US unemployment back above 9 
percent. The total impact would be a fiscal contraction of US 560 billion, or 3.5 percent of GDP. 

The resolution of the fiscal cliff in early 2013 , has been a temporary compromise. Taxes on the very 
rich have automatically increased, but spending cuts have been postponed for tv.10 months. A more 
cred ible solution will require a Congressional decision regarding the debt ceiling, which is likely to be 
pol itically divis ive. 

Whal we do know, is the modest US growth in the past few years has been job less. We also know 
that with bleak employment oppm1uni ties, households will continue to de leverage (i.e., pay off their 
debts), which implies that a consumer-led recovery is highly unlikely. This is a growing concern, as 
two-thirds of th e US economy is driven by consumer spending. ln response to this, the Fed has 
announced the third round of quantitative easing (QE3), which is an open-ended bond-purchasing 
program that seeks not just to revive economic growth, but more importantly, to create jobs. Analysts 
are not convinced that such injection of I iquidity would necessarily create jobs, especially with the 
government's focus to revive the housing market. 

Making matters worse, the Asia Giants are beginning to slow. S ince China and India have been 
powering world economic growth over the past decade, this s lowdown can be traced to fall ing export 
demand from the US and EU. In effect, these expo1t-driven countries cannot avoid the contagion 
from the OECD. 

Although a major concern for both China and India are weakening exports, domestic demand in India 
is beginning to taper off. In particular, declining corporate investment, low public investments and 
rising input costs, is troubling Indian policymakers. Furthermore, the heavy burden of government 
subsidies is creating fiscal pressures, which are difficult to contain politically. On the other hand, 
China is also beginning to slow, with concems that easing demand for Chinese exports could increase 
unemployment and puncture the real estate boom. 

As the near-term recovery in the global economy appears unlikely, the prospects for Pakistan 's 
external sector are mixed . Although the global recession would hurt Pakistan' s exports, the possible 
upside could come from international commodity prices - the most obvious be ing oil. It is clear that 
geo-political uncertainty about Syria and Iran is keeping oi l prices high, but such levels are also 

1
" The cliff refers to specific tax laws that will expire in December 2012, which will cl imin::lle Bush-era tax cuts and halt 

certain unemployment benefils and lax holidays. 
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dragging down the global economy. ln our view, this uncertainty will d issipate after the US elections, 
which means the remaining half of FY 13 should see oil prices falling. 

In this discussion, one must realize that in the past decade, global demand for oil has come primarily 
from Asia ( i.e. , China and India): if these economies were to slow, global demand for oil will be 
impacted. Add to this the strength of the US Dollar as investors adjust their currency holdings to the 
on-going Ew·o crisis, and realize that oil is priced in Doll ars. So with easing global demand for oil 
and a strong Dollar, oil prices are likely to edge lower. As discussed in Chapter 8, easing oil prices 
could have a decisive impact on Pakistan 's current account deficit, while ris ing food prices (wheat 
and rice) would help at the margin. In net terms, Pakistan's external sector is relatively insulated from 
developments in the global economy, with a possible upside on commodity prices. 

1.4 Outlook for FY13 
The target GDP growth of 4.3 percent for FY 13 appears optimistic; we think Pakistan will grow at 
about the same rate as it did last year (Table 1.2) . We are confident that milder flooding this year and 
the underlying factors that allowed for 3.7 percent growth in FY12 will largely remain in play. 

The structural problems in the energy sector, PSEs and the fiscal side, may not be tackled in the near­
term. However, since the government paid-off the accumulated subsidies in FY 12, we do not expect 
the same level of fiscal pressure this year. While the government hopes to achieve a fiscal deficit 
target of 4. 7 percent of GDP, we· think a range of 6 - 7 percent is more realistic. 

A key concern for the central bank is the on-going decline in domestic investment. Although the 
investment environment in Pakistan is likely to remain challenging, we believe the recent 250 bps cut 
in the benchmark interest rate, could revive private investment and provide some relief to commercial 
enterprises. This decision was supported by an improved inflation outlook, and also seeks to signal 
that banks may re-examine the rapid accumulation of government securities on their balance sheets 
(directly or indirectly). In our view, with interest rates at current levels, commercial banks may be 
incentivized to book high-return private assets, rather than just place money with the government. 
Although SBP does not tell banks what to do, commercial banks should be caut ious about how their 
balance sheets are evolving, and look to diversify their asset portfolio with a long-term view. 

ln addition to the inclination of banks, the effectiveness of this interest rate s ignal will depend on the 
quantum of government borrowing, its 
bonowtng mix and liquidity conditions in the 
market. Since the size of the fiscal deficit last 

Table 1.2: Major Mac.rocconomic T11rgets and Projections 
FYIJSBP 

FYJ3 Targets Projections 

year was mainly due to one-off factors, we are percent growth 

hoping things will be better this year. Weare Real GDP 3.7 4.3 3.0 - 4.0 

also optimistic that with the opening of NA TO CPI I 1.0 9.5 8.0-9.0 

supply routes, Coalition Support Fund (CSF) M2 14. J 14 0-15.0 

will be realized in a timely manner.15 SBP billio11 US Dollars 

remains hopeful that inflows from Remiuonces 13.2 M .I 110 - 15.0 

privatization (Etisalaat) and the 3G licenses Expons (fob) 24.6 25.8 25.0 - 25.5 

will also be realized in FY13. lmEons (fob) 40.0 42.9 41.0 -42.0 

percent of GDP 

The central bank shares the market's view that Fiscal deficit 6.6 4.7 6.0-7.0 

the Rupee-Dollar parity is a key indicator. Current account deficit 2.0 1.9 0.5 - 1.s 
Given the nature of this market, the Rupee Note: Targets offiscal and current account deficits to GDP ratios arc 
parity is perhaps the most impoitant market based on the nominal GDP in the budget projection5. 

1
': provisional 

s ignal that policymakers have. ln making our interest rate decisions, SBP looks c losely at the likely 

i ; Pakistan has already received US$ 1.8 billion under CSF as of December 2012. 
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impact on the FX market. One must note that the FX market 's reaction to the discount rate cuts in 
August and October 20 I 2 was quite muted. However, in late November 20 I 2, some pressure 
appeared, even though the current account posted a surplus in the first four months ofFY13. In our 
view, this pressure can be traced to net outflows to the IFis (around US$ 1.5 billion during Jul-Nov 
FY13). Although these payments do not impact the FX market directly, the drawdown of SB P's forex 
reserves has impacted market sentiments. 

In terms oftradeables, our export projections assume that cotton prices have bottomed-out, while 
Pakistan's low value-added textiles may be insulated from the demand contraction in the OECD. We 
do not expect any spike in imports given the sluggishness in domestic investment, and our view on 
global commodity prices. We also remain optimistic that inward remittances will continue to post 
strong growth. 

On a final note, we would stress the w·gent need to embark on structural reforms in the energy sector, 
PSEs and public finances. This, together with a more balanced deficit financing mix in FY 13, would 
ease a great deal of pressure from domestic sources of financing - especially the commercial banks. 
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2 Aggregate Supply1 

2.1 Overview 
FYl2 was the first year for the Planning Commission's 'Economic Growth Framework'. This 
strategy envisages a greater role of the private sector in the development process, by promoting 
market-oriented policies, and replacing direct government intervention with more efficient 
regulation.2 Accordingly, the Annual Plan for FYl2 assumed some easing in energy constraints; an 
improvement in the business environment; observance of fiscal prudence; and a recovery in global 
demand.3 With these assumptions, a GDP growth target of 4.2 percent was set for the year. 

The actual GDP growth of3 .7 percent, however, fell short of the Annual Plan target. Though the 
commodity producing sector succeeded in achieving its target, the underperformance by the services 
sector held back overall GDP growth.4 

Nonetheless, this growth seems reasonable as the economy continues to face multiple challenges. For 
examp le, on the domestic front, heavy rains in August 2011 caused significant flooding in lower 
Sindh. Apart from displacing people and livestock, and damaging infrastructure, the floods destroyed 
2.2 million bales of cotton, and damaged minor crops. ln lower Sindh, the impact of floods stretched 
to the rabi season, when stagnant floodwater led to a decline in area under wheat cultivation. 
However, on an encouraging note, the FY 12 floods were less damaging than in FY 11 :5 despite flood­
related damages, the cotton crop of 13.6 million bales in FYl 2 surpassed the conservative target of 
12.8 million bales. 

Contrary to the assumption made in the Annual Plan, energy constraints intensified during FY 12, 
forcing a number of industries to scale down production.6 In the gas sector, mispricing led to a 
widening of the demand-supply gap (for a more detailed discussion, see C hapter 3). 

Despite these setbacks, economic growth was not only higher, but also more broad-based compared to 
FY 11. In FY I I , the impetus to growth came mainly from the services sector, which contributed more 
than three-fourth of the overall increase in GDP. This year, the commodity producing sectors have 
made a larger contribution, as both agriculture and industry witnessed an improvement over FYI I. 

The improvement in agriculture mainly came from major kharif crops (particularly rice and cotton), 
where water availability has emerged as a key growth determinant. The improved and timely 
availability of water supported these crops, whereas wheat (a key rabi crop) suffered due to a fal l in 
the area under cultivation. While the latter can be traced to a level of water scarcity, this issue is 
likely to become a very important factor in determining the fate of agriculture in the country. 

1 Commonly represented by the Gross Domestic Production (GDP), the aggregate supply reflects the total value of final 
foods and services produced in the economy during a year. 

Source: http://www.pc.l!ov.pk/hot%20links/growth document em!lish version.pelf 
3 Source: Annual Plan 2012-13, Planning Commission, Pakistan. 
4 The less-thrm-targcl perfonnanee in wholesale & retail trade and transport, storage and communication constrained 
f rowth in the services sector. 

According to Economic Survey 2011 - 12, Lhe floods of 20 11 led lo a loss of Rs 324.5 billion to the economy, which was on 
Lop of Rs 855 billion damages caused by 20 I 0 floods. 
6 The power shortage became more acute as the rise in international oil prices inflated the volume of circular debt, which 
forced a number of power plants to remain idle due to the lack of funds lo purchase fuel. 
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In the industrial sector, manufacturing and construction largely explain the growth in FY I 2 (Table 
2.1). However, the constant 7.5 percent growth in small-scale manufacturing appears overstated, 
since such units are particularly vulnerable to prolonged energy shortages. 

Table 2.1: Gross Domestic Product (at constant 11rices of 1999-2000} 

percent Share in GDP Growth Contribution to orowth 

FYll FY12 FYll FYI2T FY12 FYI! FYl2 

I. Commodity producing sector 46.6 46.5 1.5 3.2 3.3 0.7 1.5 

(a) Agriculture 21.2 21.1 2.4 3.4 3.1 0.5 0.7 

Major crops 6.7 6.7 -0.2 3.0 3.2 0.0 0.2 

Minor crops 2.2 2.1 2.7 2.0 -1.3 0.1 0.0 

Livestock 11.6 11.6 4.0 4.0 4.0 0.5 0.5 
Fishing 0.4 0.4 1.9 2.0 1.8 0.0 0.0 

Forestry 0.2 0.2 -0.4 -1.0 0.9 0.0 0.0 

(b) Industry 25.5 25.4 0.7 3.1 3.4 0.2 0.9 

Mining & quarrying 2.4 2.4 -1.3 1.0 4.4 0.0 0 .1 

Manufacturing 18.7 18.6 3.1 3.7 3.6 0.6 0.7 

L~rge scale 12.1 11.9 I.I 2.0 1.8 0 .1 0.2 

Small & household 5.1 5.3 7.5 7.5 7.5 0.4 0.4 

Construction 2.1 2.2 -7. 1 2.5 6.5 -0.2 0. 1 

Electricity and gas distribution 2.3 2.2 -7.2 1.0 -1.6 -0.2 0.0 

2. Services 53.4 53.5 4.4 5.0 4.0 2.3 2.1 

Transport, storage & communication 9.9 9.6 0.9 4.5 1.3 0.1 0.1 

Wholesale & retail trade 17.1 17.1 3.5 5.0 3.6 0.6 0.6 

Finance & insurance 4.7 4.8 - 1.4 0.2 6.5 -0 .1 0.3 

Ownership of dwellings 2.7 2.7 1.8 3.5 3.5 0.0 0.1 

Public admn & defence 6.7 6.6 14.2 6.0 2.6 0.9 0.2 
Social and community services 12.3 12.6 6.9 7.0 6.8 0.8 0.8 

GDP (fc} 100.0 !00.0 3.0 4.2 3.7 3.0 3.7 
T: target 
Source: Pakistan Economic Survey 2010-1 1, and Annual Plan 20 11 -12 

The modest improvement in large-scale manufacturing was concentrated within a few sectors. 
Consumer goods performed well, mainly due to domestic consumption, but this growth decelerated 
during the course of the year due to an increased preference for imported goods. 

The services sector, which has the largest share 
in GDP, recorded lower growth during FY 12 
compared to the previous year. Contrary to 
FY 1 1, when a large increase in public salaries 
and flood-related social spending boosted 
services, the growth in FYl2 was more broad­
based. Increasing profitability of the banking 
sector led to a tum-around in finance and 
insurance. Similarly, transport, storage and 
communication posted higher growth in FY 12 
compared to FYI 1.7 This mainly reflects the 
increased volume of imported petroleum 
products that were transported (via pipelines) 
to the northern parts of the country. 

Figure2.l : Real GDP Growth 
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1 This was despite the continued losses in PIA and Pakistan Railways. 
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Although the economy has shown some 
recovery in FY 12, the growth sti II remains 
below the historical norms. In fact, persistently 
low GDP growth has become one of the major 
concerns for the economy, as average long­
term growth is declining (Figure 2.1 and 2.2). 

Pakistan 's growth was also weaker compared 
to other emerging economies (e.g., Brazil , 
Philippines, Malaysia, Indonesia, Sri Lanka, 
India, Vietnam and China). As evident from 
Figure 2.2, despite some s lowdown in these 
countries after the 2008 credit crunch, growth 
in most of these countries remained higher than 
Pakistan. 

We associate the slower growth in Pakistan 
more with domestic constraints, than with the 
global economic cond itions. In particular, the 
worsening energy shmiages; fa ll ing 
investment; persistent macroeconomic 
imbalances; and the recurring floods, have held 
back economic activity. Hence, there is an 
urgent need to address these issues to revive 
economic growth, bring down poverty and 
absorb the growing labor force. 8 

2.2 Agriculture 
Despite the floods of August 2011 , the 
agriculture sector recorded a modest 
improvement, growing by 3. l percent in FYl 2 
compared to 2.4 percent in the previous year. 
However, farmers' margins came under 
pressures due to a sharp increase in input 
costs, and a fall in agri prices. 

The livestock sub-sector (with a 55. J percent 
share in agriculture) remained the main 
contributor to growth, followed by major 
crops. Minor crops, however, suffered due to 
the floods and extremely low temperatures in 
the winter season (Figure 2.3). 

Aggregate Supply 

Figure 2.?: Pakistan's GDP Growth Rate vis-a-vis Other Countries 
• 2000 -09 • 2009 - II 
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Figure 2.3: Composition of Agriculture Sector 
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Table 2.2: Major Cro~s 

FYIO FYll 

Area (000 hectare) 

Con on 3,!06 2,689 

Sugarcane 943 988 

Rice 2,883 2,365 

Maize 935 974 

Wheat 9,132 8,901 

JOO 

80 

... 60 
§ 
~ 
g_ 40 

20 

0 

FY12 

2,835 

1,058 

2,571 

1,083 

8,674 

FYl2 

Growth(%) 

FYll FY12 

- 13.4 5.4 

4.8 7.1 

-18.0 8.7 

4.2 11.2 

-2.5 -2.6 

Production (000 tons, cotton is in 000 bales of 170 kg) 

Cotton 12,9 14 11,460 13,595 -11.3 18.6 

Sugarcane 49,373 55,309 58,397 12.0 5.6 

Rice 6,883 4,823 6, 160 -29.9 27.7 

Maize 3,261 3,707 4,27 1 13.7 15.2 

Wheat 23,311 25,214 23,337 8.2 -7.4 

Source: Pakistan Bureau of Statistics 

H The Economic Growth framework acknowledges that to absorb the young and growing population, the economy has to 
grow over 7 percent per annum on a sustained basis. 
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Major crops 
The main contribution to value addition came Tahle 2.3: Irrigation Water Situation 

from major kharif crops. The production of million acre feet 

cotton, sugarcane and rice improved over the Kharif Rabi 

previous year, whereas wheat (the main rabi FYll FY12 %.C!t. FYll FY12 %.C!t. 

crop) declined during the year (Table 2.2). Punjab 29.0 34.3 18.2 18.7 17.6 -6.0 

While improved soil moisture after the floods, Sindh 22.6 23.3 3.0 14.5 10. 1 -30.2 

and timely availability of water supported Khyber 
Pakhtunkhwa 0.8 1.0 27.4 0.5 0.6 16.7 

crop yields (Table 2.3)/ the higher use of agri Balochistan 12 1.9 53.4 0.9 1. 1 27.8 
inputs (e.g., fettilizer) compared to the kharif Total 53.6 60.5 12.8 34.6 29.4 -14.96 
crop of FY 11 , also enhanced production. Source: Suparco 

In the rabi season, the decline in wheat production can be traced to a decrease in area under 
cultivation and lower availability of water. Southern Sindh remained inundated at the time of sowing, 
while some farmers could not prepare their land for wheat sowing due to late harvesting of the 
sugarcane crop; others simply preferred to sow cotton earlier at the direct expense of wheat. 

Water availability and other agri inputs 
Water availability has become a major concern for the agriculture sector. In rabi FYI 2, lower winter 
precipitation and extended periods of low temperature (which reduced glacier melting) led to a decline 
in river flows. Unfortunately, water availability did not improve even for kharifFYI3, due to delays 
in the monsoon rains. 

The situation is likely to worsen in the future, as freshwater supplies continue to be overwhelmed by 
mounting demand pressures. In this context, building water storage capacity is crucial to buffer 
against dry seasons. At the same time, the price of irrigation water needs to be raised to reflect excess 
demand and the resource cost of water availability (see Special Section 2.1 for more details). 

Finally, the use of credit and ferti lizer also 
dropped during the rabi season, compared to 
the same season in the previous year (Table 
2.4). Fertilizer demand declined mainly due 
to higher prices coupled with lower expected 
crop income as the prices of cotton, sugarcane 
and maize fell during the year. According to 
our estimate, the price decline more than 
offset the gains from quantum growth. On top 
of that, the cost of pesticides, diesel, and seeds 
also increased substantially, further squeezing 
growers' margins, especially in S indh, where 

Table 2.4: Fertilizer Sales and Prices 

Kharif 

FYll 

FYl2 

%.C!t. 

Rabi 

FYl 1 

FY12 

%.C!t. 

Source: Suparco 

Volume (000 tons) 

Urea OAP 

2,777 

3,014 

8.5 

3,160 

2,710 

-14.2 

471 

486 

3.2 

815 

564 

-30.8 

farmers were already grappling with the second floods in a row (Figure 2.4). 10 

Prices (Rs/bag) 

Urea OAP 

852 2,625 

1,461 4,049 

71.5 54.2 

985 3,142 

1,766 4,138 

79.3 31.7 

To hedge against such production risks (water and cash availability; crop and input prices), farmers 
depended more on traditional means (e.g., arhtis, investing in livestock, and earning through non-farm 

9 In the case of cotton, exceptionally high prices of cotton lint during the previous crop season, increased use of BT cotton, 
and a better control over cotton leaf curl virus and sucking pest (paiticularly in Punjab), led to a higher production. In fact, 
gains in Punjab more than offset the flood-related losses in Sindh. 
10 Sugarcane growers faced an additional burden due to payment disputes with sugar mills. While some payments were 
delayed due to disagreements over prices, there were reports that sugar mills - facing liquidity problems owing to large 
inventories - held back payments to farmers. In this s ituation, the government intervened in the sugar market by purchasing 
4.75 million tons of sugar through TCP. Thus the decline, as well as postponement, in revenue from kharif20 12 crops also 
added to the list of reasons ror low wheat cultivation this year. 
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labor). In some cases, farmers also opted for 
crop diversification.' ' More recently, there has 
been a growing focus on developing market­
based instruments (e.g., forward market in 
commod ities, crop insurance) as risk 
management measures. To facilitate th is, SBP 
has developed a comprehensive framework for 
a commercially viable warehouse receipt 
system, which will allow farmers to have a 
rel iable storage facil ity, and the receipts against 
stored commodities could be used as collateral 
for bank financing. 12 

Figure 2A: Crop Output Prices ' 'S. Input Prices (growlh 12-mmn) 
• Crop output prices•• Crop input prices•• 
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FYIO FY I ! FYl2 

• WPI of wheat, rice, sugar crops and fibcrcrops (incl. cotton) 
• • WPJ of tractors, fertilizers, insecticides and pesticides 
Source: Pakistan Bureau of Statistcis 

Table 2.5: Yield Gap of Major Crops 
tons per he<:tare 

Progressive Nation.al 3-year 

The government continues to subsidize key 
agri inputs (e.g., fertilizer, water, and 
electricity) and intervenes in the market by 
setting benchmark prices as well as directly 
procuring strategic crops. 13 While such 
interventions have ensured adequate supply of 
food staples, the resulting economic costs has 
become a growing concern. Specifically, 

farmer's yield average l'.ield Ga(! (%} 

even with substantial government support, 
th is sector suffers from lack of innovation and 
productivity gains, as crop yields remain low 
(Table 2.5) and harvest losses are alarmingly 
high.14 Going forward, as natural resources 
(primarily water) come under stress, 
agriculture production could suffer a great 
deal, having serious repercussions for the 
food security in the country. 

Wheat 4.6 2.6 

Cotton 2.6 1.8 

Sugarcane 

Sindh 200.0 55.0 

1.'unjab 130.0 50.0 

Maize 6.9 2.9 

Rice 3.8 2. 1 
Source: Fin.al Report of lhe Task Force on Food Security, Planning 
Commission. 2009 

43.5 

30.8 

72.5 

61.5 

58.0 

44.7 

For now, Pakistan's food supply is adequate for meeting the country's needs. Nevertheless, poor 
infrastructure and rising income inequality could threaten food security. 15 The country needs to revisit 
its policy priorities to ensure that efforts for ensuring food availability are stepped-up (see Special 
Section 2.2 for more details). 

livestock 
The output estimates for livestock - the largest contributor to agriculture and a major source of rural 
income after crops - are based on previous census growth rates.16 Generally, these estimates are not 

11 To hedge against changing climate conditions or nuctua ting prices. farmers generally adopt crops that arc either more 
resilient lo weather conditions or have more stable prices. Sometimes. farmers even experiment with crop cycle to protect 
the ir produce from pest attacks. 
12 The implementation of the project rests with Pakistan Mercantile Exchange (PMEX) and a Collateral Management 
Company is being formed under PMEX for the purpose. 
13 The wheat support price was enhanced to Rs 1,050 per 40 kg. Huge subsidy was provided on the imported fertili zers, and 
25 percent of power sector subsidy is provided to the agriculture sector. 
14 The Planning Conunission's report on food security suggests the supply-chain losses of over I 0 percent for wheat and 
other grain; s uch losses swelled to 30-40 percent for horticulture products. 
is rood security is a blanket concept that refers to the food supply chain from production to actual absorption of food by 
rceople. 
6 The cun-cnt estimates use the growth rate in the last census of 2006 over the 1996 census. While the head count of 

livestock is based on inter-census growth, the quantity of li vestock products is computed on the basis of some fixed ratio for 
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as rigorous as those computed from the 
census; hence they remain within a close 
range during the inter-census years. During 
FY 12, the computed growth for livestock was 
4.0 percent, which was unchanged from the 
previous year. 

Being a major source of savings and 
investment for small farmers, livestock 
assumes a central role in economic 
development. Particularly, a number of 
developing countries have expanded their 
livestock production in response to h igher 
global demand stemming from an expanding 
population, rising incomes and faster 
urbanization (Table 2.6). 

Table 2.6: Livestock Production Growth in Selected Countries 

annual average growth in ~rcent 

2000-2005 2005-2010 2000-2010 

Vietnam 8. 1 6.3 7.2 

Malaysia 4.9 6.5 5.7 

Indonesia 5. 1 4.6 4.8 

Egypt 3.2 4.2 3.7 

India 3.4 4.0 3.7 

Pakistan 2.8 4.4 3.6 

Brazil 5.4 0.8 3.1 

China 3.5 2.7 3. 1 

Thailand I.I 4.6 2.8 

Turkey 1.7 3.5 2.6 

Mexico 2.7 1 .8 2.3 

Argentina 1.7 -0.4 0.6 

Australia -0.4 -0.7 -0.6 

Sou rce: World Bank 

ln some of these countries, the technological advances and the increase in incomes have induced 
major structural changes in the livestock sector. 17 For example, China has increased its share in world 
meat production (beef and veal) from 0.6 percent in 1980 to around I 0.0 percent in 2011. 18 Simi larly, 
Brazil has doubled its share to 16.0 percent during the same period. In terms of swine meat, China 
increased its share from 23.0 percent in 1980 to 49.0 percent in 2011. Although poultry meat 
production is more evenly distributed between developed and developing countries, growth rates in 
China have been very high. 

Compared to these developing countries, Table 2.7: Catcgo!)'-wisc Industrial Growth 
livestock production in Pakistan has not seen Contribution 

any significant change. Although Pakistan's percent Growth to growth 

performance appears reasonable, it is far Share in 
Catego!)'. indust!)'. FYIO FYJI FYl 2 FYll FY12 

below potential considering Pakistan's Industry 6. 1 0.7 3.4 
ranking in tenns of livestock holding. Electricity & gas 8.6 6.2 -7.2 -1.6 -0.7 -0.l 

According to the Food and Agriculture Construction 8.5 16.3 -7. l 6.5 -0.6 0 .5 

Organization of the United Nation, Pakistan Mining 9.4 2.2 - 1.3 4.4 -0.l 0.4 

ranks 2"d in the world in terms of number of SSM 21.0 7.5 7.5 7 .5 1.4 1.5 

buffaloes, 4th in terms of number of goats, 7th LSM 46.9 4.8 1.1 l.8 0.5 0 .8 

in terms of cattle, and 8th in terms of number Wt.in 
LSM FYlO FYll FYl2 FYll FYI2 

of sheep. Despite this, the country has not Consumer goods 4 1. l 3.0 7.0 4.9 3.0 2.2 
been able to transform its stock advantage into Durables 7.0 3 1.8 8.2 5.8 0.5 0.4 

higher value addition. Non-durables 34.2 -0.8 6 .8 4.7 2.5 l.8 

lntennediates 55.5 -2.4 -2.4 -1.3 -1.3 -0.7 

2.3 Industry CaEital e,oods 3.3 13.2 -7.2 -13.0 -0.2 -0.3 

The industrial sector grew by 3 .4 percent in SSM: Small Scale Manufacturing, LSM: Large Scale Manufacturing 

FYI 2 - higher than 0.7 percent in the previous Source: Pakistan Bureau of Statistics; SBP calculations 

year. Despite this visible recovery, industrial performance during FY 12 was far from satisfactory. To 
begin with, the growth in value addition by small scale manufacturing, which is assumed constant at 

each product {e.g., average mi lk yield for a buffalo) and some additional information (e.g., production numbers of poultry 
and eggs). · 
17 The new technology allowed large-scale animal-fam1s to operate with efficient systems for slaughtering, processing and 
distribution of meat. The industry is now offering a variety of fresh and processed items (such as cooked, refrigerated, and 
ready-to-eat) while meeting quality, nutritional and safety standards. 
18 The meat production generally rises with consumption. For example, the per capita meat conswnplion in China rose from 
13.7 kg/year in 1980 to 59.5 kg/year in 2005 . 
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7.5 percent each year, contributed almost 45 
percent of the increase in industrial activities 
(Table 2.7). Jn our view, this seems overstated 
given the large decline in SME exports during 
the year (e.g. , garments, bed-wear, sports 
goods, and electric fans) . 

Secondly, the modest improvement in large­
scale manufacturing was concentrated in a few 
sectors (Figure 2.5). Many industries suffered 
production declines due to supply-side 
constraints, necessitating higher imports 
(Figure 2.6). A modest slowdown was seen in 
sectors with relatively large weights in the 
LSM index due to bearish export sales (e.g., 
textiles and footwear), lower growth in agri­
production (e.g. , sugar and wheat milling), and 
increased consumers' preference for imported 
goods (e.g., cars and home app liances). 

Only the construction sector displayed strong 
growth during the year, mainly on the back of 
post-flood reconstruction activities, increase in 
public works, project loan inflows, and a 
rebound in private sector demand. Resultantly, 
construction-based industries (including 
cement, glass, wood, etc.) also performed well 
during the year. 19 

Within LSM, the decline in intermediate goods 
continued for the fourth year in a row. SBP 

reports have repeatedly mentioned issues 
faced by the steel, petroleum refining, and 
fertilizer sectors, which are operating well 
below capacity. This is an acute challenge in 
the energy sector (circular debt) and in 
fertilizer (gas shortages). Furthermore, ad-hoc 
decisions regarding ferti lizer imports20 and 
delays in the restructuring of Pakistan Steel 
Mills, have weakened the financial structure 
of these industries.2 1 

In contrast, consumer goods posted yet 

Aggrega1e Supply 

Figure 2.5: Performance ofLSM Sector s d ur ing FY12 
a Double-digit, decline • Single-digit decline 
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Figure 2.6: D eclining S har e of Local Products in Key 
Inter mediate Goods 
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Table 2.8: Production and I mport of Consumer D urables in FYJ2 

percent growth 

Cars 

Rubber tyres and tubes 

Footwear 

Refrigerators 

A/Cs 

Pharmaceutica.ls 

Electric fans 

Prod uction 

14.7 

-23.2 

2.3 

7.7 

-6.5 

7.0 

-4.3 

Source: Pakistan Bureau of Statistics 

Imports 

268.0 

12.0 

6.8 

79.6 

50.9 

5.4 

17.8 

another year of strong growth. While food processing continues to benefit from good harvests and 
rising demand from Afghanistan, the durable goods industry benefited from a favorable duty structure 

19 Cement and glass s ub-sectors grew by 2.7 percent and 1.8 percent during FY 12, respectively. 
20 See Annexure 3 of the SBP Third Quarterly Report for FY 12. 
21 For details on issues related with fertilizer import policies, please see section on Fe1tilizcr in SBP Third Quarterly Report 
for FY l 2. 
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and growing domestic demand.22 However, we believe durable goods have actually under-petformed 
(during the year), as a large part of domestic demand was met through impo11s, despite available local 
capacity. For instance, although the production of cars, rubber tyres, footwear, refrigerators and 
pharmaceuticals increased during the year; the import of these goods has also increased (Table 2.8). 
For TV sets, the increased penetration of imported/smuggled items has caused a decline in local 
production. indeed, this trend highlights serious competitiveness issues for the local industry, not to 
mention the use of the kerb market to secure foreign exchange. 

In the case of household appliances and automobiles, high domestic prices remained an issue. These 
can be traced to high assembly costs and producer margins. In addition, there are certain products 
which are not being assembled locally. This is a major reason why consumers prefer recond itioned 
imported cars over brand-new locally manufactured units. They also prefer imported fans, bulbs and 
wooden furniture, over products manufactured Jocally.23 

Similarly, the local footwear industry has been 
facing stiff competition from products 
impo1ted from China, Thailand and Vietnam. 
In the past, Pakistan had been a net exporter of 
footwear, but in the previous 3 years, it has 
become a net importer (Figure 2.7). Anecdotal 
evidence suggests that imported products cater 
mainly to lower-to-middle income households. 
A simi lar trend is also seen in the clothing 
industry, where products from China and 
Thailand have flooded the low-end market. 
Furthermore, import of used clothing has 
increased sharply, sugge5ting that local 
manufacturers cannot compete.24 

Figure 2.7: Pakistan's Trade in Footwear 
- lmport - Export --Nctcxports 

24 

18 

0 
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Source: Pakistan Bureau of Statistics 

These trends are discomforting. This is e ither due to high manufacturing margins for local producers, 
or simply because local manufacturers are not producing what consumers want. We are certain about 
one thing: to keep customers satisfied, manufacturers must not only step-up their marketing, but also 
need to tailor their products to changing tastes and styles. 

In our view, quality of domestic investment (and entrepreneurship) in the consumer durable sector 
should be enhanced. Furthennore, in the previous 5 years, with the exception of intermediate goods 
like fertilizers, cement, steel, and petroleum refining, no sector has attracted much investment. For 
instance, despite strong demand, we find little or no local manufacturing of cellular phones and their 
accessories, rechargeable fans, energy saving bulbs, synthetic fabrics, moulds and dies for auto parts, 
processed/powdered milk, children-wear, low-tech electrical appliances, remote controls, and office 
equipment. Similarly, despite hav ing a strong agriculture base, Pakistan spends millions of dollars 
every year to import food products like cereals, macaroni/pasta, juices, sauces/pastes, seasonings, 
etc.25 Fw1hermore, in many consumer industries, local firms are losing market share by not investing 
in research and development, and continue to offer products with obsolete designs and inferior 
quality. We have also observed that imported products have been making strong in-roads in the 

22 Government reduced federal excise duty on automobiles and electronic items in FY 12 budget. 
23 Rechargeable fans and energy saving bulbs are not manufactured locally despite huge demand. 
24 Import of used clothing has increased from around US S 128.6 million in FY 11 to US$ 148.0 million in FY 12. 
25 Despite a strong agri-base and a large grain milling industry, Pakistan imported US$ 91.3 million on import of pastas, 
cerea ls and other prepared food of flour, starch and milk during FY 12. Similarly, Pakistan spent some US$ 14.2 million on 
fruit juices; and another US$ 17.7 million on prepared stu!T of vegetables and fruits during the year. 
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domest ic market for apparel, footwear, articles of home decor like ceramic tiles, furniture, k itchen 
gadgets, tableware and sanitary fix tures. 

With vibrant domestic demand and awareness of product offerings, local manufacturers of consumer 
products should upgrade not just the ir manufacturing units but also strateg ize about how to position 
themselves. fn fact, reclaiming the domestic market should be a goal, especially when g lobal market 
conditions appear unfavorable. This is easier said than done. The persistent energy and security 
issues have dented what would otherw ise have been a lucrative environment and incentive for 
investment. These issues mus t be resolved to fill competitiveness gaps, and make this consumption­
led growth more sustainable and welfare enhancing. 

2.4 Services 
The services sector contributed over 55 
percent of GDP grovvth in FY 12. Unli ke 

T able 2.9: Contribution in Services Sector Growth 

rcem 

FY 11 , when a large increase in government 
salaries and flood-re la ted socia l spending led 
the growth in ser vices, the performance in 

Growth Contribution 

FYll FYl2T FY12 FYll FYl2 

FY 12 marks an improvement in almost all 
sub-sectors.26 Nonetheless, the absence of the 
aforementioned factors has pulled down 
growth in services to 4.0 percent during FY 12, 
from 4.4 percent in FYI 1 (Table 2.9). 

Growth in services 

Wholesale & retail trade 
Transpon, storage & 
communication 

Finance & insurance 

Ownership of dwellings 

Public admin_ & defence 
Community, social & 
personal services 
T: Target 

4.4 

3.5 

0.9 

- 1.4 

1-8 

14-2 

6.9 

Source: Pakistan Bureau of Statistics 

5.0 4.0 4.4 

5_0 3.6 I. I 

4.5 1.3 0.2 

0.2 6.5 -0. 1 

3.5 3.5 0.1 

6.0 2.6 1.8 

7_0 6_8 1.6 

Table 2.10: Contribution to Value Addition in Financ.c & 
Insurance 

ercent 

4.0 

I.I 

0.2 

0.6 

0-2 

0-3 

1.6 
After dec lining for three consecutive years 
(FY09-FY 11), the value addition in finance 
and insurance rebounded strongly in FY 12 
(Table 2. 1 O). Besides commerc ial banks, 
insurance companies and pens ion funds also 
contributed to this resurgence. Specifically, 
substantial profits earned by heavily investing 
in risk-free government securities, propped up 

Growth Contribution 

F YlJ FY12 FYtl FY12 

the value addition ofthis sub-secto r.27 

Commercia l banks also benefited from the 
slowdown in the incremental stock of non­
performing loans, and some ease in 
provisioning requirements by SBP.28 Finally, 

Finance & insurance 

SBP 
Other depository corporations 

Other financial intermediaries 

Insurance and pension funds 

Source: Pakistan Bureau of Statistics 

- 1.4 6.5 
-3.4 6.7 

-0.6 
O_I 

-0_2 

1.4 

6.4 

28.7 

the strong growth in SBP profits also supported value addition in this secto r (Table 2.10). 

-1.4 

-I . I 

..0.3 
o_o 
0.0 

The growth in wholesale and retail trade remained almost unchanged from the previous year. The 
improvement in manufacturing, along with continued expans ion in the hotel industry, suppo1ted 
growth in this sub-sector (Table 2.1 I ). 

6.5 

2 .1 

0.7 
0.5 
3_3 

2<· Within services, p ublic administration and defence was U1c only sub-sector U1al recorded a sharp s lowdown from a peak of 
14.2 percent in FY 11 lo a mere 2.6 percent in FY 12. This slowdown, mainly reflecting absence of government salary 
increase and flood- related social spending in FY 12, is not alam1ing. The value addition by public administration & defence 
is mainly based on wages & salaries of government employees (i.e., for federal , provincial, and d istrict and tehsil municipal 
administration) and expenditure on defence related activities. 
27 To pul things into perspective, the investment-to-advances ratio for commercial banks, which was 77.4 in June 20 11 , was 
around 92 percent in June 20 12. Since these risk-free assets do not attract capital requirement, the compositional shift in 
assets has s ignificantly improved banks' profitability. 
28 In November 2009 and October 20 11 , the SBP eased provisioning requirements for banks by relaxing rules related to 
forced sale value o f collaterals. 
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The steady increase in the number of hotels 
and restaurants over the past few years is in 
response to rising demand, which reflects 
higher disposable income and the growing 
informal economy (see Chapter 4). In fact, 
the emergence of a number of shopping malls 
and supermarkets in the large urban centers of 
the country, points toward a major shift in the 
trading business. These trends should help 
shore-up Pakistan's base! ine commercial 
activities. 

Despite the sustained losses in Pakistan 
Railways and PIA during FY 12, value 
addition in transport, storage & 
communication witnessed a marginal increase 
due to oil transport (via pipeline) and the 
telecom sector (Table 2.12).29 While plans to 
improve the financial conditions of these two 
public sector enterprises (PSEs) have been 
under discussion for some time, urgent and 
concrete steps are needed to limit the resource 
drain through these entities (Box 2.2). 

The value addition in the telecom sector 
increased by 0.9 percent during FY12, 
compared to a 11.6 percent decline recorded 
in FY l 1. Available data shows an increase in 
telecom revenues during Jul-Mar 2012, 
particularly from cellular operation (Table 
2.13). We understand that while intense 
competition among firms has constrained 
average revenues per user, a steady increase in 
the usage of telecom services is supporting 
revenues. Importantly, total tele-density in the 
country has more than doubled to 72. 1 percent 
in May 20 12 during the last six years.30 

Table 2.11: Percentage Point Contribution to Real Growth in 
Wholesale and Retail Trade 

ercent 

Wholesale and retail trade 

Crops 

Other agriculture 

Manufacturing 

lmports 
Hotels and restaurants 
Source: Pakistan Bureau of Statistics 

FYJI 

3.5 

-0.1 

0.4 

l.4 

0.1 

1.8 

FYl2 

3.6 

-0.2 

0.4 

1.7 

-0.2 
1 9 

Table 2.12: Contribution to Growth in Transport, Storage and 
Commu nication 

crcent 

Growth Contribution 

FYll FY12 FYI! FY12 
Transport storage & 
communication 0.9 1.3 0.9 1.3 

Pakistan Railways 178.5 -73.3 -0.35 0.40 

Water transport - 1.7 -3.1 -0.05 -0.09 

Air transport 17.4 -27.9 0.85 - 1.58 

Pipeline trnnsport -2.7 34.6 -0.01 0. 16 

Communication -1 l.6 09 -1 .71 0.12 

Road transport 2.8 2.9 2.09 2.18 

Storalle 2.1 2.1 0.06 0.06 

Source: Pakistan Bureau of Statistics 

Table 2.13: Telecom Sector Revenue Growth 

ercenl 

Cellular Other Total 

FY08 36.8 -5.9 18.2 

FY09 16.6 26.0 19.9 

FY 10 II.I -11.4 3.1 

FY1 I 11.3 -6.9 5.4 

FYl2* 14.2 4.4 13.6 
• Jul-Mar 
Source: Pakistan Te lecommunication Authori ty 

2~ Pipeline transport registered a 34.6 percent increase in FY 12, compared lo a 2.7 percent decline recorded in FY 11 . Higher 
Ii.lei imports largely explain this sharp reversal. The value addition came from transporting this imported petroleum (via 
pipelines) from Karachi to the northern parts of the country. 
·'
0 The tele-density was just 26.3 percent al the end ofFY06. 
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Box 2.1: Progress of Reforms in the Transport Sector 
PSEs 
While efforts to introduce refom1s in PSEs are still 
uode1way, the operational efficiency of these loss making 
entities showed no improvement during FY 12. 
Specifica lly, in 2011 , Pakistan Railways repeated the 
operational loss of the previous year. Likewise, the 20 10 
operational surplus for PIA turned into a large deficit in 
2011. Hence, the financial distress of these entities 
continue to drain government's resources during FY 12 as 
well (Figure 2.1 .1). 

Figure 2.1.1: Fiscal Burden ofTrans11ort Sector PSEs as percent 
of GDP 

The Cabinet Committee on Restructuring (CCOR), 
working since 20 I 0, has a lready finalized various structural 
reforms. The key pillars of the restructuring plans are: 

a) Improving governance structure; 
b) Achieving financial sustainabil ity; 
c) Undertaking operational restructuring; 
d) Promoting private sector participation; and 

0.25 

fl 0.15 

[ 
0. 10 

0.05 

0.00 
FY07 FY08 FY09 FYl.O FYI I FY12 

Source: MinistryofFinance 

Table 2. 1.1 : PIA Active Fleet Details 
e) Introducing supportive legal framework, if needed 

Aircraft 
Rank by Age 

Number of Average age in---------
Though comprehensive, these reforn1S need to be 
implemented urgently, as any delay would 011ly aggravate Boeing 737 

the financial losses of these entities and, hence, increase the Boeing 74 7 

fiscal burden for the government. Boeing 777 

Airbus A310 

planes vears 

6 26 

5 25.9 

9 6.7 

12 19.7 

7 5.8 

39 16.2 years 

178 6.4 years 

100 8.8 years 

Table 2.1.2: PR - Financial Summary 

billion Rupees, growth in percent 

Pakistan Among 

In addition, poor governance and slower implementation of 
reforms added to financial distress of PIA. The resulting 
shortage of funds even delayed availability of spare parts. 
The operational tasks become more complicated as tf1c 
average age of aircrafts is significantly higher compared to 
other airlines (Table 2.1.1).31 Hence, not surprising ly, out 
of a scheduled fleet of39 aircrafts for 20 12, a large number 
of aircra fts are not operational. 

FY09 FY IO FYJI FYI2 

To improve its operations and financial position, PIA is 
developing its Business Plan in consultation with the 
Ministry of Finance since 2010. At th e same time, five 
Boeing-777 a ircrafts are being acqu ired. However, the key 
reforms (for example, restructuring of Pl A's Board of 

RC\•enues 

growth 

Expendihire 

growth 

Operating expense 

Other expenses 

Repafr & maintenance 

General admin 

23.2 

14.6 

46.2 

71.2 

14.5 

31.7 

9.9 

3.7 
Directors, rationalization of human resoul"ce, etc.) are still Profit /loss -23.0 
pending. More importantly, the implementation of reforms Source: Ministry of Railways 
becomes challenging due to frequent changes in the 
leadership. 

Pakistan Railways 

22.1 17.5 15.0 

-4.6 -20.8 -14.3 

47.1 48.6 45.4 

1.9 3.2 -6.7 

15.5 14.6 14.0 

3 l.6 34.0 3 1.4 

10.l 11.8 12.0 

4.3 5.5 6. 1 

-25.0 -31.J -30.4 

W11ile revenues of Pakistan Railways (PR) continue to decline during FY l 2, a slight improvement in operating expenses led 
to a marginal decline in operating losses, which fell from Rs 3 1.1 billion in FYI I to Rs 30.4 in FY 12 (Table 2.1.2). 

As a part of the restructuring process, various refonns were initiated in PR during FY 12. These inc.luded: (i) the formation 
of new Board of Directors (BoDs), which started working after the amendment of the Railway Order; (ii) financial assistance 

31 Average fleet age of PIA is 16.2 years, one of the highest in the region (e.g., Thai Airliue, Emirate Airline and Air India) 
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from the banking system for the rehabilitation of 
locomotives;32 (iii) the establishment of an asset 
management company for optimum utilization of PR' s 
assets; (iv) the outsourcing of non-core functions (e.g., 
ticketing operation) is also in the pipeline, with an aim to 

Table 2.1.3: PR's Locomotives Strength 

in numbers 

Total owned 

improve efficiency of rai I operations; and ( v) private sector Active on passenger 
trains (afte r the start of Business Express operations, etc.) to Active on freight 
enhance public-p1ivate paitnership. Repairs 

FYIO 

536 

187 

95 

12 

FYI! 

521 

169 

40 

Purchases 
In additi?n, ~e government has a!located funds to procure • This number includes 34 locomotives involved in shunting and 
locomotives, nnprove track and signal system. At the same balancing operations" 
time, National Logistics Cell (NLC) is also in the process of Source: Pakistan Railways f-feadquarter 
procuring reconditioned locomotives from Korea Rail for 
freight trains. Table 2.1.4: Pal<lstan Railway Operations 

millions 

FYl2 

51 0 

124• 

10 

FY12 Despite these reforms, the dwindling strength of 
locomotives kept hampering revenue generation capacity 
during FY 12 (Table 2.1.3 & Table 2.1.4). The number of 
passengers plunged to 25.0 million in Jul-Feb 20 12, from 
64.9 million in FY 11. Similarly, freight operations also 
witnessed a drastic reduction from 2.6 million tons of cargo 
during FYI I to a mere 0.9 million tons during Jul-Feb 2012 

FYIO FYll ~Jul-Feb) 

Number of passenger carried 74.9 64.9 25.0 

Freight carried tons (Rs) 5.8 2.6 0.9 

Freight tones km (Rs) 4,846.9 1,757 .3 279.3 

(Table 2.1.4). Source: Pakistan Economic Survey 201 1-12 

The fiscal cost of such operational setback is huge: the government provided Rs 30.5 billion as subs idy during FYI 2, against 
a targeted amount of Rs 25.0 billion .34 This was in addition lo Rs 9.9 billion provided as a PSDP grant to PR during FY 12. 
To plug this continuing resource drain, the govemment must speed up the restructuring process . 

32 These funds have not been disbursed to PR yet. 
33 Shunting and balancing operations, involve the process of sorting items of rolling stock into complete train sets. 
3

•
1 importantly, a large part of this amount was provided for the payment of salaries and pensions. 
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Special Section 2.1: Water Scarcity: Issues and Options in Irrigation Water Governance 
With increasing scarcity, the irrigation water­
which claims 94 percent of the total water 
supply in the country- is also coming under 
stress.35 According to the World Bank, 
Pakistan is one of the most arid countries in 
the world, having the lowest per capita 
freshwater supplies in the region - less than 
half the global benchmark of 1000 cubic 
centimeters (Figure S2. l.1 ). On top of it, the 
declining water supply through canals has led 
to heedless rise in tube-wells,36 which is fast 
depleting the underground water-table. 

Several factors contribute to growing water 
shortages . The flows through Indus River -
the primary source of freshwater supply - are 

Figure S2. I.l: Per Capita Freshwater Supply 
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shrinking as climatic changes, along w ith rapid population growth and increased water diversion to 
hitherto un-irrigated areas, are add ing to demand pressures.37 

Figure S2.l.2: Abiana and Revenue Comparison 

• Cotton • Sugarcane 

The distinct cycles for water demand and 
supply also add to the d ifficul ty. Speci fically, 
while supply peaks during summer because of 
monsoon rains and glacier melting, demand is 
spread over the year; hence, without storage, 
excess water simply runs off into the sea. 
Hence ironically, over 40 percent of the water 
that flows through the Indus River in Pakistan 
is lost each year: 38 transpiration and seepage 
through the kachchi canals and tributaries 
(unlined with brick and concrete) account for 
part of this loss; the rest flows out to sea 
simply because we do not have enough dams. 
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always ease such shortages to some extent. The immediate focus can be on : (i) prudent supervision of 
existing water resources (i.e ., recovering bills, controlling theft, bu ilding storage, controlling seepage, 
and encouraging water efficient irrigation technologies); (i i) financial sustainability of irrigation 
agencies in the government; th is will enable them to bear regular repair and maintenance costs; and 
(iii) an increased awareness of the real cost of water. 

Financially sustainable supply 
To a large extent, problems in Pakistan's water supply have their roots in a public goods supply model 
- similar to that in the power sector. ln a nutshell, the resource is under-priced (dis-incentivizing 

35 World Bank is the source fo r data on annual water withdrawal. 
36 Over the past decade, the number of tube-wells has grown by 52 percent, re necting an addit ion of0.4 million tube-wells. 
37 The first phase in the construction of three major cana ls (Rainee, Kachchi, and Greater Thal) wi ll be completed by Q4-
PY 13. 
3

" Hussain, et a l., 20 11 . 
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conservation and efficient use); the transmission system is replete with line-losses; and low cost 
recovery and heavy subsidies have led to persistent losses, crumbling the finances of supplying 
agencies.39 An obvious outcome is that there is an absolute dependence on tile govenunent and 
foreign financial institutions for funding new investments, whi le regular support is also sought to meet 
the running costs.40 With low foreign funding and growing fiscaJ constraints, the irrigation water 
supply system suffers from massive underinvestment in Pakistan.4 1 

Hence, cost recovery becomes an impo11ant issue in itTigation water governance. The ' right ' price of 
water fully recovers supply costs (operational and capital), and also places a value on the resource (the 
opportunity cost of supplying water to that user, and the economic and environmental externalities).42 

A price that is based on these principles ensures financial and environmental sustainability. While 
full cost recovery from itTigation may not be possible in a country with rural poverty as high as in 
Pakistan, at least the supply costs need to be completely recovered with a long-term vision to move 
towards full recovery. 

Unfortunately in Pakistan, we are not even close to recovering supply costs. In-igation water tariff 
(abiana) is extremely low, accounting for less than 0.5 percent of the crop revenue in Punjab and 
Sindh (Figure S2.1.2). Even with these low rates, average revenue collected is just 60 percent of the 
total receivables. Thus, the collected revenues cover merely one fourth of the annual operation and 
management (O&M) costs.43 

To achieve financial sustainability, the system needs a massive overhaul, beginning with a large 
upward rev ision in tariffs. Encouragingly, the government is already working along this line. This 
year, the Planning Commission came up with an extensive study on Canal Water Pricing in 
Pakistan.44 The study recommends full recovery of O&M costs, and suggests that tariffs should reflect 
water scarcity. 

Secondly, volumetric use should be accounted for and the tariff rate should increase with 
consLunption. Currently, a flat rate is charged per unit of area cropped, which means that small and 
large landholders are charged by the same 
proportion. Graduating the tariff structure with 
increasing consumption will put a tax on large 
landholders, and can also be used as a 
mechanism for cross-subsidizing supply costs 
for small farmers. 

Tariffs <tnd efficiency 
Low tariffs result in high inefficiency in the 
use of water. Hence, flood itTigation, the most 
common irrigation method in Pakistan, is 
highly water inefficient. The sown field is 
completely inundated, with water being subject 
to continuous evaporation, while exposure to 

Figure S2.1.3: Water Productivity in Similar Income 
Countries with a Strong Agricultural Base 

[]Agriculture share in GDP (rbs) + Water productivity 
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39 According to the Planning Commission (2012), receivables from irrigation water supply cover only 24 percent of the 
supply cost. 

Q 
" ~ ., 
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40 Usually provincial governments provide financial support to irrigation departments; in FYI 2, Punjab, Sindh and Khyber 
Pakhtunkhwa together provided Rs 17.3 billion lo cover deficits in i1Tigalion system. 
4 1 ln the ·federal budget of FY 13, capital expenditure on water claimed I 0 percent of the total PSDP outlay (Rs 44 billion). 
This was in addition to PSDP allocation of Rs 27.8 billion by four provinces. 
42 Rogers, P., Bhatia, R., and Huber, A. (1998), Global Water Partnership. 
43 Planning Commiss ion, 2012. 
44 See reference number 5 to this article. 
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excess moisture can even reduce crop yield . Not surprisingly, Pakistan has one of the lowest rates of 
water productivity compared to similar income countries with a strong agriculture base (Figure 
S2.1.3).45 More worryingly, farmers have no incentive to shift from this inefficient irrigation method. 

The solution is to invest in micro-irrigation methods, such as drip and sprinklers. Although such 
methods require an expensive outlay of pipes and electricity to pump water, the costs are not entirely 
prohibitive: lndia and Nepal have successfu lly introduced low-cost drip technology on large-scale. 
The government of Pakistan also introduced a drip and sprinkler irrigation scheme through which the 
system could be installed at a low cost;46 however, any tangible impact is not yet visible. With a 
bleak water situation in the medium-to-long run, technology adoption needs to be exped ited. 

Plugging water wastage 
Although water conservation through tariff rationalization is important of its own accord, a tariff 
increase wil l only be acceptable if the government can put the water thus saved to a better use. 
Specifically, farmers may be willing to pay higher tariffs only if off-season water supply is 
guaranteed. 

Dam construction has remained a priority area for al I governments, but the construction of mega 
projects, e .g., Diam er Bhasha dam, has been delayed due to lack of funding. One point of view, 
propagated by a group of water experts, economists, and environmentalists, is that smaller dams might 
be a better solution in the backdrop of Pakistan 's fiscal constraints.47 In any case, we need to find a 
solution to this imbroglio before our water resources run dry. 

Summing up 
Both supply and demand management are interli nked. Traditionally, governments in Pakistan have 
responded to scarcity issues in the provision of public util ities by augmenting supplies, without 
placing a meaningful price on the good. As a result, expensive new projects do not break-even, 
adding to the fiscal burden. On the other hand, a tariff increase will only be acceptable when the 
government ensures better service deli very against it: augmenting storage to balance out off-season 
shortages, and controlling seepage. 

Without simultaneously tackling the two issues, the vicious cycle of chronic losses, under-investment, 
and debt-build-up will go on unceasingly. 
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Special Section 2.2: Inefficiency and Inequality, not Shortage, behind Food Insecurity in 
Pakistan 
In the book "Poverty and Famines: An Essay on Entitlement and Deprivation", Nobel Laureate 
Amartya Sen gave a novel perspective on the Great Bengal Famine of 1943. Sen argued that it was 
not the shortage of food, but the lack of entitlement, or access to an adequate amount of food, that led 
to the large-scale starvation. 

Table S2.2. l: The Three Pillars of Food Security 

Availability Access Utilization 

rt is now a w1iversally accepted idea that 
shortage is only one of the many facets of 
food security. ln 1996, the World Food 
Program adopted the following definition of 
food security (FS): ' 'People are considered 
food secure when they have an all-time 
access to sufficient, safe, nutritious food to 
maintain a healthy and active life".48 Thus, 

Production and storage Resources to buy food Good health to ensure 
absorption 

Ability to import Physical access 

along with availability of food , the concept of Based on the World Food Program's concept; 
FS also entails physical and economic access, Source: www.wfp.org/food-security 

Adequate water & 
sanitation 

as well as enabling health and environment requi red for the proper utilization of food. 
gives a snapshot of these so-called 'three pillars' ofFS. 

Table S2.2. l 

However, economic policies in Pakistan have for a long time focused only on increasing food 
production. Input subsidies (fe11ilizer, water, and electricity), fertilizer import, subsidized credit, seed 
distribution, crop procurement, crop price setting, tractor schemes, among others, are all efforts geared 
towards encouraging crop production - wheat claiming most of the benefits. 

As a result, while the total food production in Pakistan is not a cause of food insecurity, wastage and 
lack of access has left a large part of the population food insecure. A recent global rating of country 
food security ranked Pakistan 751

" out of 105 countries sampled, substantially below regional 
countries like India (ranked 661

"), Sri Lanka (63), Vietnam (55), China (39), and Malaysia (33).49
•
50 

Production is not the problem 
A glance at average per capita consumption of key food items in regional countries illustrates that 
lack of food is certainly notthe problem in Pakistan (Figure S2.2.1). In terms of food available for 
consumption (domestic production adjusted for inward and outward trade), Pakistan ranks higher than 
many regional countries, even surpassing countries like India, China, and Sri Lanka, which rank 
higher on the overall food security index . 

Two facts explain this anomaly: 
(i) Wastage: The total "consumption" number measures food available at source (such as grain 

available at the farm gate and landed quantity of imports). 1t lacks information about food 
wasted due to improper storage, mishandl ing, and smuggli ng. The Competitiveness Suppo11 
Fund (CSF) in 2008 estimated that Pakistan annually loses 15 percent of its wheat crop due to 
improper handling: 5 percent of the grain is lost immediately after harvest, while another 10 
percent is destroyed by moisture and poor handling offlour.51 

4
" Definition adopted at the World Food Summit. http://www.wfu.org/food-security 

49 The index deve loped by Economist Intelligence Unit (EJU), of the Economist magazine, was released in August 20 12. 
50 O n an absolute scale , Pakistan 's FS index value is 6.6 pe rcent below that oflndia , the lowest ranking ,country among the 
group cited. 
51 13astin and Kazmi (2008). 
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Figure S2.2.l: Annual Per Capita Consumption of Major Food Commodities in 2011 (kgs/capita) -Regional Comparison 
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Source: Consumption data from US Department of Agriculture (World Agriculture Statistics), except milk production in Pakistan 
(Pakistan Agriculture Statistics) i> used as consumption proxy. Consumption is adjusted for population (World Bank database) 

Lack of proper storage is also a major cause of food wastage. Although hard numbers on 
national (public and private) storage capacity is not avai lable, provincial storage capacity 
information is insightful. For example, Punjab and Khyber Pakhtunkhwa, which together 
produced around 19 million MT of wheat in 201 1 (75 percent of national production), have a 
combined public storage capacity of only 2.5 million MT.52 According to the CSF, 70 percent 
of the country 's total capacity in 2008 comprised of temporary emergency stores53 

- these do 
not provide adequate shelter from rain or floods. 

(ii) Income inequality: Not surprisingly, 
persistent income inequality is one of 
the key reasons for lack of access to 
food. Food is costly as it claims 57 
percent of income of the lowest four 
quintiles. Even so, our estimates show 
that at least 60 percent of popu lation is 
spending less on food than required for 
a healthy and active life.54 The situation 
has changed little over the past three 
years. Moreover, data shows that for 
the lowest income quintiles, the 
situation is worse in c ities than in the 
rural areas (Figure 82.2.2). 

Figure S2.2.2: Percentage Difference in Per capita Food 
Spending over Minimum Requirement 

• FY08 • FYI J 
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Source: Analyst estimates; based on PSLM and Planning 
Commission data. 

Encouragingly, the government is making 
efforts towards improving the situation. To address storage issues, the government has undertaken a 
project to constrnct 0.5 million MT of storage capacity in Sindh over the next few years. Direct cash 

52 Development Statistics ofKhyber-Pakhtllllkhwa 20 11 and Development Statistics of Punjab 20 11. 
53 Bastin and Kazmi (2008) 
S4 The calculations were made as follows: (i) average household spending on food by income qui ntile (from Pakis tan Social 
and Living Siandards Measurement Survey, PSLM) was divided by quintile-wise household s ize (also !Torn PSLM) to obtain 
per capita spending on food ; (ii) minimum cos t of (adequate) food basket was obtained from the Planning Commission's 
Annual Report on "Change in the Cost of Food Ilasket". This was taken as benchmark; (iii) percentage difference between 
benchmark spending m~d actual spending was computed using the standard fomrnla. 
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subsidies are also be ing provided under the Benazir Income Support Program (BISP). Indeed, the 
BISP buffered a large part of the population against poverty in the aftermath of floods . 

However, to be food secure in real terms, state efforts should be guided by a vis ion towards promoting 
self-re liance and financially sustainable governance. Both these objectives entail simi lar ideology: (i) 
thatthe role of state is not to dole out charity (whether in the form of food stamps or subsidies); (ii) 
that if subsidies must be given out, they need to be highly targeted and should help the poorest 
sections become self-reliant in a practical t imeframe; and fina lly (iii) while market forces should not 
entirely dictate the supply of public goods (like transport lines, po11s, and storage), proper investment 
in, and maintenance of, public facilities is only possible if the relevant government bodies gain some 
level of financial sustainabil ity. This can be achieved by elimi nating untargcted subsidies and 
promoting effici encies in the working of the government. 
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3 Energy 

3.1 Overview 
Energy availability in Pakistan has been declining over the last few years, as a result of low 
investment in the sector since FY03 (FY 11 was an exception) . The country faced a record shortfall of 
both power, and natural gas in FY12. Despite several measures taken by the government, prolonged 
and frequent power cuts not only affected production activities, but also disrupted daily life. Since a 
detailed analysis of the structure and issues in the energy sector was presented in the Annual Report 
for 20 I 0- 11 , this chapter will look specifically at those factors that exacerbated the energy situation in 
FY12. 

At its core, the energy crisis reflects the lack of a coherent policy. 1 Despite a significant increase in 
energy demand, supply remains a problem due to limited exploration of natural gas and oil; slow 
progress on Thar coal; meager inves tments in port infrastrncture for energy imports; and insufficient 
fiscal resources to maintain Pakistan's generation capacity at optimal levels . On the demand side, 
subsidized energy has reduced incentives for conservation, and has actually encouraged inefficient 
consumption. 

Although the government has undertaken several measures to encourage energy conservation over the 
last few years, these have focused primarily on electricity. In particular, energy audits were 
conducted in a few industries; a two-day weekend was introduced; daylight savings were 
implemented; and a media campaign was launched to conserve electricity. However, no efforts were 
made to encourage households to conserve natural gas; as a result, excessive consumption of gas by 
households continues unabated. 

In the last couple of years, a continuous increase in international oil prices has seen power generation 
costs soar.2 Meanwhile, delays in subsidy payments by the government, and inadequate recovery of 
electricity bi lls from consumers, have held the sector hostage to a growing circular debt. Despite a 
settlement of Rs 3 13 billion by the government in November 20 11 , net circular debt receivables 
reached Rs 382 bi ll ion by 271

h July 201 2. This forced power plants to remain idle due to lack offuel 
supplies, and was the primary reason for the power cuts the country experienced. Inefficiencies of 
energy-related PSEs; mis-governance; theft; high transmission losses; and low recoveries (current as 
well as receivables), only added to the problem. 

Jn the case of natural gas, a gross mispricing of the resource has led to excessive consumption and 
underproduction - resulting in the current shortage. Gas supplies to all sectors (industry, power plants 
and CNG stations) - with the exception of households - remained erratic throughout the year. This is 
largely because the current gas allocation framework, prioritizes households that consume almost 
double the amount of energy in the form of gas than electricity.3 Most of this is simply wasted, and 
leaves behind little for other productive uses - notab ly power generation. 

In our view, the cwTent state of the energy sector is unsustainable. While years of suppressed tariffs 
and public sector control of the energy supply chain, have fostered a public expectation of cheap 
energy, the dominance of public sector firms and weak governance has undermined a transition to 

1 For instance, in the past few power policies, Ihere has been a clear focus that the country must shift towards using 
indigenous resources such as hydcl and natural gas. However. the subsequem pricing of these resources for alternate 
purposes (such as irrigation and household heating) does not appear to reflect this priority. 
2 Electricity tariffs were increased by an average of roughly 14.0 percent in FYl2. 
3 I Iouscholds consumed roughly 5.4 million tons o f oi l equivalents (TOE) of energy in FY 11 in the fonn of gas. compared to 
only 3.0 million TOE in the fom1 of eleclricily. 
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commercial viability. While the government must continue encouraging investments in alternative 
sources of power (e.g., wind, solar etc.), capacity expansion in conventional fuels is the only longer­
term solution. In the meantime, energy conservation must be encouraged in order to manage the 
demand-supply gap. ln our view, th is would require rationalization of e lectricity and gas prices -
pa1ticularly for households. 

3.2 Electricity T able 3. 1: PE PCO Electricity Genera tion 
While the power sector has been fac ing GWh 

serious challenges over the past few years, Fuel FYl O FYJI FY l 2 

FY 12 proved to be pmticu larly difficul t. Gas 19,368 22,998 23,421 

During the year, electricity supply was 1-lSD 827 422 1,473 

inadequate to meet ris ing demand: load- llydro 24,915 31 ,958 28,462 

shedding worsened as the country experienced Nuclear 1,883 2,930 4,413 

a record peak shortfall since the power crisis RFO 30,913 31,253 30,631 

began.4 Others 1,081 922 1.097 

Total 78,987 90,482 89.688 

This situation was worsened by circular debt Source: CPPA; Analyst estimates 

related cash-flow problems that forced generation capacity in Independent Power Producers (IPPs) to 
remain idle; farthermore, a decline in hydel generation because of lower water availabil ity in key 
reservoirs, added to the seasonal gap that hydel would otherwise have fi lled. In response to the 
seasonal shortage, the government has been tak ing several steps to augment hydel power generation in 
the country (e.g., the 41

" extens ion of Tarbela, Mangla Dam Raising Project, as well as construction of 
a number of smaller dams, such as Gomal Zam Dam). 

3.2.1 Power Generation and Load Management 
As circular debt continues to choke cash-flows across the power supply chain, liquidity constrained 
power plants were forced to remain idle (or produce below capacity) because of their inability to 
procure fuel (see Circular Debt below).5 As discussed earl ier,peak load management for the Pakistan 
Electric Power Company (PEPCO) system has risen sharply (Table 3.1 & 3.2). 6 According to 
NEPRA 's annual report for FY 12, at the height of the crisis, urban centers witnessed power outages 
of 9-1 0 hours in urban areas, and rural areas witnessed outages of 16-18 hours. 

ln Karachi, which is supplied by the privately-run KESC, generation was also lower in FY 12 
compared to last year; however, the situation was qui te different from the rest of the countty. KESC 
adopted the strategy of loss-segmented load-shedding, which means the duration of power outages in 
a particular area depends on the recovery of bills from that area. In effect, outages were minimized 

Table 3.2: Trend in Peak Electricity Demand, Generation and Load Management for the PEP CO System 

MW 

FY07 FYOS FY09 FYlO 

Peak demand load 15,838 17,398 17,852 18,467 

Peak generation load 13,645 14, 151 14,055 14,309 

Peak load management 2,645 5,454 7,0 18 6,408 

e.ercenc of peak demand 16. 7 31.3 39.3 34.7 

Source: NTDC; Analyst estimates 

4 The peak shortfall for the PEPCO system has risen from 2.645 MW in FY07 to 8,398 MW in FYI2. 

FY I! l'Yt2 

18,521 18,940 

14,468 15,062 

6, 15 1 8,393 

33.2 ./4.3 

5 Anecdotal evidence suggests that alU1ough the daily furnace oil requirement for power generation is in excess of 30,000 
Ions. at certain times during the year, oil companies were forced to ration less than a third of this amongst power producers; 
since circular debt had affected imports. 
" Load management is the process of balancing the supply of electricity on a network with the demand by adjusting, or 
controlling, the load (demand) rather than output of the power station. Peak in this case, refers to the maximum adjustment 
made at a pa1ticular point in lime. 
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for areas where bi ll collection was high. 
Furthermore, the fuel mix improved, as the 
share of generation from gas was increased 
(Table 3.3). 

KESC has a lso reduced transm ission and 
distribution losses to 29.6 percent for Q3-
FY 12, compared with 31.2 percent last year. 

T a ble 3.3: KESC* Electrici ty Generation 

GWh 

Fuel 

Gas 

RFO 

Total 
• including IPPs 
Source: KESC 

FYll 

5,222 

4 , 142 

9 364 

Energy 

FY12 

5,901 

3,061 

8,962 

Going forward, capacity expansion projects, such as the recently comm isioned 560 MW Bin Qasim 
(BQPS-11) Combined Cycle Plant, should improve the power situation in the city. 

3.2.2 Circula r Debt Table 3.4: Dist ribution of C ircula r Debt Receivables 

billion Rupees As discussed, circular debt was the main 
cause of the lengthy power cuts the country 
experienced during the year. Essentially, the 
term refers to cash-flow problems in the 
power sector that arise due to the factors like 
non-payment of electricity bills by consumers 
(public and private), transmission losses, and 
delays in subsidy payments (see Box 3.2 for 
details). This build-up of unpaid bills (or 
receivables) at the distribution stage, then 
cascades across the power supply chain and 
constrains the ability of power plants to make 
timely payments to fuel suppliers. Fuel 
shortages, in tw·n, result in id le power 
generation capacity, and exacerbate load­
shedding in the country. 

Company 
Receivables Payables 

Net Position 
C hange 

27-Jul-12 29-Jul-11 

These problems worsened in FY 12. By 271
h 

July 201 2, net outstanding rece ivables in the 
power sector had increased to Rs 382.5 billion 
from Rs 275.1 billion a year ago (Table 3.4).7 

Non-payment of their dues for the sale of 
electricity prompted some IPPs to invoke 
sovereign guarantees under their Power 
Purchase Agreements (PPAs), and approached 
the Supreme Court in June 2012 for a 
resolution of the ir overdue payments.8 This 
was despite govermnent efforts to ease 
liquidity constraints in the sector by swapping 
power sector debt held by commercial banks 
during the year (see Management of Circular 
Debt below). 

PSO 

SSGCL 

SNGPL 

PEPCO 

OGDCL 

PARCO 

KESC 

GHPL 

PPL 

KW&SB 

Total 

189 51 

74 47 

36 II 

383 478 

174 0 

25 0 

l 15 69 

12 0 

32 0 

7 

1046 

8 

664 

138 57 

27 8 

25 7 

-95 38 

174 IOI 

25 22 

46 19 

12 9 

32 16 

-I 

382 

- 1 

275 
Note: Figures may not sum due lo rounding. 
Source: Ministry of Finance 

Figure 3.1: Fuel Costs for Electr icity Generation 

FY IO FYll FYl2 
Source: Central Power Purchase Agency: Analyst estimates 

81 

19 

18 

-133 

73 

3 

27 

3 

16 

0 

107 

7 The net ouJstanding position refers to tl1e di!Tcrenee between total receivables and payables. 
K These include eight IPPs set up under the 2002 Power Policy. Sovereign guarantees were provided by the government in 
order lo promote private sector participation in the power sector. Essentially, these are undertakings by the guarantor (the 
government) to pay if the creditworthiness of the inst ilution (e.g., PEPCO/NTDC) deteriorates. 
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In addition to the above factors, delays in the notification of monthly Fuel Price Adjustments (FPAs) 
added to financial pressures in the power sector (for details on FPAs, see Box 3.1), as average fuel 
costs of electricity generation rose by almost a third compared with last year (Figure 3.1).9 

Box 3.l: How are Power Tariffs Determined? 
Keeping in view the recent public reaction to tariff changes, we find it useful to provide an overview of the determination of 
tariffs in the power sector. In order to understand electricity tariffa, consider the three main stages in the power supply 
chain: (i) generation; (ii) transmission; and (iii) distribution. Electricity tariffs paid by consumers are e-ssentially a swn of 
production costs incurred and a fixed rate of return (margin) for firms at each stage. These are approved by the power sector 
regulator, the National Electri.c Power Regulatory Autho1ity (NEPRA). At the end of the supply-chain (distribution). the 
government provides a subsidy to ensure uni fonn tariffs across the country (PEPCO system), and notifies the final consumer 
tariff The following provides a generalized overview of this process: 

Generation 
Power plants that produce electricity (e.g., lPPs, private; and GENCOs, Wapda Hyde!, etc., publ ic), have Power Purchase 
Agreements (PPAs) with a·single purchaser, the National Transmiss ion and Dispatch Company (NTDC). This PPA specifies 
a two-part tariff structure which includes (i) Capacity Charge: to cover the fixed costs of maintaining power plant capacity 
(e.g. , operating and maintenance expenses (O&M), debt servicing, and return on equity, etc.) that are to be paid regardless of 
dispatch; and (ii) Energy Charge: to cover variable costs, mainly fuel (based on a benchmark for fuel prices by NEPRA), and 
variable O&M costs, that depend on the amount of electricity actually sold. Fuel costs above or below the NEPRA 
benchmark are passed onto consumers as Fuel Prices Adjustments (FPAs) (see Distribution below). 

Transmission 
NTDC acts as an intennediary: it purchases power from generation companies to sell it onwards to distribution companies 
(DISCOs). For providing this service. it receives a Transfer Charge. This too includes a fixed component (which depends 
on a pa1ticular DISCO's maximum power demand dur ing a billing period): and a variable charge which is U1e average price 
of electricity procured from the generation companies (adjusted for NEPRA approved power losses incurred during 
transmission). 

Distribution 
Each DISCO has a separate tariff approved by NEPRA. This is because in addition to the cost of power procured from 
NTDC, it includes a Distribution Margin. This margin covers the costs associated with use of the DISCO's infrastructure 
(e.g., O&M expenses, depreciation, retum on assets, etc.), and an adjustment for power losses incurred during distdbution. 
Since these losses vary widely across DISCOs, this would mean that consumer tariffs too would vary across the country. 
However, in order to ensure uniform consumer tariffs across the PEPCO system, at this stage the government provides an 
inter-Disco Tariff Differential S ubsidy (TDS). Therefore, while DISCO tariffs are detennined by NEPRA; the rates that 
consumers pay are notified by the government and were most recently revised in May 2012. 

Fuel Price Adjustments (FPAs) 
In addition, consumer tariffs are adjusted monthly by NEPRA for variation in generation fuel costs, against approved 
benchmarks through Fuel Price Adjustments (FPAs). These can be driven by variation in the actual fuel mix versus 
NEPRA 's reference mix (e.g., gas shortages that force power plants to substitute gas with more costly High Speed Diesel); 
and/or changes in fuel prices on global markets (e.g., furnace oil). Either oflhese can automatically increase (or decrease) 
generation costs, and is passed on to consumers through FPAs. These charges appear on consumers' electricity bills 
separately based on units consumed in the previous month. Jt was the pass-through of these adjus tments that experienced 
delays during FY 12. 

Source: NEPRA. 

Management of Circular Debt 
ln order to incentivize banks to continue lending to power sector clients - and keep the supply chain 
running - the government struck two key deals with commercial banks in FY 12. These deals reduced 
banks' outstanding power sector exposure by swapping it for government securities. EssentiaUy an 
asset adjustment on banks' balance sheets, this entailed a significant cost: the first swap increased the 

9 This was mainly because of the rise in global oil prices (RFO-based generation accounts for around 35 percent of the fuel 
mix, and its cost rose from around Rs 12/k.Wh in FY 11 to nearly Rs 16/kWh in FYI 2); a decline in hydel power generation 
(the cheapest fuel source) due to lower water availability in the dams; and gas shortages due lo which some plants shi fted to 
cost ly alternatives, e.g., HSD. 
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fiscal defi cit by around 1.5 percent of GDP. 10 This swap alone accounts for nearly 45.0 percent of 
total government borrowings from commercial banks in FY12. 

Deal I: Banks had been lending to PEPCO under government guarantees to offset unpaid tariff 
differential subsidies. fn 2009, the government set up the Pakistan Power Holding Company (PPHC) 
to acquire PEPCO's outstanding debts. By FY 12, banks ' exposure to PPHC had risen considerably. 
In order to encourage banks to continue lending to the power sector, these assets were swapped for 
sovereign debt. In effect, the government borrowed Rs 39 1.0 bil lion from commercial banks by 
issuing MTBs and PIBs in November 201 1, and swapped Rs 3 13.0 billion (around 1.5 percent of 
GDP) worth of government securiti es for PPHC's liabilities. This cleared banks' balance sheets of 
exposure to the publicly owned power sector and conve11ed it into direct lendi ng to the government. 

Deal 2: Even after th is, banks still had significant exposure to the IPPs, which had been borrowing 
from banks for working capital requirements. However, as lPPs exhausted their assigned credit limits 
(due to delayed payments for the sale of electricity; see Box 3.2), banks were unwill ing to extend 
additiona l loans. As a result, cash-strapped IPPs were finding it difficult to procure fuel to maintain 
power generation. To address banks' reluctance, in February 2012, PPHC-issued securities worth Rs 
136.0 bill ion, were swapped for bank loans. By freeing used-up credit lines, th is created room for 
fresh bank lending to IPPs. 11

•
12 

Notwithstanding these efforts, the power sector remains vulnerable to global oil prices given a heavily 
skewed fuel mix towards therma l generation - particularly imported furnace oil. This burden will 
have to be borne either by the government through subsidies, or consumers th rough higher tari ffs. 
Since the government has al ready spent a tota l of Rs 464.3 billion (or 2.2 percent of GDP) on power 
sector subs id ies and swap deals in FY 12, further financial supp011 in the form of subsidies, is 
unlikely. 13 Furthermore, as discussed earlier, the bulk of this spending was financed by borrowing 
from banks. Such borrowings, to keep the power sector running, have implications for commercial 
banks' operations - it has skewed their balance sheets towards sovereign debt. 

As wi ll be discussed later, a possible short-term solution would be to change the fuel mix by dive1ting 
some natural gas (as hydel capacities can only be increased in the medium-to-long-term) for power 
generation. More specifically, we believe there is significant potential for conserving natural gas 
from other sectors, especially households, and using it for power generation. 

The long-run, however, will require a more structural fix, with better governance and management of 
the power production chain. A few steps have a lready been taken in this regard, particularly wi th the 
formation of new boards of d irectors in the Central Power Purchasing Authority (CPPA), Quetta 
Electric Supply Company (QESCO), Sukhu· Electric Power Company (SEPCO) and the GENCO 
holding company. The dissolution of PEPCO was also finalized during the year, and· there were 
management changes in the DISCOs. 

Box 3.2: What is Circular Debt and Why Docs it Remain Unresolved ? 
Circular deb/ in the power sector has emerged as a serious issue in recent years. Despite pol icymakers' eTforts, it continues 
lo pose financial challenges for entities across the power supply chain. It is therefore important to understand what exactly it 
is : who the key players are; how it affects power generation and load-shedding: and finally, why it appears insum1otmlable. 

iu ee Deal I . 
11 This section is based largely on discussions with commercial banks. The total amount o f the swap was set at Rs 160.0 
billion, of which Rs 136.0 billion had been an·angcd thus fa r, according lo a statement by the Minister for Water and Power. 
during tht: 40°1 Session of tht: National Assembly held on 14'11 March 2012. 
12 I lowcver. these measures only served to case liquidity conslraints in the power sector temporarily. Hy March 2012, the 
situation WOl'SCncd lo the point where I PPs served legal notices to the government for non-payment of their dues. 
13 This includes the Rs 3 13.0 bill ion swap in November 201 1 as part or Deal I mentioned earl ier. 
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Circular Debt is a manifestation of operational inefficiencies and mis-govemance.14 It stems from: (i) higher transmission 
losses than allowed by NEPRA; (ii) low recoveries from billed amount; (iii) non-payment by public sector entities; (iv) high 
di fferential between generation 'cost and notified tariff; (v) delays and lag in determination of Fuel Price Adjustment by 
NEPRA, and recovery by DISCOs; (vi) payment ofGST upfront on U1e billed amount; (vii) theft and distribution parked 
against TESCO and other DISCOs; (viii) delay in release ofTariffDiffcrential Subsidy; (ix) non-recovery of receivables; 
and (x) abrupt disruptions in gas supply, which increases the cost of generation. Put simply, circular debt refers to a situation 
where one entity in the power supply chain - having inadequate cash-flows - is unable to discharge its obligations to its 
suppliers, and withholds payments. This results in cash-flow problems for otiler players in the sector, none of whom are then 
able to function at fu ll capacity, causing unnecessary load shedding. 

As discussed in Box 3.1, payments received by CPPA for the sale of electricity by DlSCOs comprise of two parts: (i) 
consumer bill payments; and (ii) TariffDifferential Subsidies (TDS) by tile government. Therefore, ifDISCOs do not 
receive full payment for tile sale of electricity (due to non-payment of bills by power consumers and/or delays in government 
subsidy payments) this leads to a buildup of receivables at the distribution stage. These receivables Ulen cascade as circular 
debl across the power supply chain (since one firm's payables are its supplier's receivables), constraining electricity 
generation. To see how, consider a DISCO that is unable to pay NTDC for the electricity it had purchased. This means that 
NTDC, in tum, is unable to keep up payments to power producers (e.g .• lPPs), from whom it purchased the electricity. 
Consequently, IPPs are forced to delay or withhold payments to Pakistan State Oil (PSO), the fuel supplier. 

Faced with persistent delays in payments for the sale of electricity, !PPs become heavily reliant on bank borrowings to 
maintain plant availability (as required under their Power Purchase Agreements (PPA) with NTDC). However. banks are 
reluctant to increase their exposure to power scct0r clients beyond assigned credit limits. This leaves IPPs faced with severe 
liquidity constraints (as was the case in FY 12), and ultimately means lhal PSO is unable to procure sufficient furnace oil to 
meet the requirements of the power sector. These fuel shortages. as a result, force power plants to remain idle or produce 
below capacity. Unsurprisingly, this s ituation translates into lower power generation, and adds to load-shedding in Uie 
country. 

During the last 4 years, the government has paid over Rs J trillion, and the Ministry of Finance is now current in discharging 
its obligations towards Tariff Differential Subsidy upto end-August 2012. However, the challenge of circular debt continues 
because of the structural issues highlighted above. This explains why, even though one-off settlements as seen during FY 12 
did ease liquidity constraints in the power sector temporarily, the circular debt issue continues to persist 

3.3 Natural Gas 
The problems in the power sector can be traced, to a large extent, to issues in the naturaJ gas sector. 
Predictably, the shortfall of natural gas worsened in FY 12, crossing the one billion cubic feet per day 
(bcfd) mark. At its peak during the winters, gas supp ly to industry in Punjab had been completely 
shut off; 15 power plants were receiving less than half of their allocated supply; CNG stations in Punjab 
remained closed for longer than they were open; and res idents complained of frequent gas outages and 
low pipeline pressures (according to our discussions with gas distribution companies). This year was 
also the first time that gas supply to CNG stations in Sindh was interrupted due to shortages. 

As expected, various industry groups and finns lobbied for natural gas supplies. The current gas 
allocation framework prioritizes consumers in the following order: (i) households; (ii) fertilizer 
manufacturers; (iii) power plants with gas supply agreements; (iv) the industrial and CNG sectors; (v) 
power plants without firm supply commitments (including captive power plants); and lastly, (vi) the 
cement sector. 16 Gas supplies to all these sectors, except for households, remained uncertain 
throughout the year as the government attempted to balance demand with existing supply. 

14 According to the Ministty of Finance, the cost ofDISCOs inefficiencies is approximately Rs 200 billion, and the value of 
transmission and disLribution losses is around Rs 220-240 billion mrnually. 
15 This is based on the load management schedules provided by SNGPL on its website. While the decline in industrial 
production is an obvious consequence, the inability of tile government to ensure the stability of contract provisions, 
especially those backed by sovereign guarantees, has negative implications for attracting investment into the industrial 
sector. 
16 Natural Gas Allocation and Management Policy, 2005. 
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3.3.J The short-term fix: increase 
households' gas tariffs 
In our opinion, the very reason a formal 
allocation policy exists is because of the 
shortage of natural gas. Like any other 
shortage, this is,.fimdamentally, due to 
mispricing. Natural gas has been too cheap for 
too long, and this has led to overconsumption 
and underproduction. The most wasteful of 
natural gas consumers appear to be households. 

ln FY 11 , households consumed 5.4 million 
tons of oil equivalents (TOE) of energy in the 
fo1m of natural gas. This is 72 percent higher 
than the amount of energy that households 
consumed in tbe form of electricity during the 
same period. 17 The amount of energy 
consumed by households in the form of natural 
gas is equal to roughly 63.2 thousand gigawatt 
hours (GWh); putting this in perspective, the 
total amount of electTicity generated in the 
country during FY 11 was 99.8 thousand GWh. 
Natural gas consumers also represent a 
minority in Pakistan: only 23 percent of 
households have a natural gas connection 
(Figure 3.2). 

The reason that households use so much gas is 
straightforward : natural gas is grossly 
underpriced when compared to other fuels that 
households consume (Figure 3.3). Most 

Figure 3.2: Connections in FYI I 
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Figure 3.3: Prices of Various Fuels (July 2012) 
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consumers do not switch off their geysers after using hot water because the disutility incurred from 
switching off the geyser is actually greater than the margina l cost of keeping it on (Box 3.3) . 

Box 3.3: Household Heating a nt.I Profligate Geysers 
Any heating process requires a significant amount of energy. While natural gas heats water directly using a flame, electric 
geysers work on the same principle as an iron does. Solar heaters simply use the sun's energy to warm water. Electric 
heaters arc lhe most efficient s ince all electric energy is transferred to the water, whi le there are heat losses in solar and gas 
geysers. 

According to industry experts, a 35 gallon gas geyser uses 29,000 BTU/hour. A 1.5 ton air conditioner uses 18,000 BTU/hr. 
Both appliances, however, have a thermostat, that switches the appliance off when the water/room has reached a certain 
temperature. A fau lty thermostat can rcsull in excess usage of energy. Consumers invest a considerable amount of money lo 
buy energy-efficient air conditioners, but there are no such concerns when it comes to the geyser. In the absence of any 
quality standards, the informal sector has captured a significant share of the geyser market. Such geysers have insensitive 
lhcm1oslats and are scarcely ever serviced. 

The energy wastage here is imrnense. Once again, consumers do not invest in energy-efficient geysers and are indi fferenl to 
qual ity due to the price of gas. The price of gas must be raised to encourage conservation, and quality s tandards for 
appliances must be formulated and strictly enforced. 

In effect, the gas bill for households receiving piped gas is effectively irrelevant - the cost of gas does 
not impact consumption behavior in a significant manner. This arbitrage has encouraged the use of 

17 While electricity is used to power almost all household appliances, natural gas is only used for heating purposes. 
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gas generators in households to the point where it is actually cheaper to power a house using a gas­
fuelled generator, than keeping it on the grid. In effect, households take a rational decision by 
exploiting the differential between gas and electricity tariffs. In the absence of a proper price 
incentive, efforts to conserve gas by households wi ll simply not happen. 

Therefore, from a purely economic point of view, the price of gas to households needs to be increased 
sharply. Currently, households can reduce their natural gas consumption substantially, without a 
measurable impact on welfare, j ust by switching off heating appliances when not in use. The 
argument is made even stronger by the fact that natural gas is used only by urban households with 
above average incomes - not the common man. 18 Such households are also more likely to be able to 
afford investments in conservation. In fact, household budgets can actually improve in areas that have 
the most potential for conservation.19 Each unit of gas saved by this measure can be diverted to power 
plants to alleviate the power shortage, decrease the cost of generation and power tariffs, and in turn, 
improve household budgets. 

In our view, a rise in gas prices is not only needed, but also inevitable. As indigenous supplies 
dwindle, Pakistan will be forced to either impo11 gas or shift away from this energy source altogether. 
Imported natural gas (through either the pipelines, or LNG) is significantly more expensive than 
indigenous gas.20 As the average cost of piped gas increases. the government will have to pass that 
increase on to consumers - if it does not, it risks the formation of another circular debt scenario in the 
natural gas supply chain. 

3.3.2 The long-run fix: restructure incentives along the value chain 
While rationa lizing the price of natural gas may re-allocate this resource more efficiently in the short­
term, a more sustainable solution will require structural changes. lncentives across the value chain 
have to be aligned in such a way that encourages exploration and production (E&P), discourages 
wastage, allocates the resource amongst competing consumers most efficiently, and improves access 
to the resource. 

Incentives for exploration and production 
The single most important incentive for E&P companies is the wel l-head price of natural gas. One of 
the reasons for the current level of underproduction is the low price that E&P companies realize for 
their commercial activities.21 The recently introduced Petroleum Policy 2012 has addressed the issue 
by raising prices to roughly US $6/rnmbtu, but the risk-reward tradeoff may sti ll not be attractive 
enough to secure meaningful foreign investment. The risks that E&P companies cite as deterrents 
include security; policy uncertainty;22 and contract enforcement.23 Finally, there is no authentic third­
party estimate of Pakistan 's natural gas reserves, which keeps Pakistan under the radar for foreign 
investors. 

ix The choice of heating fuel for poorer households is eiLher LPG or fi rewood. Both are more expensive per unit or energy 
than natural gas. 
19 Sindh, for instance, accour:tcd for 34 percent or gas connections in FY 11 and presents the greatest potential for 
conservation, given its relatively milder and shoiter winters. 
20 The pricing of the pipeline> is linked lo basket of crude oil. Iran- Pakistan (IP) is priced at 80 percent of a baskel of crude 
oil , while Turkmenistan-Afgha11istan-Pakistan-Tndia (TAP!) is priced at 70 percent of a basket of crude oi I. To pul this in 
perspective, furnace oiJ usually trades at a 20 percent discount to cnide oil. Thus, the price of imported piped natural gas 
will be subject Lo the volatility of oi l prices. LNG prices, meanwhi le. are trading at an all-time high right now: cun-ent prices 
arc s lightly below US $20/mrnbtu, as compared to tariffs for households. which are currently at US $1 -3/mmbtu. 
21 E&P costs in Pakistan arc relatively high given that the country's natural gas reserves are found at a greater than average 
depth. and given problems of terrain and infrastructure. 
22 Pe1rolcum policies have been revised in 1994, 1997. 200 I. 2007. 2009 and in 20 12. 
23 The last point is particu larly rclevanc for E&P companies, which have lo operate on a much longer inveslmcnl horizon 
than most other investors. 
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Transmission and distribution companies 
The incentives for transmission and distribution companies must alsG be aligned with the long-run 
needs of the country. Currently, the two gas utility companies, SSGC and SNGPL, are compensated 
on a return-on-asset basis, after adjusting for gas losses and theft. Thus, these companies have an 
incentive to expand their network beyond what may be economically feasible. Under the current 
incentive structure, the utili ty companies will find it more profitable to serve multiple households than 
just one bulk consumer, e.g., a power plant. Th is skewed incentive has worsened the gas crisis as 
utility companies have increased the number of connections without a commensurate increase in the 
amount of gas in their pipelines. Therefore, the country needs to move towards a more market-based 
mechanism for the allocation of natural gas. 

While transmission companies may be considered natural monopolies, distribution companies are not, 
and should be made to compete with each other. Companies along the value chain should be allowed 
to transact directly with each other, and the government's role in setting prices and quantities needs to 
be reduced . Tn fact, given the need for greater energy security, the government should prioritize 
natural gas conservation, impose efficiency standards for heating appl iances, enforce production 
standards in industries, and facilitate investment by strengthening regulatory institutions. 

3.4 The final word: Pakistan's energy mix and the goyernment's role 
The current energy situation is not sustainable. Years of suppressed tariffs and public sector control 
over E&P companies, power producers and util ities, have inculcated the mindset that the government 
must provide access to cheap energy. Unfortunately, energy is anything but cheap in the modern age, 
and the country is, and should be, transitioning towards less government control in the energy sector. 

However, the government' s role in guiding the evolution of the energy sector remains paramount. On 
the supply side, the country's energy mix needs to be based upon an indigenous fuel source (e.g., coal, 
natural gas or hydel) or, a robust and secure source of imports. However, with our dwindling natural 
gas supplies and the uncertain feasibility of Thar coal , incentives for exploration and production must 
be formulated and regulators need to be empowered. Similarly, the government must continue to play 
a facilitating role in encouraging investments in alternative and renewable energy- pa1ticularly in 
hydel-generation using both large and small dams. 

While supply initiatives are a critical part of a long-term solution, energy conservation must be 
encouraged to manage the demand-supply gap in the short-run. Both natural gas and electricity tariffs 
for households need to be rationalized to encourage households to invest in more efficient appliances 
and decrease wastage. Ultimately, sustainable economic development will depend on replacing the 
mindset of a right to cheap energy, with a culture that encourages conservation. 
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4 Aggregate Demand 

4.1 Overview 
Aggregate demand showed a moderate 
increase of3.7 percent during FY12. The 
domestic market was responsible for the 
increase, as external demand faltered 
substantially during the year (Figure 4. 1). 1 

Factors including higher remittance inflows 
(so far immune to the global crisis), a vibrant 
informal economy, and a surge in fi scal 
spending, appear to have underpinned 
domestic demand. 

Indeed, given the bearish outlook of the global 
economy, domestic demand is indispensible 
for Pakistan's economic growth. However, the 
current demand structure is not conducive for 
sustaining the growth momentum: while 
consumption - especially private consumption 
- continues to remain strong, investments fell 

Figure 4.1: Growtl1 in Aggregate Demand 
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for the foLUth consecutive year. T he investment-to-GDP ratio has reached a low of 12.5 percent 
(Figure 4.2). Behind this trend were investor apprehensions regarding the current state of law and 
order, and the issue of energy avai lability (see Section 4.2.2 for detai ls). 

Figure 4.2: Demand as l'ercent of GDP 
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1 We consider continuous \\reakening in lhe global economy and domestic competitiveness issues as the major reasons for 
the decline in external demand for our goods and services. I lerc, it is important to mention that the exports, shown in the 
national income accounts, a lso reflect some impact of supply-side constrai nls (including energy shortages). 
2 For example, Nisha! and Bilgrami ( 199 1). This study has concluded that in Pakistan, remittances have the largest impact 
on consumption. and smallest on private investment. (Complete citation: 'The bnpacl o f Migrant Workers' Remillances on 
Pakistan Economy', Mohammed Nishat and Nighat Bi lgrami, Pakistan Economic and Social Review, Vol. 29, No. I 
(Summer 1991 ), pp. 2 1-4 l). Similarly, using the data for 84 countries For the period 1970-2004, the IMF Working Paper 
No. WP/09/153 ·Do Workers' Remittances Promote Economic Growth?' (2009) by Adolfo Barajas, Ralph Chami, Connel 
Fullenkamp, Michael Grapen and Peter Montiel has concluded that the remittances are not intended to serve as investments, 
but rather as social insurance to help fami ly members finance the purchase of life's necessities. Therefore, although 
rcmiuances lifl people out of poverty, but they do not typically tum their recipients into entrepreneurs. 
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4.2 Consumption 
Real consumption grew by 11. I percent during FY 12, compared to 3.9 percent a year earlier.3 

Although sales data is not avai lable for most consumer items, there are indications of buoyancy in 
consumer spending: 4 for example, t .. evival in construction and ancillary industries; higher production 
and import of consumer goods (Table 4. I ); increase in sales tax collection by 15 percent despite a I 00 
bps reduction in tax rate;5 strong public interest in retail exhibitions; new shopping malls and gro'vving 
sales volumes; restaurants; increase in overseas travelling; and leading global brands opening their 
outlets in the country. Furthermore, the impressive performance of fast moving consumer goods 
(FMCGs) also supports this trend. 6 

Table 4.1: Import of Selected Consumer Durable Goods 
import quantity in units given; growth rare (of import quantity) in percent; import value in million US$ 

Units lm ort uantity Growth rate Im ort vain~ 
FYJ2 ove 

Items FY09 FYIO FY11 FYI FYJ/ FY12 

Grinders/mixers/juicers No. 605.326 782,332 397,089 439,48 1 10.7 6.5 

Ovens/grillers/roasters No. 7,436 10,68 1 16,994 23,23 36.7 0.5 

Coffee/tea makers No. 42,246 31 ,87 1 53,369 6. 1 0.8 

Complete dinner sets dozens 92,946 2,872,98 440,873 3.1. 8.3 

Pia tes/dishes/teacups dozens 234,112 173,080 226,938 45.5 1.4 

Other table/kitchenware No. 44,310 69,085 138,585 37. 2.8 

Electric iron No. 177,850 294,780 282,08 1 290,37 2. I. I 

Laptop No. 40,385 83,462 82,565 282,55 72. 1 

LCDs No. 11,480 6 ,294 l,912 158.1 L3 

Cel I u Jar phones million nos. 3.8 11.0 12.3 29. 137. 688.4 

Earphones million nos. 1.0 0.9 1.3 2. 5.6 

Footwear million pairs 11.8 13.2 21 6 23. 77.6 

Worn clothing million kg 263.4 252.9 353.8 13. 148.0 

Handbags No. 550,983 590,305 1.245.948 21. 5.4 

Remote controls million nos. 2.0 4.8 8 .8 4.5 

Digital cameras and recorders No. 17,296 27,385 28,072 1.0 

Air-conditioners No. 74,952 56,885 38,474 50. 15.4 

Refrigerators No. 20,390 23,832 14,571 7.3 

Electric fans No. 283,701 526,378 607,193 715,18- 17. 8.6 

Ceramic ti les and bricks million kg 17.8 13.1 5.3 10. 96.l 16.9 

Sanitary fixtures No. 260,605 251 ,983 274,618 336.JT 22.5 3.4 

Energy saving bulbs million gram 1.4 1.8 I.I 4. 3 16.5 727 

Rubber res and tubes million nos. 4.0 3.7 5.4 6. 12. 229.5 

Source: Pakistan Bureau of Statistics 

Within a high-inflation-low-growth environment, floods in last 2 years, and s luggish employment 
conditions in the country, the trend in consumer spending appears anomalous. 7 In our view, it was the 
income generated mainly from outside the domestic formal economy, i.e., remittances and the 

3 Consumption is calculated by Pakistan Bureau of Statistics as a residual in the national accounts identity: C = Y - I - NX: 
where C is consumption., Yi> GDP, I is investment and NX is net exports. Conceptually. this method allows en-ors in the 
measurement of GDP, or other components, to creep into the consumption estimates. 
~ Sales data is available only for domestically produced cars and cement. which shows a growth of 18 percent and 8.8 
percent in f-Y 12, respectivel y. /\!though POL sales informal ion is also available, but it is not meaningful given the 
prevailing gas shortages, and forced substitution or petrol/furnace oil o ver gas. 
5 T his includes sales tax collected only on domestic goods. 
''The net profits of FMCGs listed on the Karachi Stock Exchange grew by over 20 percent in FYl2. Here it is important to 
mention that the FMCGs' bottom-line has been growing th is rapidly since last 5 years. and the sector has outperformed the 
KSE-1 00 index with a wider margin . 
7 This was unlike the consumption boom in 2003-08. when the economy was on a h igh growth trajectory and the inOationary 
pressures were low. This boom was driven mainly by monetary activism that led to an unprecedented growth in private 
credit. especially to the cons·Jmer sector. 
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informal sector, which has helped support economic growth. 8 At the same time, we also believe that 
fiscal measures to support household incomes and expenditures over the previous years, proved 
effective. 

We consider rem ittance growth as the pri me stimulant for consumer spending in the country. This 
additional income has lifted household demand for various necessities and luxuries. and has also 
triggered private construction activity. In this context, it is not surpris ing to see a number of 
residential projects initiated across the country for overseas Pakistanis alone. In fact, Pakistan is not 
the only country where consumption growth is associated with inward remittance flows, there is 
sufficient empirical evidence that in most developing economies, remi ttance income is used for 
consumption and financin g real estate activities." 

Similarly, we believe that a v ibrant parall el economy is also seeping into consumption demand in the 
formal sector. f indings of the Household Integrated Economic Survey (H IES) 20 11, show that the 
incomes derived from business activities (including services industry in the informal sector) posted 
the highest real increase amongst all the income sources during FY08- I l ( Box 4 .. 1 ). 10 

ln addition to these factors, fisca l spend ing has also buoyed consumer sentiments: (i) subsidized 
energy and food has contained household expendi tures on these items, whi ch has encouraged other 
spending; (ii) cut in federal excise duty on electronics, and eli mination of special excise duty on 
automobiles, have propped-up sales; and (iii ) increased government spending on pensions, income 
support programs (e.g., Benazir Income Support Program) and other transfers, have shored up 
household incomes and consumption. 

Box 4.1: Key Insights from the Household lntegrated Economic Survey 2008 and 2011 
HTES data provides useful insights about real 
consumption patterns of urban households, especially 
regarding the disparity in consumption trends across 
various income groups during FY08-FY1 l .11 

At first , the survey results show that the increase in real 
incomes and real consumption of households was smaller 
in FY08-1 l , compared with FY02-07. 

Figure 4.1.1: Change in Real Incomes of Urban Households by 
Source (CAGR) 

• FY02-07 • FY08- l 1 
9 

7 

·I 
Total Wages and Non-agri Property Foreign 

During FY02-07, household sector had enjoyed 
significant increase in wages and salaries, as well as 
house rents. In contrast, the highest increase during 
FY08- I I was seen in incomes derived from business 
activities (including, services and small-scale 
manufacl11ring in the informal sector), which have risen 
by 4 percent annually in real terms (Figure 4.1.l).12 

Given their record increase in recent years, foreign 
remittances are a close second. Real incomes from other 
sources have remained, more or less, unchanged during 
this period. 

salaries activities remittances 

Source: HTES, Pakistan Bureau of Statistics 

"We believe that Lhe infonnal economy in Pakistan is growing much faster than !he fonnal economy. Therefore. ODP 
growth understates the actual economic growU1 in the country. 
"See for example, IMF Working Paper No. Wl'/031189 'Arc Immigrant Rcmitlancc Flows a Source of Capital for 
Development· (2003) by Ralph Charni, Connel Fullenkamp and Samir Jahjah. 
111 ITIES s urvey is conducted after every four years. Therefore, s urvey results for 2007 and 201 1 are compared. 
11 Real consumption is calculated after adjusting for change in prices using changes in the C PI. Since the CPI (like other 
available price indices) is a survey of prices in urban ccnrers, and. due to the prevalence of barter trade and sustenance 
fanning in the rural sector, th<.: re is no appropriate price benchmark for calculating real incomes and consumption in the rural 
or aggregate economy. 
12 This is d<L~sified as ··ocher 11011-agri activities" in the survey. 
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It is important to mention here that the increase in real 
incomes and consumption of urban households is 
concentrated only in the upper-class and upper-middle 
class (i.e., the top 40 percent of households by income). 
Other income groups have actually witnessed a fa ll in 
both their real incomes, and in their real consumption. 

Household consumption patterns are even more 
revealing. As Figure 4.J .2 illustrates, the urban 
population is spending more on food and clothes in real 
terms than it was four years ago. Interestingly, food 's 
share i11 household consumption basket is not just the 
largest, but has also increased from 44.2 percent in FY08 
to 48.9 percent in FYI 1. Anecdotal evidence also 
suggests an increase in demand for proces sed food, dairy 
products and beverages; in fact, investors have been 
positioning themselves to take advantage of this 
opportunity.13 

Figure 4.1.2: Change in Real Consumption or Orban Households for 
Selected Commodity Groups (CAGR) 

• FY02.07 • FY08-l I 

Overall Food Apparel 

Source: HlES, Pakistan Bureau of Statistics 
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lighting 

Compared to FY02-FY07, a period often associated with the consumption boom, spending on apparel in real tenns has 
actually been rising faster in FY08-l l. SBP' s 3 rd Quarterly Report for 2010-11 elaborated on the paradigm shift in domestic 
textile and textile-related industries, towards branding and designing, which is supported by mass-media campaigns and 
changing consumer preferences. Almost all the income groups have increased their expenditures on apparel; however, once 
again, it has been the upper and upper-middle income brackets that have led this increase. 

4.3 Investment 
Investments continued to taper for the fourth 
consecutive year after the crisis of2008. In 
FY12, the investment-to-GDP ratio reached 
l2.5 percent, which is the lowest amongst 
major Asian countries (Figure 4.3). Presently, 
both domestic as well as foreign investment is 
weak due to an unfavorable investment 
climate, characterized by idle capacities; 
security concerns; energy shortages; low public 
investments; unfocused trade policies; and 
governance issues (Figure 4.4). 

FY12 was also the fourth consecutive year that 
saw a decline in FDT. Here it is important to 
mention that FDI has bounced back in a 
number of emerging and transition economies 
to surpass the pre-crisis average; 14 but in 
Pakistan, it is still waning (see Chapter 8). 

Low capacity utilization 
During FY12, most large-scale manufacturing 
units utilized less than 50 percent of capacity 
(Table 4.2). Energy constraints and law and 
order conditions, are the most frequently cited 
factors in expla ining this trend, especially in 
fertilizer, steel and glass. However, there are 
other explanations as well. 

Figure 4.3: Investment-to-GDP Ratio in Regional Countries (2011) 
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Source: World Bank databank. 

F igure 4.4 :Composition of Investment Growth 
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u The increase in fixed investment loans for an.imal farming and feeding, grains mill ing products, processing of food & 
vegetables, manufacturing of beverage, and dairy products, etc., during FY 12, supports this view. 
t
4 3-year average level for 2005-2007. Source: UNCT AD World Investment Report 201 2. 
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In our view, the macroeconomic environment has become challenging for the investors. We must 
recall that investments in Pakistan peaked in FY07, when the macroeconomic environment was 
eas ier: interest rates were lower; energy prices were stable as demand-supply gap was benign; and the 
g lobal economy was boom ing. However, just a year later, the situation changed s ignificantly. The 
g lobal economy entered a recession, and Pakistan (which was facing large macroeconomic 
imbalances) had to adopt demand compression policies that necessitated an increase in interest rates 
and partial withdrawal of energy subsidies. From our discussion with key manufacturing sectors, a 
number of newly established bus inesses became unfeas ible within 2 years - most business projections 
were off-target due to the global recession, and a substantial increase in domestic fuel and financial 
costs. Cement manufacturers had increased capacities, expecting a continuation in the real estate 
boom in the GCC. The outcome was d ifferent than expected. 

Business uncertainties 
In addition to the challenging macroeconomic environment, investors are also mindful of changes in 
the sector-specific policies (e.g., ferti lizer and CNG) and about the direction of Pakistan's trade 
policies . In terms of the latter, many investors remain skeptical about the current drive for trade 
liberal ization with India, and are reluctant to take any firm position. Furthermore, ce1t ain business 
groups are apprehensive that they may be priced out of the market by lndiaJ1 products, especia lly 
those who are enjoying a near-captive market. In addition, there is a possibi lity that Pakistan will get 
the generalized system of preference-plus (GSP+) from the European Union.15 lf this happens, 
Pakistani firms will be able to export at zero duty to the EU, which can boost investment in the 
exporting sectors. 

Table 4.2: Capacity Utilization in Selected Industries 

crccnt 

lndUSt!}'. weight FYIO FYJ l FY12 lndus t!}'. weight FYIO ~·v 11 FY l 2 

Sugar 5.0 46. 1 36.3 40.4 Fertilizer 6.3 99 7 93.6 72.5 

Cigarettes 3.0 67.9 68.0 64.4 Bicycles 0. 1 63.9 48.5 37.4 

Vegetable oil & ghee• 4.8 31.1 3 17 32.6 Diesel engine 0 1 85 0 37.3 11.9 

Wheat milling 1.4 16.6 18 I 18.9 Causucsoda 06 41.9 39.5 .J0.8 

POL 7.7 74.6 73.9 69.6 Soda ash 02 80.6 74.4 72.3 

Coke 0.1 35.3 3 1 I 19.9 Refrigerator 0.3 35.6 33.2 35.4 

Cars &jeeps 4.0 44.7 49.0 56.3 Deep freezer 02 24.4 10.9 7.0 

LC Vs 0.5 38.9 47.9 52.3 Air conditioner 0 .1 34 6 25.5 24.0 

Trucks and buses 0.2 16.2 13.2 12.7 TV 0.2 13 7 17.6 10.8 

Tractors 0.7 95.6 94.5 64.2 Paper & products 3.3 47.5 48.6 57.6 

2-3/wheelers 0.9 76.8 55.8 56. I Chip board 0.8 5. 1 4.3 5.2 

Pig iron 2.3 39.3 35.2 20.3 Glass sheet 0.1 23.3 18.8 19.9 

Billets/ingots 2.2 39. 1 38.2 37.9 Cement 7.5 69.6 69.6 66.6 

Re-rolled products 3.2 55.6 47.0 36.3 
Sources: Economic Survey, Punjab Bureau of Statistics, PSMA, PVMA, PEMA, OCAC, NFDC, and APCMA (please see list of 
abbreviations at the end of the report). 

15 GSP is a faci lity g iven by !he developed countries under which. imports from developing countries are allowed at lower 
duties. In addition Lo this, there is a faci lity called ' Everything but Anns' (EBA) only for least developed countries (LDC). 
which allows LDCs to expon their products to the EU duty-free and quota- free. The objective o f this fac ility is to support 
LDCs to increase exports and promote growth. Being a developing country, Pakistan is presently not eligible to avail 
benefits under the EBA. Therefore. LDCs (e.g., Bangladesh and Cambodia) get a competitive edge in the EU mark.et over 
other countries. However. effective from 1st January 20 14. EU is introducing a revised GSP plus scheme, under which, 
some developing countries will be eligible to export to EU duty-free and quota-free, depending upon whether they fulfi ll 
'vulnerability criterion' . Pakistan is most likely to get through. For detai ls, see ·GSP and EPAs key issues' by Isabelle and 
Ramdoo, European Center for Development Policy Management; and also visit European Commission website. 
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Low public investments 
Sluggish publ ic sector investment also explains the low investment rate in the country. As discussed 
earlier, the government is spend ing more on current expenditures than investment. Instead of 
crowding-in private investment, the government appears to be crowding-out private investment, as it 
borrowed excessively from commercial banks to finance its fiscal defi cit (for details, see Chapter 5). 

Governance indicators 
Among other factors, Pakistan's inabil ity to attract FD! can also be traced to governance issues in the 
country. The World Ba:1k's Governance Indicators show that Pakistan has not performed well 
compared to regional peers incl uding India, Sri Lanka and Indonesia. For instance, in terms of 
' politi cal stabil ity/absence of violence' indicator, Pakistan has not fared wel I. In our view, Pakistan's 
poor global image cou Id be one of the reasons that the country has not been able to share the rising 
FDI into our peer countries. 

Sector-wise investment 
The dec line in investment has been broad-based, and is evident in almost all the sectors. For instance, 
investment in the agriculture sector decl ined by 7.6 percent in FY12, compared lo s lightly positive 
growth in FY 11. This is despite the growth potential in areas such as corporate farming, dairy 
products, storage, food processing, supply chain, etc. 

International investors and local business groups have shown keen interest in investing, and exploi ting 
the potential in our agriculture sector. The increase in fixed investment loans for a number of agro­
based industries, also substantiates this observation. Specifically, fixed investm ent loans (for these 
activities) j umped from Rs 3.1 billion in FYI 1 to Rs 10.5 billion in FY12 . Supportive public policies 
for necessary infrastructure in rural areas, would go fur ther in attracting private investors. 

Within industrial groups, only the construction sector displayed positive investment ( 12.3 percent) 
growth in FY 12, primari ly on the back of developmental work in the public sector and worker 
remittances. Other sectors, including large-scale manufacturing, mining & quarrying, and electricity 
& gas distribution, experienced a decl ine in investments in FY 12. In fact, real investment in the 
industrial sector has been declining for the last five years, and, as a result, the investment-to-GDP 
ratio in this sector has come down from 19.9 percent in FY07 to 9.3 percent in FY 12. 

Table 4.3: FDI Inflows in Pa kistan - Sector-wise 

million US$ 

F\'08 FY09 FYIO FY ll FYJ 2 

Food 66.5 195.3 108.2 68 l 40.7 

Texu le 30. I 36.6 27.8 25.0 303 

Chemical 105.4 99.2 121.0 30.7 112.8 

Petroleum refining 74.5 132. l 104.5 - 18.4 14.7 

Oil & gas exploration 634.8 775.1 740.6 512.2 6 12.8 

Cement 102.5 32.6 -1.2 65.2 - 11.0 

Machinery 24.2 18.2 15.9 6.2 3. 1 

Electronics 27.6 22.6 23.5 15.9 22.8 

Automobile 184.5 175.6 33.2 113.4 31.6 

Power 70.3 119.8 - 120.6 155.8 -84.9 

Construction 88.5 92.5 101.6 60.8 71.8 

Trade 175.5 165.7 117 0 53.0 25.3 

Communication 1625.3 879.1 29 1.4 -34.1 -3 15.3 

Finance 1607.G 707.4 163.0 246.9 56.4 

Miscellaneous 335.5 269.9 424 9 272.9 201.5 

Total 5152.8 372 1.8 2150 8 1573.6 812.6 

Source: Stale Bank of Pakistan 
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The most worrying development is the net outflow of FD! from the power and communication sub­
sectors (Table 4.3). Tn particular, telecommunication had been a promising a venue to attract foreign 
direct investment; however, with market saturation, and the delay in the auction of 3G licenses, there 
is now a net outflow on account of repatriation of profits and retiring external loans. 
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5 Inflation and Monetary Policy 

5.1 Overview 
For the first time in five years, actual inflation 
for FY 12 turned out to be lower than the 
annual target (Figure 5.1). This, along with a 
modest improvement in econom ic acti viti es, is 
amongst the key positives for the year. In spite 
of these developments, the economy was 
unable to move away from a low-growth, high­
inflation environment. This situation is 
challenging for the central bank, as policy 
measures to contain inflationary pressures 
carry the risk of choking nascent improvement 
in economic activity. Cognizant of these 
tradeoffs, SBP utilized any room available to 
support economic growth. 

Broadly speaking, SBP adopted an 

Figure S.I : Inflationary Trend a nd Real GDP Growth 
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accommodative monetary policy in FY 12. The policy rate saw a cumulative reduction of200 bps in 
the first two monetary policy announcements in the fiscal year. 1 However, the risks emanating from 
the external sector intensified during the initial months of the year, whi ch forced SB P to put further 
easing on hold. Monetary management also became more challenging, with increasing government 
reliance on SBP funding as the year proceeded. 

Figure 5.2: Volume of Open Market Operations 

• Mop -ups • Injections 

Despite the reduction in interest rates, overall 
monetary expansion decelerated in FY 12. 2 

This was largely due to the deterioration in the 
external account. The resulting depletion of 
FX reserves absorbed Rupee liquidity from the 
money market. This, along with increasing 
government borrowing from commercial 
ban.ks, underlines the need for liquidity 
injections into the system to ensure that money 
market conditions remained calm. Not 
surprisingly, the volume ofSBP's open market 
operations (OMOs) witnessed a sharp (one­
sided) increase during the year (Figure 5.2).3 
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average overnight rate remained near the upper 
bound of the interest rate corridor despite continuous liquidity injections through OMOs (Figure 5.3). 
This downward rigidity in interest rates on the very short-end of the yield curve, was also visible in 
other market rates, including lending rates of commercial banks. Specifically, followi ng the 200 bps 

1 Policy rate was reduced by 50 bps to 13.5 percent in the first monetary policy statement issued on 3 1" July 2011. A more 
aggressive cut of 150 bps was announced in the second monetary policy statement issued on 7"' October 2011. 
2 Theoretically, changes in interest rate and monetary expansion should be inversely correlated. 
3 It is important to realize that extended temporary liquidity support from SBP is equivalent to innationary financing. 
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cut in the policy rate, weighted average lending 
rates of commercial banks saw a reduction of 
I I 2 bps to 13. l percent by June 20 l 2, against 
14.2 percent in June 2011. 

ln fact, given the government's large 
borrowing requirements, commercial banks 
had little incentive to reduce lending rates in 
line with the cut in the discount rate, and 
channel funds towards the private sector. It 
also seems that banks were using liquidity from 
SBP for onward lending to the government. [n 
practice, it makes sense for commercial banks 
to do so, as long as liquidity in the market is 
available at a rate lower than the T-bi ll cm-off 

Figure 5.3: Policy Rate Movements 
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rate. A positive spread ben-veen cut-off rates of3-month T-bills and ofOMOs, allowed commercial 
banks to do this for most of the year (Figure 5.4). 

The extent of government borrowing in FY 12 
can be judged from the fact that the stock of 
budgetary finance from the banking system 
grew by 46.1 percent to Rs 3.8 trillion.4 Within 
the banking system, commercial banks' 
lending for budgetary finance has substantially 
increased in recent years, including FY 12. Not 
too long ago (in FY07, in fact), the stock of 
budgetary finance was 18.8 percent of private 
sector credit; as of end fY 12, this ratio has 
increased to 62.0 percent. 

Figure 5.4: T-Billsand OMOs Cut-off Rates 
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lending to PSEs (usually against government . 
guarantees), have also led to a rise in banks ' exposure to the public sector. Although understandable 
from the banks' point of view, the changing composition of their balance sheets is discomforting, as 
banks are moving away from intermediating between private savers and investors. 

The private sector appe2rs to have been marginalized due to the shift in banks' lending strategy and 
the government's appetite for funding. Credit expansion to the private sector remained subdued for 
yet another year. A slight improvement in overall credit to the private sector, compared with FY 11. is 
primarily dri ven by bank lending to (and investments in) non-banks finance institutions (especially 
mutual funds), which then invested these fLmds largely in government T-bi lls. As a result, loans to 
private sector businesses grew by less than one percent during the year - the lowest growth rate since 
FY08. 

Looking ahead, SB P's decision to cut its policy rate by 250 bps to 9.5 percent in the init ial months of 
FY 13, is partially aimed at reviving private investment in the economy. It is expected to help 
consolidate the modest improvement in underlying economic activity seen in FY 12. Jn addition to 
this , the government has also amended the SBP Act 1956 to lim it the flow - as well as the stock - of 

4 
In terms of GDP. government ban-owing for budgetary finance reached 18.4 percent by end FY 12. compared to 14.4 

percent for the previous year. 
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government borrowing from the central bank. Specifically, a limit of zero quarterly borrowing from 
SBP was explicitly incl uded in the Act. The government is also mandated to retire its outstand ing 
borrowing from SBP within eight years from April 2011. Whi le it is too early to gauge the medium­
to-long term impact of these changes in the Act (as the amendments were passed in March 20 12), the 
limit of zero quarterly borrowing for the last quarter of FY 12 was not met. A strong commitment 
from the fiscal authority to limit its bonowing from Sl3P would not only help its credibility, but also 
facilitate SBP in managing inflationary expectat ions. Tn this context, meeting the stipulated limit on 
government borrowing from SBP during first quarter of FY13, is a positive development. 

5.2 Monetar y Aggregates 
Growth in broad money supply decelerated s lightly in FYl 2, for the first time since FY09 . This was 
attributed entirely to the depletion of net foreign assets (NFA) of the banking system. O n the other 
hand, net domest ic assets (ND/\) savv an expansion of 20.3 percent in FYl 2, compared to a relatively 
lower g rowth of 13.1 percent in FYI I. The drivers of monetary expansion in FY 12 are shown in 
Table5.l. 

Table 5.1: Cha nges in Monetary Aggregates 
change in billion Rupees, gro\\1h in percent 

A b.rnlute d11111ge during Jul-.!1111e Yo Y grow/It in stocks 

FYIO FYll f.Yl2 I'\'! I F\'12 

Broad money (M2) 640.0 9 18.0 946.6 15.9 14.1 

NFA 49.4 235.0 -253.6 43.1 -32.5 

SBP 75.9 235.3 -225.4 62.1 -36.7 

Scheduled banks -26.4 -OJ -28.2 -0.2 -17.0 

NDA 590.6 683.0 1200.2 13.1 20.3 

SBP 86.4 48.7 474.9 4.9 45.8 

Scheduled banks 504.2 634.3 725.3 14.9 14.9 

of which 

Go' crnmcnt borrowing 406.6 579.6 1237.4 23.7 41.0 

For budgetary support 330.4 590.2 11 98.3 29.3 46.1 

SBP 44 .0 -8.0 505.3 -0.7 42.1 

Scheduh:d banks 2864 598.2 692.9 74.5 49.5 

Commodity operations 77.0 -1 5.7 38.6 -3 .8 9.7 

Non government sector 198.8 158.5 105.4 4.7 3.0 

Credit to private sector 112.9 121.3 235.2 4.0 7.5 

Credil LO PSEs 85.0 36.3 -130.5 10.3 -33.7 

Other items net -14.9 -5 5. 1 -142.6 9.2 21.8 

Source· Stale Bank of Pakistan 

5.2. 1 Net Foreign Assets 
The challenge to monetary management during the year, is amply shown from the overall external 
account de fi ci t of USS> 3 .3 bi llion in FY 12, compared to the surplus of US$ 2.5 billion in FY l 1 
(Figure 5.5). 

Within the banking system, NFA contraction was primari ly driven by the depleting foreign exchange 
reserve of SB P. The main reasons for the decline vvere the drying up of external financial in1lows; the 
repayments ofl MF loans; and market support by SBP .5 

5 lt is important to note that SB P's FX market interventions arc aimed a t reducing excessive volatility in the exchange rate, 
and not at managing the exchange rate at a specific level. The 9 .1 percent depreciation of the Pak Rupee, against the US 
Dollar during. FY 12, also supports this argument. For liu1her detai ls. please sec Chapter 8. 
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Commercial banks also contributed to the net 
contraction in overall NFA. Specifically, NFA 
of commercial banks saw a net contraction of 
Rs 28.2 billion during the year. This is 
surprising, at least on the face of it, since net 
liquid foreign exchange reserves of commercial 
banks recorded a healthy increase of US$ I .0 
billion during FYI 2. The confusion arises 
because of definitional issues. While the NF A 
of commercial banks reflect their net claims on 
foreign residents, net foreign exchange 
reserves are their liquid assets denominated in 
foreign currency.6 This implies that the 
ownership and the utiliz.ation of foreign 
currency accounts (popularly known as FE-25 

Figure 5.5: Overall External Balance and NFA of the Banking 
System (Cumulative Flows) 
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deposits), impact commercial bank NF A differently from their holding of net liquid foreign exchange 
reserves.7 

Data on the ownership of foreign currency 
deposits indicate that more than half of the 
increase in FCAs came from non-residents. 
This has increased commercial banks' 
liabilities to non-residents. At the same time, a 
decline in banks' placements outside Pakistan 
has reduced their claims on non-residents, 
which led to a net contraction in the NF A of 
commercial banks. 

5.2.2 Net Domestic Assets 
Monetary expansion in FY 12 was entirely 
driven by a rise in net domestic assets of the 
banking sector. Within NDA, the driving force 
was government borrowing, as credit 
expansion to the private sector remained 
subdued as shown in Figure 5.7. 

Government Sector Borrowing 

Figure 5.6: Net FX Reserves of Commercial Banks 
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Changes in NDA of the banking system were almost entirely attributed to government borrowing. It 
saw an increase of Rs 1.2 trillion in FYl2, compared to Rs 579.6 billion in the previous year. Withjn 
government borrowing, budgetary finance accounted for 89.2 percent of the increase, while the rest of 
the borrowing was for commodity operations. ln terms of stocks, the outstanding amount of 
government sector borrowing from the banking system has overtaken the credit to non-government 
sector (Figure 5.7).8 Although demand for private sector credit is low due to a host of factors (more 
on this issue later), crowding-out due to public borrowing cannot be ruled out.9 

6 Tl may be noted that net liquid foreign exchange reserves with commercial banks do not include trade financing against FE-
25 deposits. 
7 For example, the utilization of foreign currency deposits revealed that foreign currency loans for trade financing saw a net 
retirement of US$ 423 million in FY12, compared to a net expansion of US$ 778 million in FYI I. This led to an increase in 
commercial banks' balances held outside Pakistan, which helped them accumulate foreign exchange reserves (Figure 5.6). 
8 Credit to non-government sector includes loans (including investments) to private sector, PSEs and financia l institutions. 
9 To make it clearer, let us take the government oul from the credit market and leave liquidity with the ban.king system. This 
will put downward pressures on interest rates, which will help in supporting private sector business activities. 
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Budgetary Finance: one-offs and more: 
Overall budgetary borrowing from the banking 
system doubled in FYl2 compared to the year 
before- the government borrowed Rs 1198.3 
billion during FY l2, compared to Rs 590.2 
billion during FY 11. A part of this increase 
includes a one-off adjustment of Rs 39 1 
billion, which was used to settle accumulated 
subsidies/arrears of PSEs and commod ity 
procurement agencies. Even after adjusting for 
th is one-off, budgetary borrowings stood at Rs 
807.3 billion for FY 12, which was still 
substantially higher compared to the previous 
year (Figure 5.8). 10 

Sources of budgetary borrowing indicate 
revival of monetization. As the year 
proceeded, government reliance on SBP 
funding increased. Specifically, there was a 
maj or shift towards SBP, and away from 
commercial banks, in the fourth quarter of 
FY 12. For the entire fiscal year, the authorit ies 
borrowed Rs 505.3 bill ion from SBP, 
compared to a net reti rement of Rs 8.0 billi on 
in FY l I. On the other hand, government 
borrowing from commercial banks (excluding 
the one-off adjustment) stood at Rs 30 1.9 
billion in FY 12, compared to Rs 598.2 billion 
in the year before. This allowed commercial 
banks to lend to PSEs and commodity 
financing (more on this issue later). 

Inflation and Monetary Policy 

Figure 5.7: Govt. Budgetary Bor rowing Vs. Private Sector Credit 
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Figure 5.8: Source of Govt . Budgetary Borrowing (Net) 
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The limits on quarterly borrowing f rom SBP: The new Section 9C, in SBP Act 1956, limits federal 
government borrowing from SBP. 11 The Act prescribes two types of limits. Firstly, the flow of 
federal government borrowing from SBP has been restricted by imposing a limit of zero quarterly 
borrowing on a net basis. Hence, the federa l government is now required to retire its borrowing from 
SBP to zero at the end of each quarter. 12 The second restriction is related to the stock of government 
borrowing from SBP. The Act states "the debt of the Federal Government owed to the Bank [SBP] as 
on the 30th April , 20 11, shall be retired not later than eight years from that date". While the second 
lim it on government borrowing is open to interpretation in terms of how it wil l be staggered, the lim it 
on quarterly borrowing is straightforward. Budgetary borrowing of Rs 306.3 bil lion from SBP in Q4-
FY 12, is a breach of the quarterly borrowing li mit.13 

w For a detailed d iscussion on fiscal operations, please see C hapter 6. 
11 Act No. IX of 20 12, dated March 13, 2012. 
12 In this context, the only exception is l.imited borrowing through ways and means. 
11 In the event of a breach, the government is required to provide a j ustification before the Parliament. 
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Govemment Borrowing/or Commodity Finance 
In addition to budgetary finance, the government also borrowed from commercial banks for its 
commodity operations. These loans have seen a substantial increase in outstanding amount in the 
recent past, despite their self-liquidating nature. The stock of commodity finance grew by 9.7 percent 
( Rs 38.6 bill ion) in FY l2 to Rs 438. I b illion, despite the release of Rs 78.0 bil lion to procurement 
agencies by the government, for the settlement of accumulated subsidies. Moreover, this net 
expansion dur ing FY 12 is in sharp contrast to a net retirement of Rs 14.7 bill ion in the previ ous year 
(Figure 5.9) . Detail s reveal that the expans ion is pri marily allr ibuted to increased boITowing for 
wheat procurement. 

Figure 5.9: Commodity Finance Loans- cumuJath·eflows 
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In FY 12, the government not only increased the wheat suppo11 price from Rs 950 to Rs I 050 per 40 
kg, but also announced a higher procurement target of 7.7 million tons, compared to the actual 
procurement of 6.2 mill ion Ions last year. However, due to wheat stocks carried over from the 
previous season, the actual volume of wheat procured during FY 12 stood at 6.0 mill ion tons, which 
was substantially lower than the target. Despite this, the government borrowed Rs 153.5 bi lli on from 
commercial banks in FYl 2 for wheat procurement, compared to Rs 138.8 billion in FY I I. As shown 
in Figure 5.9, FY12 witnessed an increase in net wheat financing, while rY 11 saw retiremcnt. 14 

1
• It is pertinent to mention here that a s light decline in the repay111e111 of wheat financing loans in FY 12 was expected. since 

last year's repayment~ benefited from the government ·s decision lo allow wheat exports in FY 11 . 
54 



/11j7atio11and1\ !011e1m:v Policy 

Besides wheat, the govern ment also intervened in the sugar and fertili zer sectors during the year, but 
their volumes were smaller than wheat's. Jn the case of sugar, mi lls held back their stocks in the hope 
that domestic sugar prices would recover before the crushing season. However, prices remained 
subdued, and sugar mills were not willing lo offload their stocks. This led to a delay in the crushing 
season. In view of this, the government intervened by purchasing4.75 mil lion tons of sugar, which 
stabil ized sugar prices in the market, and jumpstarted the crushing season by improving cash-flows 
for sugar mill s. 

I 11 the case of fert ili zer, persistent gas shortages continued to I imi t domestic product ion. To meet the 
demand for ferti lizer, especially during the sowing season, the government imported 1.45 mill ion tons 
of urea in FY 12. This increased the requircmcni for commodity financing since PS Es use bank 
ri nancing for impotting urea. 

To summarize, the space created by sen I ing accumulated subsidies for fertil izcr and sugar. was almost 
entirely used up by fresh borrowing (Figure 5.9). This is evident from the amount of outstand ing 
loans, which stood at Rs 82.2 bi llion by end-FY 12, against Rs 83.3 billion in FY 11. 

Net Retirement in Credit to PSEs 
Credit to PSEs witnessed a net retirement ol' Rs 
130.5 billion in FY1 2, compared to a rise of Rs 
36.3 billion in FY 11. This turnaround was 
largely clue to the one-ojf payment by the 
government, which was used to reduce the 
circular debt in energy-related PS Es, and the 
receivables of procurement agencies. 15 

Consequently, banks' exposure to PSEs saw a 
reduction of Rs 296.5 billion in November 
20 11 as the PSEs' debt li abil ities were taken 
over by the federal government ( Figur·e 
5.10).16 While this adjustment had no 
immediate monetary impact, it had notable 
implications for the banking and energy 
sectors: 

Figure 5.10: Outstanding Credit to PSEs 
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(i) Both commercial banks and the government benefi ted from the settlement of PSE debt. The 
commercial banks were able to transform their ill iquid assets (lendi ng to PS Es) into liquid assets 
(government securities). The cost of this subst itution for commercial banks was the loss in 
interest income due to a posi tive gap between lending rates to PSEs, and the yield on government 
securities. However, this loss was large ly compensated by the improvement in ri sk-weighted 
capital requi rements, as investments in government securities are assigned zero weight for the 
calculation of credit risk . The government, on the other hand, was able to replace cosily PS Es 
borrowing with relatively low-cost government securities. 

(i i) The one-qff'adjustment also created room for further borrowing by PSEs rrom commercial banks, 
which appears to have been the intent. This enabled the government to shift the receivables of 
independent power projects (IPPs) to the Power Holding Company. As a result. the borrowing of 

'' PSEs· bo1TOwings from the banking system have increased many folds in recent past. ll jumped from Rs 81 bill ion as of 
end FY07 lo Rs 388 bill ion by end FY 11: a rise o f .J.8 times in just four years. Prior 10 the intervention in November 201 1. 
outstanding stock of cred it to PS Es had reached Rs 4 12.9 bi ll ion by end Q I -FY 12_ 
16 !n November 20 t I, government budgetary borrowing increased 10 Rs 460.8 billion_ 
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Power Holding Company saw a rise of Rs 141. 8 billion in H2-FY 12 (for details, please see 
C hapter 3 on Energy). 

5.3 Credit to Private Sector 
On the face of it, overall credit to the private sector (CPS) grew by 7.5 percent in FY12 - the highest 
YoY growth since FY08. However, this provides little comfort to economic managers, since it was 
driven primarily by credit to non-bank finance companies (NBFCs), which predominantly lent to the 
government. 17 Loans to private sector businesses (PSB), on the other hand, grew by only 0.8 percent 
during FY 12. 

Given the double-digit rate of inflation in 
recent years, CPS in general, and loans to 
PSB in particular, have been shrinking in real 
terms. Not surprisingly, private sector credit­
to-GDP has been on a continuous decline 
since FY07 (Figure 5.11). A similar decline 
in the investment-to-GDP ratio is a clear 
reflection of a continuous slowdown in 
investment. The factors responsible for this 
deterioration are quite familiar: excess 
capacity in the manufacturing sector due to 
persistent energy shortages; heightened 
security concerns that have pushed up the cost 
of doing business; issues and costs related to 
governance; and the government's appetite 
for credit. In addition to these factors, several 
sector-specific issues were also at play. 

Figure 5.11: Creditto Private Sector and Investment Activities 
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Sharp Deceleration in Loans to Manufacturing Sector: Loans to the manufacturing sector grew by 
only 0.3 percent in FY1 2, compared to 9.6 percent last year. The deceleration was broad-based, as a 
large number of industries, either paid off existing loans, and/or reduced their fresh credit demand 
(Table 5.2). ln this context, following points are worth noting: 

(i) The textile sector, one of the biggest users of bank credit with a 20 percent share in loans to 
private sector businesses, saw a net contraction of Rs 23.7 bil1ion in FY l2, compared to an 
expansion of Rs 44.5 billion last year. This sharp turnaround can be traced to a significant decline 
in cotton prices during the year. Specifically, domestic cotton (lint) prices in FYI 2 averaged Rs 
4,067 for 40 kg, against Rs 7,867 last year - a Yo Y decline of 48.3 percent. This not only 
reduced credit demand from the spinning and weaving sectors, but also eased the credit 
requirements of upstream industries like garments and knit-wears. 

(ii) Loans to the cement sector also witnessed a net contraction for the second year in a row, but the 
pace has accelerated. A steady rise in domestic cement prices and healthy exports contributed to 
strong corporate earnings. 18

•
19 In our view, this availability of internal funding allowed the 

cement sector to retire its outstanding loans. 

17 Non-bank holdings of government securities saw a rise of Rs 360 billion during FY 12. 
18 Average retail price of 50 kg cement bag jumped from Rs 350 in FYI 1 toRs 420 in FY12: indicating YoY increase of20 
percent. Revival in construction activities facilitated cement sector to sustain this healthy growth in retail prices. 
Construction grew by 6.5 percent in FYl 2 compared to only 2.5 percent last year. However, it is interesting to note that 
loans to construction sector witnessed a net retirement of Rs 14.2 billion in FY 12 against a small expansion of Rs 0.6 billion 
last year. ln fact, revival in construction activities is primarily driven by the reconstruction in flood affected areas and 
housing demand by individuals. None of these activities are financed through bank loans. 
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Table 5.2: Net Flows in Manufactu r ing Loans 

billion Ru ees 

F\'09 Jl\' I 0 FYIJ FY 12 

Overall manufacturing 27.28 31.83 121.86 4.49 

Food prod ucts and beverages 11.36 10.83 6 1.04 15.09 

Edible oil and ghee -1.38 -5.4 1 6.05 11.09 

Dairy products -2.32 1.89 7.41 4.79 

Rice processing 1.75 0.92 5.99 -4.84 

Sugar 8.79 3.43 38.65 -1.19 

Textiles -33.43 -12.83 44.48 -23.68 

Spinning -10.82 - 15.27 18.77 -10 .72 

Weaving - 10.56 1.00 11.76 -7.14 

Finishing -6.34 -3 .68 5.98 0.61 

Made-up textile article's ·2.56 9.38 -5.34 -4.49 

Coke, refined petroleum products 3. 18 5.38 4.53 1.58 

Fertilizers nnd n itroge n compounds 19.28 18.07 2.36 8.87 

Cement 9.04 1.01 -6.45 -20.74 

Basic metals 2.87 1.36 3.04 12.32 

Motor vehicles, trailers and semi-trailers 5.3 1 -2.56 -0.37 2 .37 

Source: StJte Oank of Pakistan 

(iii) Similar to textiles and cement, the sugar sector also witnessed a net retirement in outstanding 
loans in FY 12, which is in sharp contrast to credit expansion in the previous year (Table 5.2). 
Thi s reversa l is largely attributed to: (i) a sharp decline in the price of sugarcane that reduced 
overall demand for credit; and (ii) the government intervention, which improved cash-flows fo r 
sugar mills. 

Some support for loans to the manufacturing sector came from the fertilizer sector, which saw credit 
expans ion of Rs 8.9 billion during FY 12 compared to Rs 2.3 billion last year. As discussed earlier, 
fertili zer producers were unable to offload their stocks due to the availability of imported urea at 
subsi dized rates. This increased the working capital needs of fertilizer companies. 

Net Contraction in Trade Financing: 
Despite increased trade volumes and modest 
growth in wholesale & retail services, trade 
loans saw a net contraction of 6.9 percent in 
FY\2 compared to an expansion of 16.5 
percent in the previous year.20

·
2 1 This merits 

an explanation. 

Within trade fi nancing, both concessional 
loans under the export finance scheme (EFS), 
and foreign currency loans, registered sharp 
reductions in FY 12. Specifically, EFS loans 
outstand ing fell by 11.4 percent, on a YoY 
basis, to Rs 185.7 billion by the end orFY 12 
(Figure 5. L2). T his strong contract ion is 
largely because of a decl ine in textile exports, 

Figure 5. 12: EFS Loans- C umula tive Flows 
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19 Cement sector earned US$ 456 million from expo11s in FY 12 compared to US$ 446 million last year. 
20 Trade volumes (sum of expo1ts and imports) grew by 5.7 percent in FY 12 lo US$ 64.7 billion. 
21 Wholesale & retail services saw a real growth o f 3.6 percent in FY 12 compared to 3.5 percent last year. 
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and stricter el igibility criteria for EFS loans.22 

To ensure the smooth repatriation of export 
proceeds, SBP revised the mechanism for EFS 
by imposing a maximum limit on overdue 
export proceeds. Specifically, overdue 
proceeds were not allowed to exceed 5 percent 
of last year's exports, if the borrower intended 
to continue availing EFS.23 Exporters, who 
could not meet the revised criteria. were barred 
from avai I ing EFS loans from I st October 
20 I I, up to the point that their overdue expo1is 
proceeds were within the prescribed limit. 

In addition to EFS, forei gn currency (FC) loans 

Figure S.13: FX loans for lmporc Finnncing 
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for trade financing also wilnessed a net retirement of US$ 423.3 million in FY 12. compared to a net 
expansion of US$ 778.4 million in FY 11 . This reversal was primarily driven by exchange rate 
movements during FY 12, as the interest rate on these loans remained largely unchanged at historically 
low levels. In fuct, the depreciation of the domestic currency increased the effective cost of 
borrowing for importers, while exporters enjoyed a natural hedge against exchange rate volatility 
(Figure 5.13).24 The composition of FC loans also supports this argument, as the retirement of FC 
loans was concentrated mainly in import-related loans, which accounted for 80.0 percent of total 
retirement in FY 12. 

Figure 5: 14: Fixed Investment Loans -Yearly !<lows 

Modest Recovery in Fixed Investment Loans: 
The demand for fixed investment loans has 
been low due to a number of factors, incl uding 
the ones mentioned earlier. In this backdrop, a 
small increase in fixed investment loans duri ng 
FY 12 is a positive sign (Figu re 5. l4). The 
sectors responsible for this increase include 
consumer items, such as dairy products; 
beverages; road transport; and consumer 
durables. Fixed investment loans to the iron 
and steel industries also witnessed an increase. 
because of rising construction activity. 
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22 Textile expo11S decreased by 2.8 percent in FY 12, against a strong growth of 28.9 percent last year. Massive fall in couon 
prices. both at international and domestic levels. also contributed to c.~ports decline. 
23 

Exporters were allowed to meet the revised criteria by cud-September 201 1. 
1

·
1 Pak Rupee depreciated against US$ by 9.1 pen;ent in FY 12 compan:<l to less than one percent in the prc,'ious) car. 
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5.4 Inflation 
Average CPI inflation for FY 12 was 11.0 
percent, which is lower than the 13.7 percent 
posted in FYI I (Figure 5.15). The number is 
also lower than the government' s target of 12 
percent and at the lower end of SB P's forecast 
of 11- 12 percent. Better domestic crop 
production, a gradual decli ne in global 
commodity prices during FY 12, and the base­
effect, contri buted to this decline. 

T his meant that food prices stabi lized lo a large 
extent in FY 12.25 However, core inflation, as 
measured by non-food non-energy (NFN E) 
inflation, gradually increased over the year 

Figure 5.15: Overall Inflation a nd Diffusion 
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(Figure 5.16). Simultaneously, the number of items showing double-digit increases also increased. 

The persistence in core inflation reflects the extent to which inflationary expectations have become 
ingrained in the economy. Such expectations 
may be a function of government borrowing, 
but may also be li nked with changes in retail 
fuel prices. In our view, the direct impact of 
the exchange rate on infl ation is substantial. 
The Rupee depreciated by 9. 1 percent this year 
against the US Dollar, and we believe this has 
also contributed to the pickup in core inflation. 

The role of expectations 
T he problem with expectations is they are self­
fulfilling. If households expect a certain rate of 
inflation in the future, they will negotiate a 
higher wage from firms, which in turn, will 
face an increase in their costs of production 
that is likely to be passed on to consumers in 

FigureS.16: Food and NFNE inflation 
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the form of higher prices. Firms may also anticipate an increase in costs and overall prices, and 
preemptively raise their own prices. Prices are revised very frequently - almost every quarter - in the 
Pakistani economy.26 This means that the impact of any adjustments in inflationary expectations is 
very swift. 

SBP's Research Depaitment has, in collaboration with the Institute of Business Administration, 
launched a bi-monthly consumer confidence survey that uses a stratified random sample of over 1,600 
households. The survey measures inflation expectations both qual itatively (i.e., whether inflation is 
expected to remain the same, increase or decrease) and quant itatively. It also measures households' 
perceptions about the current state of the economy relative to the past, and their expectations about the 
future state of the economy. Finally, it gathers information about households' expected future 
behavior and will provide a sound proxy for consumer demand. These results are then translated into 
a consumer confidence index. 

25 
Volatility has been measured by using the 12-month standard deviation of month-on-month changes in food prices. 

21'Choudhary, Ali, Saima Naeem, Abdul Fahccm, Nadeem I Jani f, Farooq Pasha (20 11 ). "Formal Sector Price Discoveries: 
Preliminary Results from a Developing Country." SBP Working Paper Series No_ 42. 

59 



State Bank of Pakistan Annual Report 2011-12 

With the fast survey conducted in January 20 12, the indices developed need to stabilize before any 
concrete conclusion may be drawn from them. Nevertheless, very prel iminary results in May 2012 
suggested that sl ightly more than half ofhousebolds - 58 .3 percent to be exact - expect pri ces to rise 
significantly over the next six months. That proportion has not changed significantly since the survey 
first started and reflects the extent to which inflation expectations are ingrained in the economy. 
Households ' expectations regarding the quantum of the increase in prices is less meaningful at this 
moment, since the survey panel will compare its own responses to actual inflation, and calibrate its 
future expectations accordingly. 

The surveys also indicate that households were less optimistic about future economic conditions in 
May, as compared to January, but considered their current economic state better off than it was in 
January. We would like to stress once more that these results are preliminary and tentative, and we 
expect the index to stabilize after several iterations. Nevertheless, the consumer confidence surveys 
are vital in conducting forward-looking monetary pol icy, and have started to serve as a vital rudder in 
our decisions and overall analysis of the economy. 

The role of the exchange rate 
The depreciation of the Rupee has implications for core inflation. Specifically, correlation between 
the depreciation in the exchange rate and the movements in non-food inflation, has strengthened since 
the balance of payments problem in 2008 (Figure 5.17). 

While it may be tempting to conclude that a large pa1t of domestic price pressures comes from 
imported inflation, the precise link between exchange rate depreciation and inflation is likely to be 
more nuanced. It remains a fact though, that the depreciation of the Rupee does directly impact the 
domestic price of oil & POL products, major crops and other inputs in agri -based industries. Second­
round effects of the depreciation, as producers pass on the increases in cost, are likely to be 
significant. According to a survey, manufacturers li sted raw material, energy and the exchange rate as 
three of the four most important factors in their price determ ination.27 Combine this with the fact that 
prices are revised roughly every quarter, and it is unsurprisi ng to note that there has been a strong 
correlation between non-food inflation and lagged exchange rate depreciation since 2008. 

Figure 5.17: The Link Between Inflation and the Exchange Rate 
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Global grain prices surged in July 2012 due to droughts in the US and parts of Europe, and lower than 
average rainfall in India. While corn production has been primarily affected, wheat prices have risen 

27 The other factor is their competitors· price level. 
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as well since it is a substitute for corn in the production of animal feed. Domestic retail prices of 
wheat have started inching up fol lowing the Rs 150 per 40 kg increase in support price, announced in 
November 20 12. rortunately. global rice prices are expected to remai n suppressed on the back of a 
large rice crop from Thailand. 

On the energy front, keeping in line wi th our measured view on the global recovery. we expect oil 
prices to remain stable, if not recede. This should dampen headline inflation directly, and, more 
importantly, ease pressures on the balance of payments, the exchange rate, a nd consequently, core 
inflation. 

A greater concern, however, is the persistence in core inflation and expectations, which has yet to 
subside. Food and energy prices are extremely volatile and any unexpected increases in either may 
only serve to re inforce such expectations. Therefore, the consumer confidence and inflation 
expectations survey is expected to play an im portant role in our policy decis ions and calibrating our 
future projections . Given our current conditions, however, SBP 's inflati on projections for FY 12 are 
in the 8-9 percent range. 
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6. 1 Overview 
The impact o f fiscal po licy continued to be 
expansionary in FY 12. Strong growth in 
expenditures, primarily driven by the increase 
in debt servic ing, subs idies and development 
spend ing, played a major rol e in pushing up the 
budget defici t to 8.5 percent of G DP (Figu re 
6.1 ). 1 The revenue side also contribu ted to this 
defi cit, as the non-realization of envisaged 
receipts from the auction ofJ G licenses and 
Coalit ion Support Fund overshadowed the 
healthy growth in tax collections. W ith t11e 
drying up of externa l sources of funding, the 
burden of financ ing the deficit fell on domestic 
sources. This heavy rel iance on costly 
domestic borrowing, in the face of a high 
budget defici t, has unfavorable implications for 
the sustainabi lity of Pakistan 's publi c debt.2 

Fiscal deficit against the target: The budget 
defi cit for the year was targeted at 4.0 percent 
of G DP. To achieve this target, the 
government envisaged : ( i) a conta inment in 
expend iture growth to only 7 .9 percent, 
against 14.6 percent last year; ( ii) a s igni ficant 
increase of 27.4 percent in total revenues, on 
the back of a high target for FB R tax 
collection; (i ii) receipts from the auction o f 
3G licenses and Coalition Support Funds; and 
(iv) a surplus of Rs 125 bi ll ion by the 
provinces. However, the actual outcome was 
substantia ll y d ifferent (Table 6. 1 ). The 
provinces posted a defici t of Rs 39. 1 bill ion;3 

non-tax revenues (specifi cally 3G I icenses and 
CS F) showed s ignificant sho rtfa lls 

F'igun~ 6.1: Budget Deficit 
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T:1hlc 6.1: Dcvi:1tions from 13udj!ct Targets FY12 

bi llion Rupees 

Budget Deficit 

Key r e\•enue ite111s: 

FBR taxes 

PDL 

3G license & CSF 

Key expenditure ire111S: 

Subsidies 

Debi servicing 

l'rovinces deficit 

Remaining budgetary Hems 

Source: tvlin1suy of Finance 

Target 

851.0 

1,95 1 7 

l'.l0.0 

193 7 

166 4 

79 I 0 

-125 0 

Act uni 

1,760.7 

1,881.5 

60.-1 

9.8 

556.2 

889.0 
39. 1 

6.6 

8.5 

>­u. 

Shortfall (-) 
or Excess(+) 

909.7 

-70.2 

-59.6 

- 183 9 

389.N 

98 I 

164 1 

-56.U 

constraining growth in overall revenues lo only 13.9 percent; and expendiwres - includ ing payment of 
Rs 39 1 billion fo r PSEs debt conso lidation - increased by 25.5 percent." Even a~er exc lL1ding one-off 
payments, expenditure growth turns out to be 14.2 percent, which is almost double the target growth . 

A I though fBR tax col lect ion grew by 20.8 percent during FY 12, overall revenues were off target due 
to: (i) less than expected collecti on o f PDL, which was adjusted downward to accommodate the 

1 This deficit in FY 12 incl udes the one-off payment of Rs 39 1 bi llion (1.9 percent of GDP) for PS Es' debt settlement. 
Excluding the one-off. the budget delicit narrows to 6 .6 percent of GDP. 
1 For detai l discussion on public debt. please sec C ha pter 7 on Dome tic i1nd E xte rna l Debt. 
3 In fact. it was clear al the start of the year that provinces \\ ill not ha"c the required stnvlus. and thus the targeted budget 
deficit was increased lo 4.6 percent ol'CiDP. 
•
1 The PSfa debt. taken over by the federal ~ovcrnmi:nt. was the result or fisca l slippages in recent years. wh ich had remained 
unaccounted for. 
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impact ofrising oil prices (urged by the Parliamentary Committees); (ii) non-realizat ion of receipts 
from 3G auctions; and (iii) sudden stop in CSF receipts. Expenditures, on the other hand, continued 
to increase because of debt servicing and the surge in subsidies and transfer payments. Specifically, 
subsidies (including one-off payments) ended up three t imes higher than the target of Rs 166.4 billion. 
Development expend itures, on the other hand, were on target with a sign ificant growth of over 44 
percent, which is good for long-term real growth. 

An unfavorable change infinancinf: mix: Although the country had been facing high budget deficits 
in the past, the key challenge in recent years has been financing the deficit. In the past, cheaper 
external financing had been avai lable, which generally covered more than half the tota l fi nancing 
requirements. However, receipts from this source have been declining for the past several years and 
its share has dropped to only 7.3 percent in FYl 2. The share of non-bank borrowing has also declined 
in FY 12, despite a growth of 12.3 percem compared with 8.3 percent in the previous year. Moreover. 
a significant contribution to non-bank borrowing came from NBFls' investments in T-bills, instead of 
savings mobi lized through National Savings Schemes.5 Thus the domestic banking system has 
become the major source of deficit fi nancing, which is not only costly, but also carries a high 
opportunity cost, in terms of crowding-out the private sector. Within the banking system, financing 
from the central bank increased sharply during the year, which does not bode well for Pakistan 's 
macroeconomic stability. A high budget deficit with such an unfavorable financing mix, is difficult to 
sustain, particularly given the debt burden the country already carries. The significance of this issue 
is amply visible from the debt servicing obligations of the federal government, which have surpassed 
its tax revenues (net of provinces' share) for the first time. 

6.2 Key Fiscal Indicators 
Despite the widen ing overall fiscal deficit in FY 12, both revenues and primG1y deficits narrowed 

Table 6.2: Summa ry of Consolidated Public Finance 

billion Ru ees 

FY08 FY09 FYlO 

Total revenue 1,499 4 1,850.9 2,0782 

Ta.x revenue 1,0507 1204.7 1,472.8 

Non-tax receipts 448 7 646.2 605.3 

Total c.wcnditurc 2,276.6 2,531.3 3,007.2 

Currem 1,857.6 2,04 1.6 2,386.0 

Development and net lending 423.4 455 .7 652.8 

PSEs debt consolidation 

Unidentified -4.4 34.0 -3 1.6 

Overall dclic11 7772 680.4 929.0 

Financing through: 

External resources 151.3 149.7 188.9 

lntemal resources 625.9 530.8 740.2 

Bank 519.9 305.6 30-l.6 

Non-bank 106.0 223.8 435.6 

P 10 i ssucs for PS Es debt 

Pnvat12a1ion proceeds 1.7 1.3 
Percent of GDP 

Overall budget deficit 7.6 53 6.3 

Revenue deficit 35 1.5 2.1 

Primary deficit 2.8 0.3 1.9 

Source: Mmistr)' of Finance 

• Worked out on the basis of information given in Budget in Brief FY 13 (page 46) 

FYI ! 

2,252.9 

1,699.3 

553.5 

3,447.3 

2 ,900.8 

5 14.0 

32.5 

1,194.4 

107 7 

1,086.7 

615.1 

47 1.6 

6.6 

3.6 

2.8 

FY l 2 

Budget Actu:1I 

2,870.0 2,5665 

2, 151 0 2,052.9 

7 19.0 513.6 

3,721.0 4,327.2 

2,976 0 3, 122.5 

745.0 743.9 

39 1.0 

0.0 69.8 

85 1.0 1,760.7 

135.0 128.7 

7 160 1,632.1 

304.0 7 11.7 

413.0 52~.4 

39 1.0 

-1.0 8.5 

2.7 

2.3 

FY IJ 

Budget• 

3,376.0 

2,626.0 

750.0 

4,480.0 

3,430.0 

1050.0 

1,105.0 

135.0 

97 1.0 

484 .0 

487.0 

47 

5 Change in government policy barred institutional investment in National Savings Schemes from April 201 I onwards. 
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slightly during the year (Table 6.2). However, the revenue deficit of2.7 percent of GDP in FY 12 
indicates that the country has to go a long way to achieve the revenue surplus required under the 
FRDL Act of2005.6 Furthermore, a deficit in the revenue balance implies that the government could 
not mobilize enough resources to finance even its current expenditure. In other words, part of 
government bon owing is being used to finance current expenses, which cannot contribute to the 
repayment capacity of the country. 

The primary balance (the gap between revenues and non-interest expenditures) has also been negative 
for the last consecutive eight years.7 It means that the government is not only borrowing for its debt 
servic ing (non-discretionary spending based on past obl igations), but a lso to finance a portion of its 
non-interest expenditures. The persistence of these deficits is gradually pushing the country into debt 
trap.8 

Cognizant of these issues, the government has been striving to reduce its budgetary deficit to 
manageable levels. Specifically, the initial budget target has been set at around 4.0 percent of GDP in 
recent years, reflecting the government intent to pursue fiscal consolidation . However, the actual 
outcome has been substantially different, indicating challenges in tackling structural imbalances. 

6.2.I Revenues 
The revenue receipts (tax and non-tax) for FYI 2 stood at Rs 2,566.6 billion, which were 89.4 percent 
of the target for the year. While chronic issues ( including the undocumented economy, the provinces' 
inabil ity to tax the agriculture and services sectors, and the prevalent culture of tax evasion) played 
their role in this shortfall, the specific factors in FYI 2 were the non-realization of receipts from csr 
and 3G auctions, and bel ow target revenues from the petroleum development levy (PDL). 
Specifically, the revenue collection target from PDL was Rs 120 billion, but only half of this was 
Table 6.3 : Composition of Tax anti Non-Tax Revenue 

billion Ru es 

FYl2 

FYI! QI Q2 Q3 Q4 Overall 

Tax revenue l,699.3 409.0 495.7 467.0 68l.3 2,052.9 

Direct taxes 594 .7 127.6 185.3 156.7 262.3 73 1.9 

Taxes on 1>roperty 3.8 2.7 0.8 2.0 2.3 7.8 

Taxes on goods and services 774.4 204.3 235.0 2 18.4 277.8 935.5 

Taxes on international trade 185.4 42.4 51.8 54. 1 69.9 2 18.2 

Petroleum levy 82.7 15.6 4.7 17.9 22.2 60.4 

Other taxes 58.2 16.2 18.2 17.9 46.7 99.0 

Non-tax revenue 553.5 124.7 106.0 137.2 145.8 513.6 

Interest 11.3 l.4 4.7 I . I 5.3 12.5 

Dividend 50.6 13.0 4.8 15.2 16.6 49.7 

Transfer ofSBP profit 18 1.0 54.0 50.0 50.0 50.0 204.0 

Defense 70.7 1.8 2.8 2.7 2.5 9.8 

Development s urcharge on gas 30.4 5.7 3.2 5.7 8.3 23.0 

Discount retained on crude o il 35.9 4.3 6.9 4.6 4.3 20.0 

Royalties on gas and oil 59. l 15.0 11.4 18.9 17.6 62.8 

Miscellaneous 114.4 29.4 22. l 39. l 4 1.2 13 1.8 

Total revenue 2 252.9 533.6 601 .6 604.2 827.1 2,566.S 

Source: Ministry of Finance 

<· FRDL Acl 2005 states Lhat the government should generate revenue surp lus from 2008 onwards. fY 12 is the 6'h year in a 
row !hat the government has been running the revenue deficit 
7 The pr imary deficit is an indicator of increase in the government's debt burden. 
K It is important to note Lhat the country's abi lity to sustain these fiscal imbalances has deteriorated in fY 12 (for details, 
please sec Chapter 7). 
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collected in FY J 2. The expected reven ues from defense services (including CSF) were Rs 1J8.7 
bil lion, but due to the absence of any infiows from CSF, actual revenues were Rs 9.8 bil lion. 
Similarly, 3G auctions were expected to fetch Rs 75 bill ion in revenue, but auctions did not take 
place. Although SBP ' s profi t was Rs 4 bi ll ion more than target of Rs 200 bill ion, and receipts from oil 
and gas royalties were also higher than the target, these were not enough to compensate for the 
sho1ifall in CSF and 3G auctions (Table 6.3). 

FBR taxes 
FBR tax collections (net) recorded a healthy growth of 20.8 percent during FYJ 2. With th is growth, 
FBR's tax-to-GDP ratio bas increased from 8.6 percent in FY 11 to 9. 1 percent in FY 12.9 However 
this increase was not enough to achieve the annual target. The actual tax collected dur ing the year 
stood at 96.4 percent of the target (Table 6.4). If the Rs 25 bill ion coll ected by the Sindh Revenue 
Board (through sales tax on services) is also added, target achievement is 97 .7 percent, which is still 
lower than the previous year. 

Further details of tax collections reveal that FBR has been tackling the misuse of refunds and rebates 

T able 6.4: FBR Tax Co llection (Net) 

billion Rupees 

Annua l ta rget Net collection % of a nnua l target % c ha nge Yo\' 

FY l l F\'12 FYl 1 F\'12 FYl l FY12 FY I ! FY12 

Direct taxes 626.9 743.6 602.5 731.9 96. 1 98.4 14.0 2 1.5 

Indirect taxes 960.8 1208. 1 955.6 1149.5 99.5 95.2 I 9.4 20 .3 

Sales tax 654.6 836.7 633.4 809.3 96.8 96.7 22.4 27.8 

FED 132.9 165.0 137A 122.0 103.4 73.9 13.3 -11.2 

Customs 173.3 206.4 184.9 218.2 106.7 105.7 14.5 l 8.0 

Total c.ollection 1,587.7 1,951.7 1,558.0 1,881 .5 98.l 96.4 17.3 20.8 

Source: Federal Board of Revenu~ 

during the year. lt not only tr ied to minimize malpractices in sales tax rebates, but a lso facilitated 
genui ne cases by speedy I iquidation of pending refunds. Specifically, it cleared rebate claims of Rs 
9 1.6 bi llion in case of di rect taxes during FY 12, compared with Rs 46.7 billion in FY 11 . ln case of 
sales tax, the volume of rebates decl ined from Rs 50.8 bi llion in FYI I to Rs 45.3 bill ion in FYl 2. As 
a result, the ratio of overall rebates and refunds (on all taxes) to total FB R tax collection slightly 
increased to 7.2 percent by end FYI 2, compared to 6.4 percent in FY 11. 

Direct tax collection 
Direct tax collection improved considerably 
during FY12, with a growth of2 I .5 percent, 
compared with 14.0 percent in the previous 
year. 10 As a result, its contribution to growth 
in total taxes increased from 32.2 percent in 
FY l l to 40.0 percent in FY 12. This is a 
favorable outcome towards developing a 
progressive taxation system. HO\vever, 
Pakistan has to go a long ways as its share of 
direct taxes in total taxes, is lower compared 
with many other countries (Figure 6.2). 

F igure 6.2: Comparative Tax Structu re 

• Total taxes f GDP lllDirect taxes I GDP 
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World Emerging Asia 

Source: Government Finance Statistics, IMF 

9 Overa ll tax-to-GDP ratio is 9.9 percent. which includes all federa l and provincial taxes. 
10 This was impressive given that inflation was lower in FY 12 compared to FY 11. 
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Break-up of direct ta-..:es reveals that more than 
80 percent come from voluntary payments and 
withho lding tax. with the latter being 

Fig ure 6.3: Mo nth-wise Direct Tax Ta rge1s a nd Actual Collection 

l!JActual collcc1ion • Target 

mechan ical. 11 However. efforts of FB R 
officials is visible through 'co llection on 
demand' which jumped from Rs 72.2 bill ion in 
FY 11 to Rs 130 bill ion in FY 12. 

The seasonal pattern of direct ta>.. collection in 
FY 12 shows shortfal ls at quarter ends: 
however, FBR attempted to make up for this in 
subsequent months (Figure 6.3). As a resul t, it 
was ab le to achieve 98.4 percent of the targcl 
by the end of the year, which was higher than 
the previous year. 
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In Pakistan, income and corporate taxes arc the only form or direct taxes; other forms like social 
contributions and wealth tax arc non-existent. In order to upgrade the tax structure in Pakistan, there 
is a need to expand the base of direct taxes and improve the tax co llection machinery to reduce 
leakages. In our view, the major reasons for low tax compliance are proced ural d ifficu lt ies. tax 
exemptions and the incentives of tax offic ials. Currently. only I percent of Pakistan's population pays 
income tax, compared to 3 percent in India and 40 percent in the US. 12 

Indirect tax collectio11 
The collection of indirect taxes continued to follow its growth momentum, and registered a Yo Y 
increase of'.10.3 percent in FY 12; however, it did not meet the target (Table 6.4). The major shortfa ll 
was in lcdcral excise duties. which was largely due to the removal of special excise duties on 
manufactured and imported goods, and the withdrawal or federal excise dut ies on some consumer 
durables. Moreover, about 50 percent of the collection under this head , comes from cigarettes, 
beverages and petroleum products; the procluc1ion of all these items decl ined during FY 12. 

Unlike federal excise duties. sa.les tax collection showed significant growth o l' 27.8 percent in FY 12, 
compared with 22.4 percent in FY 11 . This was despite a I 00 bps reduction in the sales tax rate, and 
the transition of the sales tax collection on services from the federal to provincial governments. 

A commodity-wise break-up of sales tax collection suggests that the major contribution to its growth 
came from domestic sales ta:-- on cement, sugar, natural gas, and ferti lizers. While domestic sales tax 
collection grew by 15.3 percent, sales tax on imports increased by 39.4 percent, primarily due to the 
removal of exemptions and higher imports or POL products, edible oil , automobile and machinery. 
Another factor that contributed to the high growth in sales tax was the increased vigilance by FBR 
over rebates and refunds. Having said th is. the bulk of sales tax comes from specific items. which 
means there is s ignifica n1 potent ial from documentation and computerization of businesses. 

Custom duties also grew strongly and contributed Rs 2 18.2 billion, which was 5.7 percent higher than 
target. Al though custom duties have given way lo sales ta.x as a major contributor to the national 

11 There are three major components or d irect laxes in Pakistan: (i) 'oluntary payme nts. which im:luck lax pa} men ls with 
returns und advam:es: (ii)" ithholding lax. which is amount or tax dcducled at source when payments an.: made in case or 
sa lar~. contracls. cash wi1lu.lrawal from hanks . inlcn:sl and di,,idcnd payments. telephone hills, etc.: and (iii) cnllc..:tion on 
demand. which ~hows Lhe amount of tax recovered by tax orlici;ils thr\Jugh audits or tax pa~crs. 
12 !:lee for c.xa mplc W\\\\ . ir5.11ov/ pub/irs -soi/ t linfallbutincmnc.pdffor numbcr of tax re1ums liled in llS and Business 
Standard. Jun t 9 . 201 1 issue al hllp:/tlmsi ncss-swndard.com/indin/ for a number o r tndian tax payc~. 
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exchequer (Figure 6.4), it is still an important 
policy instrument, both as a source of revenue 
and as regulator of international trade. 

6.2.2 Expenditures 
Total expenditures (including one-off 
payments for PS Es debt settlement) w itnessed 
25 .5 percent growth during FY 12. However, if 
we exclude one-off payments, the total 
expenditures increased by 14.2 percent, mainly 
due to sharp rise in debt servicing and pub I ic 
sector development spending. It was the first 
time in last five years that actual development 
spending exceeded the target in FY 12. 13 

Particularly, the provinces prioritized 

Figure 6.4: Changing Position of Sales Tax and Customs 
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development projects and their development outlays grew by 52.9 percent during the year (Table 6.5). 

CutTent expenditures, on the other hand, showed a subdued growth of 7.6 percent in FY 12, compared 
with 2 1.6 percent in FY 11 . However, within current expenditure, domestic debt servicing and 
Table 6.5: Break-up of Expenditur e 

billion Ru ees 

FYll FY12 % Change over 

Tota l expenditure 

Current ex penditure 

General public service 

Interest payments' 

Domestic debt 

Foreign debt 

Pens ion 

Grants 

Others 

Defence 

Others 

Provincial 

Development and net lending 

PSDP 

3,447.3 

2900.8 

1434.0 

698. I 

629.7 

68.4 

106.6 

232. 1 

397. I 

450.6 

203.5 

812.7 

546.2 

46 1.5 

Actual 

3,936.2 

3 122.5 

1472.4 

889.0 

821. 1 

67.9 

140.4 

224.3 

218.6 

507.2 

175.2 

967.8 

813.7 

664.8 

Federal 2 15.6 289.3 

Budget 

3,721 

2976.0 

136 I.I 

791.0 

714.7 

76.3 

96. I 

295.0 

179.0 

495.2 

159.7 

960.0 

745.1 

640.0 

300.0 

FYll FYl2 Budget 

14.2 5.8 

7.G 4.9 

2.7 8.2 

27 4 12.4 

30.4 14.9 

-0.7 - 11.0 

31.7 46. l 

-3.4 -24 .0 

-44.9 22.2 

12.5 24 

-13.9 9.7 

19. l 0.8 

49.0 9.2 

44.0 3.9 

34.2 -3.6 

Provincial 245 .6 375.4 340.0 52.9 10 4 

Others2 85.0 148.9 I 05. 1 75.3 41.7 
1 These numbers do not match with the amount of interest payments reported in Table 7.1 as: (i) MoF takes actual interest paid on T-bills 
during the year, while SBP calculates imen:st payment on accrual basis, and (ii) variation in interest payments on foreign debt is attribmed 
to differences m MoF and SBP d~finitions of external debt (see Box 7.1 for derails). 
1 Includes other development expenditures, net lending, and unidentified expenditure; and excludes one-off payment for debt 
consolidation. 
Source: Ministry of Finance 

pensions increased s ignificantly - by more than 30 percent in the year. While the increase in debt 
servicing is the result of excessive bon-owing from banks, pension increases o f J 5 to 20 percent, was 
announced in the FYl 2 budget to give rel ief to retired civil and military employees. 14 

1J The government often cuts development expenditure in order lo consolidate its overall fiscal balance. 
I J Of the total pension bill, more than 75 percent goes to retired servants ofanned forces. 
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Total interest payments (domestic plus foreign), having a share of28.5 percent in current expenditure, 
increased by 27.4 percent in rY 12, compared to 8.7 percent in the previot1s year. The rise in interest 
payment was enti rely driven by a surge in inte rest paid on the country's domestic debt - interest 
payments on foreign debt, remained at the same level as in FY 11 . On the other hand, defence 
expenditure - another major head of current expenditure with a share of 16.2 percent - increased by 
12.5 percent duri ng the year, which is lower than 20.2 percent in FY 11. 

As discussed earlier, subsidies have become the second largest item in current expenditures after debt 
servicing; the total volume of subsidies in FY 12 actually surpassed the defence budget. During FY 12, 
total subsidies were Rs 556.2 bil lion, of which 83.2 percent went to power sector and the rest to 
fertilizer and agriculture commodities. 

6.3 Provincial Fisca l Opera tions 
Fiscal operations in Pakistan are traditionally dominated by the federal government. Efforts have 
been made through the 7'11 NFC Award and the I 81

h Amendment, to enhance the role of provincial 
governments. As shown in Figure 6.5, although FY 12 was the first full year following the 
completion of the fiscal devolution process, the share of provinces in revenues and expenditures has 
not changed much, compared to the period when the federal government dominated Pakistan's fiscal 
operations. 

Figure 6.5: Relative Fiscal Position of Federal and Provincial Governments 
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Although provincia l expendi tures have been growing at a CAGR of2 I .O percent during the last four 
years, thei r tax effort has not been in line with the understanding reached during the NFC Award. 
Despite transfen-ing the functions of 17 ministries to provinces, federal expenditure did not fa ll as: (a) 
most of the employees of the devolved ministries preferred to stay on the federal payroll rather than 
opting for the provinces; (b) some new ministries were created in the federa l government; and (c) 
some divisions were upgraded to ministries. Additionally, the federal government agreed to finance 
the vertical programs over the NFC period. 15 

As a result, the federal government continued to face pressure on its fiscal ba lance. The provinces, on 
the other hand, were unable to support the federal government as had been envisaged in the fiscal 
devolution process. More specifically, the provinces' share in total expendi ture increased from 31. 1 

15 Vertical progrnms include projects related to health and population welfare in the provinces. whereby service delivery is 
the rcsponsibilil)' of the respective province. but finances arc provided by the federal government. 
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percent in FY 11 to 34.9 percent in FY 12, whereas their share in revenue generation remained almost 
the same at 6 percent of the total (federal plus provincial) revenues. 

Unlike the previous year, when the combined fiscal balance (of all provinces) was in surplus, the 
provinces showed a deficit in FY 12. While the surplus of Rs J 34.5 billion in FY 11 was due to 
upward revision in the share of provincial governments lo 56 percent in div isible pool (a welcome 
consequence of7111 NFC Award), the de fi cit in FY 12 was driven by sharp ri se in provincial 
expenditures. However, putting as ide what has happened in the last two years, both the 7 '11 NFC 
A ward and I 8111 Amendments are considered right steps towards greater accountabi lity and efficient 
decision making in the provision of local services and financing thereof. There is a large theoretical 
literature, and some empirical evidence, which suggests that decentral ization increases economic 
grO\vth. 16 However, risks associated with decentralized fiscal operations like coordination failure and 
non-compliance of international agreements - already identified in SB P Annual Report for 20 I 0 - 11 -
still remain. 

Of the four provinces, Punjab has a share of 44.5 percent. both in tota l provincial revenues and in total 
provincial expend itures. It is fol lowed by Sindh, with a 28 .8 percent share in tota l provincial revenues 
and a 30.4 percent share in tota l expenditures. These two provinces drive the whole outcome of 
provincial fiscal operations. This is >vhy, despite a budget surplus of Rs 19. l bill ion in Balochistan. 
the overall provincial balance was in deficit due to Sindh and Punjab (Table 6.6). 

/\!though both Sindh and Punjab displayed efforts to increase revenue, they could not control 
expenditu res. Sindh had to face extra outlays to rehabi li tate tlood affectees in a large part of the 
province, while Punjab spent on infrastructure. heal th, education and food subsidies. 

Khyber Pakhtunkhwa (KPK) witnessed a budget deticit of Rs 3 .7 bi llon during FY 12, despite being 
the largest recipient of federal loans and grants (Rs 34.5 billion). The province's own resources (other 
than grants and transfers from the div is ible pool) shrank (-69.7 percent), while its expenditure growth 
was 30.2 percent during the year. The performance of Ba lochistan, d id not differ from KPK in 
revenue mobil ization; however. its expenditures were well contained. While all other provinces spenr 
on development programs. Balochistan could not keep pace, and therefore witnessed a budget surplus 
of Rs 19. l bi ll ion. 

•<· Some debate on fiscal decentralization can be seen in (i) Darb). J .. I\. Muscatelli. and Ci. Ro) (2003) Fiscal 
Decentralization in Europe: A Review of Recent Experiem;e. European Research in Reg ional Science. l3. 1-32: and (ii) 
Thiessen V. (200 I) Fiscal lJeccmralization and Economic Gro\\1h in I ligh-im:ome OECD Countries: Working Paper I. 
European net\\ork of Economic Policy Research institute. 

70 



Fiscal Polit)' 

Table 6.6: Summ!l ry of Provincial f.isc:1I Operation 

billion Ru cs 

Punj ab Sind h Kl'K Balochistan All 

2011- 12 

Total revenue 593.9 383.8 222.1 134.2 1334.0 

Share in federal revenue 5 183 285 2 178.9 107 .4 1089.9 

Provincial tuxes 42. 1 60.4 3.7 1.0 107.2 

Provincial nontax 25 8 12.2 5.0 5.0 48.0 

f ederal loans/grants 7.6 26.0 34 5 20.8 88 9 

Total expenditure 602.9 4 12.3 225.8 ll S. I 1356. 1 

Current expenditure 445 .1 298.1 151.2 86.3 980 6 

0.:velopmcnt expenditure 157.8 114 .2 74.6 28.8 375 4 

O\'erall balance -9.0 -28.5 -3.7 19. 1 -22. 1 

Total fi11ancmg of deficit • ·3.1 56./ -6.0 -7.8 39./ 

20/0-11 

Total llcvcnue 531.0 330.7 223.8 125.9 1211.3 

Share m ti:deral revenue 460 8 279 9 157.9 100.7 999 3 

l'ro' mdal tax~-s 32.6 27) 3.5 1.0 64 .6 

Pro' incial nonwx 24 0 11 5 25. 1 17 62.3 

l'cdaal loans/grams 13.6 11 9 37.2 22.5 85. 1 

Total expenditure 4112.9 310.2 173.4 110.3 1076.8 

Cum:m expenditure 375.) 248.0 12 1 7 85.9 831.2 

Development expenditure 107.4 62 2 51.7 24.3 245.6 

Overall balance 48. 1 20.5 50.3 15.6 134.S 

'/'o1al[!.1'<111ci11z. o[de.!J.cir • -66./ ./(J..I -35.0 -12.4 -133.9 

Source: Ministry of f'inance 
•The numbers of total financing arc different than overall balance due 10 stausucal discrepancies. 
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7 Domestic and External Debt 

7.1 Overview 1 

The improvement in the government's debt 
burden last year proved short lived: public 
debt-to-GDP has increased to 62.6 percent in 
FY 12, after falling in FY l 1 .2 With an increase 
of Rs 1.9 trillion during the year, Pakistan's 
total publi c debt now stands at Rs 12.9 tri llion 
(Figure 7. 1).3 This sharp rise was due to a 
large fiscal deficit (including one-off payment 
for the settlement of PSE debt); and exchange 
losses stemming from the depreciation of the 
Pak Rupee. 

Most of the increase in public debt was 
contributed by domestic debt:4 its share has 
increased from 54.7 percent in FYI I , to 59.1 

Figure 7.1: Deficits and Public Debt Stock 
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percent in FYI 2 (Table 7.1). On the other hand, the stock of public external debt has declined by 
US$ 2 billion due to repayments to the IMF and currency revaluation impact. However, in Rupee 
terms, this stock has increased due to the depreciation of Pak Rupee against US Dollar in FY 12.5 

Since the persistently large fiscal deficits in 
the past few years have been fi nanced 
primarily by cost lier domestic sources, this 
has raised concerns regard ing debt 
sustainabil ity. In th is context, two points are 
worth noting: first ly, within domestic sources, 
a heavy reliance on expensive short-term debt 
has increased the debt servicing burden of the 
country, and has also intensified ro ll-over and 

T~ble 7.1: Public Debt Vulnerability I ndicators 

ercent 

Public debt/GDP 

Publ ic debt/revenues 
Domestic debt/total 
public debt 
Floaring debt/domestic 
debt 

FY08 

60.7 

414.6 

52.7 

50.0 

6 Source: State Bank of Pakistan interest rate risks; and secondly, Pakistan has 

FY09 FYlO 

61.6 62.4 

423.3 444. 1 

49.3 50.4 

49.3 51.5 

FYll 

60.9 

486.2 

54.7 

53.8 

"' u 
0 
c. 
::l 
~ 
c:: 

-~ 

E 

FY12 

62.6 

503.6 

59. 1 

54.2 

been running a revenue deficit for the past six years, implying that a large part of public borrowings 
(that financed its current expenditures) did not add to the repayment capacity of the economy (Figure 
7.2).7 These debt dynamics indicate that Pakistan could move into a debt trap.8 

1 This ana lysis is based on the SB P' s definition of public debt, which is different from Ministry of Finance coverage of 
public debt. For details, sec Box 7.1 . 
2 In FYI l , public debt-to-GDP had declined to 60.9 percent from 62.4 percent a year ago (see Table 7.2). 
3 According to Ministry of Finance, public debt has reached Rs 12.7 trillion by end June 2012. 
4 Around 84 percent of the entire increase in the public debt stock during FY 12 was contributed by domestic debt. whereas 
the residual increase was caused by increase in Rupee value of external debt on account of depreciation of Pak Rupee. 
5 Countries normally contract debt in various cu1Tencics. which is converted into US Dollar at a particular point in time, for 
reporting purposes . The exchange rate movements or US Dollar against these currencies cause significa·nt changes in the 
external debt stock o f these countries, which is referred as currency revaluation impact. 
1
' Debt servicing payments have surpassed government's tax revenue receipts (after adjusting for provincial share) s ince last 
year. 
7 Revenue balance is the gap between total revenue and current expenditures of the government. In FY 12, the revenue 
deficit stood at 62.5 percent of Lhe country's interest payments. 
K Debt trap refers lo a situation, when a country incurs a large amount of debt in comparison to its income. As a result, high 
interest payments prevent repayment of the principal. According to ADB (2002), the class ic symptoms of debt trap include: 
fall ing investment rates, declining development and social spending by the government~ and progressively lower rates of 
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Table 7.2: Profile of Pakistan's Debt :rnd Liabilities 

FYIO li'\'11 FY12 FY IO FYI! 

billion Ru~es percent or GDP 

Tota l debt & liabilities 10,702.2 12,530 0 14,587 0 72.3 69.5 

Public debt' 9.229.1 10,990.7 12,924.3 62.4 60.9 

Total debt 10,069.9 I 1,908.4 13,921 6 68.0 66.0 

Govt. domestic debr 4,650.8 6.012.2 7,638.3 31.4 33.3 

PSEs domestic debt 375.0 411 .5 281.1 2.5 2.3 

External debt 5,040.8 5,484.7 6.002.3 34.1 30.4 

Govt. external debt 3,667. 1 3,987.7 4,364.5 24.8 22.I 

!MF loans 690.3 768 .7 694.3 4.7 4.3 

PSEs external debt 131.2 I 16.6 144.2 0.9 0.6 

Private sector external debt 386.2 470.4 600.6 2.6 2.6 

lntercompany debt 166.1 141.2 198.7 1.1 0.8 

Total liabilities 635 .5 621.6 665.4 4.3 3.4 

Domestic liabilit ies 414.6 399.5 438 I 2.8 2.2 

External liabilities 220.9 222. 1 227.3 I .5 1.2 

Total debt servicing 978.4 1,0 17.4 1,260.2 6.6 5.6 

Interes! paymen! 71 5.0 807.1 966.3 4.8 4.5 

Domestic debt 577.7 6503 811.2 3.9 3.6 

External debr' 82.9 90.6 89.8 0.6 0.5 

Domestic liabilit ies 52.1 65.0 64.2 0.4 0.4 

External liabili ties 2.3 1.3 I. I 0.0 0.0 

Repai'ment of ErincieaI (foreisnl 263.4 210.3 294.0 1.8 1.2 
1 Public debt include govt. domestic debt, govt. external debt, IMF loans & external liabilities 

' Domestic debt a lso includes Rupee value of FEBCs, FC£3Cs, DBCs and Special US Dollar Bonds held by the residents 

' Principal repayment of scheduled bank is excluded from the analysis. 

Source: State Bank of Pakistan 

Figure 7.2: Public Debt Vulnerabilitylndicators 

- Revenue deficit 
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In this context, it is not Sllrprising to see the 
current level of Pakistan 's debt stock above 
domestic and international standards. 
Specifically, public debt in Pakistan is subject 
to limits prescribed in the FRDL Act (2005), 
which places a ceiling on the public debt-to­
GDP ratio of60 percent by end FYl3, which 

--Debt servicing ff ax revenue after provincial share (rhs) 

is to be achieved by running a positive revenue 
balance after 2008.9 A public debt-to-GDP 
ratio of 62 .6 percent in FY 12, along with 
persistent revenue deficits, reflects the need 
for a significant fiscal adjustment in FYI 3.to 
Similarly, this ratio is also higher than the 
threshold level identified by the IMF. 11 In 
addition, an international comparison shows 
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GDP grmvth. These factors further weaken macroeconomic pcrfonnance of the country. making the servic ing o f debt even 
more difficult. 
~ The Act also envisages an annual 2.5 percentage point reduction in Ihis ralio aflcr achieving the 60 percent benchmark by 
end FYI3. 
w Although the condition for 60 percent of debt-to-GDP ratio was rnet ahelld o f schedule in FY06. this achievement could 
not be sustained. 
11 IMF (20 11 ), "Modernizing the Framework fo r Fiscal Policy and Public Debt Sustainability Analysis,., Fi scal t\ffairs 
Department and the Strategy Policy and Review Department. Accordi ng lo IMF. at a public debt level of 60 percent of 
GDP. detailed analysis of risks Lo sustainability arising from high debt levels should be conducted. 
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that Pakistan's g ross debt is higher than the 
average for both emerg ing, as well as low­
income economies (Table 7.3). However, 
Pakistan fares better than many European 
countries . In our view, the on-going Euro 
crisis is li kely to persist as most European 
countries are still struggling to contain their 
massive debt-to-GDP rat ios (Table 7.4). 

Stepping back, Pakistan 's external 
vulnerability has also increased duri ng rv 12; 
as in the absence of su fficicnt external 
in nows, the repayment burden of external 
debt (along with the financing of current 
account deficit) fe ll on the country's FX 
rescrves. 12 T his resulted in downgrad ing of 
Pakistan's sovereign credit rat ing to its lowest 
level, Caal , by Moody's in July 201 2. 13 

These challenges to the macroeconomic 
stability of the cou ntry, emphasize the need 
for fi scal consolidat ion. It is important to 
realize that a country cannot continue 
increasing its debt stock wi thout a 
commensurate increase in its repayment 
capacity. Global experience shows that 
fai ling to adhere to th is simple principle, has 
led to several episodes of defaults, on both 
external and domestic debts (Box 7.3). 1

·
1 

Box 7. 1: Public Debt - Differences in SBP & :\loF 
Defin ition 
According, to SBP data, publ ic debt reached Rs 12.9 
tri llion by end June 2012. while the Ministry o f r:inam:e 
has reported public debt al Rs 12.7 trillion for lhe same 
period (Table 7.1.1 & 7. 1.2) . Th is disparity in debt 
numbers is due to differences in coverage of public clcbr 
reported by lhe two organizations. 

The Sl3P follows IMF guidelines for compiling public 
debt. which state, .. public sector includes the general 
government, monetary authorities. and those entities in 
the banking and other sectors that arc public 
corporations.··15 

Thus. public debt reported by SBP. is composed of' four 
broad categ,orics: (i) government domestic debt: (ii) 
government exte rnal d<!bt: (iii) IMF loans: and (iv) 
external liabil ities. I t may be noted. however. thnt due to 
the unavai lability of detailed in format ion. SBP public 
debt numbers do not include PSE's debt. 

Domestic and l:.\ternal Debt 

Table 7.3: International Comparison - Gr oss Debt/GDP 

ercem 

2008 2009 2010 2011 2012 

Low income countries 39. 1 41.3 38.6 38.2 39.5 

Advanced economies 81.5 93.0 99.3 103.5 106.5 

Emerging 0conomics 34.7 36.7 4 1.0 37.6 35.7 

China 17.0 17.7 33.5 25.8 22.0 

India 74.7 75.0 69.4 68. I 67.6 

Pakistan• 60.7 61.6 62.4 60.9 62.6 
*Data for Pakistan pertains to fiscal year. 
Source: Fiscal Monitor. Balancing Fiscal Policy Risks. April 2012. 
IMF & State Bank ofl'akistan 

Table 7A: Go\'crnmcnt Debt-to-GDP Ratio in European Countries 

crccnt 

2011 2012 

United Kingdom 82.5 88.4 

Austria 72.2 73.9 

Belgium 98.5 99.1 

France 86.1 88.2 

G~rmany 8 1.2 82.2 

Greece 165.4 162.6 

Ireland 108.2 117.6 

Italy 120. 1 125.8 

Netherlands 66.2 70. 1 
Portugal 107.8 114.4 

Sea in 68.5 90.3 
Source: IMF and !3100111bcrg 

Table 7. L I : Pu blic Dl•ht -Minis11·y of Finance 

bill ion Rueees 

FY09 F\'10 FYI ! F\'1 2 

Puhlir deht (1+1 1) 7,595 8,938 10,709 12,66 1 

I. External debt 3 .736 ~ .284 4.694 5,023 
11. Government domestic 
dcbr 3859 4,654 6.015 7.638 

Public debt/GDP S9.7 60.4 59.4 61.3 

Source: Pakistan Econom ic Survey 201 1- 12 and Minisuy or Finance 

T:iblc 7.1.2: Public Debt - SBP 

billion Rupees 

I. Government external debt 
(i+ii-tiii) 

i. Medium & l ong-t~nn 

ii. Military 

iii. Short-term debt 

I!. From lMF 

II I. E,'\tcrnal liabili ties 

IV. Government domestic debt 

Public debt (l+ll+ lll+ IV) 

Public debt/GDP 

So u rec: Slate !3ank of Pak is tan 

FY09 

3,452.0 

3,382.7 

16.2 

53.1 

-H 9.0 

103.7 

3,860.7 

7,835.3 

61.6 

FYJO FY t I FY12 

3,667.1 3,987.7 4 ,364.5 

3 ,580.1 3,921.0 4,318.7 

14.3 t 1.6 9 .7 

72 7 55.0 36.1 

690.3 768.7 69-1.3 

220.9 222. 1 227.3 

4,650.8 6,0 12.2 7 .638.3 

9,229.1 L0,990.7 12,924.3 

62.4 60.'J 62.6 

12 Count1')'s FX reserves fe ll fi·om the levd of 27.8 weeks or imporls in FY 11 . to 19 .9 m:cks of import.> in FY 12. 
13 This is the lo\\'est rating as~i~nccl Lo Pakistan si nce 1999. by Moody· s . 
14 (IMF 2008). ··staff Guidance Not<! on Debt Sustainability /\nal ysis for iVlarkct /\ ccess Countries··. Prepared by the l'o lic~ 
Developmcnl and Rcvic" Dcpartmcnl · 
i; Source: IMF (2003). --Exlcrnal Debt Statistics. Guide for Compi lers and \ lsers." 
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While both MoF and SBP follow the same definition of government domestic debt. the coverage of government external 
debt compiled by MoF di ffers from that of SBP. Specifical ly, MoF does not include short-term debt, mil itary debt and 
external liabilities in its compilation of the government external debt. As a result, overall public debt numbers from these 
tvm organizations do not match. 

7.2 Domestic Debt 
As discussed earlier, a large fiscal deficit has 
resulted in Rs 1.6 trillion increase in the 
country's domestic debt during FY 12 (Table 
7.5). More than half of this increase came 
from short-term debt, as the government 
borrowed heavily from the domestic banking 
system (Table 7.6). 

Table 7.5: Pos ition of Domestic Debt 

billion Ru ees 

Debt Instrument FYI! 

A . Pennanenr debl 1, 122.4 

Of which 

GOP ijara sukuk 3yrs 224.6 

Pakistan investment bonds (PIB>) 6 16.4 

Prize bonds 277.1 

B. Floating debt 3,232.6 

Market treasury bills 1,814.8 

Market related treasury bills (MRTBs) 1,417.8 

C. Unfunded debt 1,655.8 

Of which 

Defense saving certificates 234.5 

Special savings certi ficates (reg:stered) 394.6 

Regular income certificates 182.6 

Behbood savings cert ificates 428.5 

Pensioners' benefit account 146.0 

D. Foreign currency instrumenL~ + 1.4 

Total domestic debt (A+B+C+D) 6,012.2 

T able 7.6: Governmenl Primary Auction Details for FY12 

bi.Ilion Rupees 

Target Offered 

T-bills 3,345.0 4,773.6 

PIBs 185.0 325.0 

Tjara 150.0 248.3 

Total 3,680.0 5,346.9 

Source: State Bank of Pakistan 

Outstanding Stock £nte rest Payments 

FY12 Change FYI! l'Y12 

1,695.9 573.5 91.8 136.0 

383.5 158.9 11.2 26.9 

974.7 358.3 57.3 8l.7 

333.4 56.3 22.8 27.3 

4,142.9 910.3 361.4 377.1 

2,383.2 568.4 191.9 202.8 

1,759.7 341.9 169.5 174.4 

1,798 .0 142.2 197.0 298.0 

241.8 7.3 55.9 70.8 

341.8 -528 24.3 86.7 

226.6 44.0 19.3 25.5 

480.8 52.3 6 1.0 69.8 

162.3 16.4 2 1.4 23.9 

1.4 0.0 0. 1 0.0 

7,638.3 1,626.1 650.3 8 11.2 
• It includes FEBCs, FCBCs, DBCs and Special US Dollar Bonds held by the residents. 
Source: State Bank of Pakistan 

7.2.l Floating Debt 

Accepted 

2,854.6 

221.0 

186.8 

3,262.4 

C hange 

44.2 

15.6 

24.5 

4.5 

15.7 

10.8 

4.9 

101.0 

14.9 

62.4 

6.2 

8.8 

2.6 

-0. 1 

160.9 

The share of floating debt in domestic debt has reached to 54.2 percent by end FYl 2; the increase of 
Rs 910 .3 billion includes Rs 195 billion for the settlement of circular debt discussed earlier. 16 

Bank investment in T-bills saw two di stinct patterns during FY I 2. ln the first half of the year, 
following a cut in the policy rate, banks shifted their investment towards I 2-month T-bills, to lock-in 
longer-tenn assets in anticipation of a fu1t her decline in interest rates. However, in the second half of 
the year, concerns over a weak external position and persistence in inflation, raised expectations of 
status quo in the policy rate, which prompted banks to shift towards 3-month T-bills (Figure 7.3) 17

• 

i r, Of the total settlement of Rs 391 bill ion, Rs l 95 billion were raised by issuing 12-month T-bills. 
17 By end-June 20 12, the share of 3-rnonth securities in the outstanding T-bills stock slood at 25 percent, compared lo a mere 
8.4 percent in the same period last year. 
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As shown in Table 7.5, even though banks 
offered above-target amounts in the T-bill 
auctions, the government did not adhere to 
these targets, and borrowed much less. Thi s 
was due to higher rates demanded by the 
banks, which the government was not 
comfortable wi th. As a result, the 
government ' s re liance on borrowing from the 
central bank increased during FY 12: after 
retiring Rs I 03 billion to SBP during QI -
FY I 2, the government breached its 
commitment of zero quarterly borrowing from 
SBP in the fourth quarter after the amendment 
in the SBP Act. 

7.2.2 Permanent Debt 

Domestic and External Debt 

Figure 7.3: Reali:ted Amount in T-bill Auctions 
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Source: State Bank of Pakistan 

Pe1manent debt increased by Rs 573.5 billion during FY 12 that includes Rs 195 bi llion worth of 5-
year PIBs for the settlement of circular debt (Table 7.4). Furthermore, the stock of prize bonds also 
increased by Rs 56.3 billion due to strong public interest in the newly introduced Rs 25,000 
denominated bond during the year. While some of th is increase could be attributed to substitution 
from other securities, we believe that fresh mobilization has taken place as this denomination appears 
to meet investors' needs. 

7.2.3 Unfunded debt 
Pakistan's unfunded debt increased by Rs 
142.2 billion during FY 12, which was smaller 
than FY I I , despite higher gross NSS inflows 
during FY 12. This was primari ly due to higher 
encashments by institutional investors, who 
were barred fro m participating in these 
schemes from April 20 11 (Figure 7.4). 

Gross receipts in NSS were higher despite two 
downward revisions in the rates in October 
201 1 and January 201 2. This probably reflects 
the fact that even lower rates were 
attractive to investors compared with 
alternative bank deposits (Table 7.7).' 8 

Furthermore, to boost private savings in the 
country and reduce government dependence 
on the bank borrowing, the Central 
Directorate of National Savings (CONS) has 
launched certificates of shorter maturities, i.e., 
3-month, 6-month and 12-month, from I '1 

July, 20 I 2. Whi le this initiative will help in 
mobilizing funds, it carries the risk of 
reducing the average maturity of borrowing 
through NSS. 

Figure 7.4: NSS Flows 

• FYI t • FY12 
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Table 7.7: Rates of Return on Major NSS Instruments 

crccnt 

l~ICs PBAs BS Cs 

Jul-11 13.44 15.36 15.36 

Oct-I I 12.60 14.40 14.40 

Jan-12 11.76 13.86 13.86 

Apr-12 12. 12 14.28 14.28 

Jul- 12 12.36 14.64 14.64 

Source: Central Directorate of National Savings 

ix The rates on NSS were, however, revised upward during April 201 2 and July 20 12. 
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7.3 Interest Payments on Domestic Debt 
Interest payments on domestic debt rose by 
24 .7 percent during FYJ2. However, nearly 
one-third of the total increase (Rs 81 1.2 
bill ion) was due to encashmcnt by 
institutional investors from NSS, specifical ly 
SSCs (Table 7.5). Previously, institutional 
investors were reinvesting interest payments 
on these ce1i itlcates, but due to the ban on 
their patiic ipation, large withdrawals were 
seen during the year. Fu1ihermore, 
concentrated payments on P!Bs due in Q4-
FY I 2, increased interest payments on 
permanent debt in FY J 2. 

7.4 External Debt & Liabilities 
T he stock of external debt & liabi lities (EDL) 
fell by US$ 569 mill ion to reach US$ 65.8 
billion by end-June 20 12 (Table 7.8). 19 

Currency revaluation, and a sizeable increase 
in debt repayment, explains this fall. 20 

7.4.1 S ustainability of External Debt & 
Liabilities 
T he evaluat ion of a country's external debt 
sustainabi I ity includes an assessment of its 
debt carrying capaci ty as ind icated by 
solvency indicators, as well as the ability to 
meet immediate external liabili ties (as 
measured by liquidity indicators). On a 
positive note, following the decline in E DL 
stock, Pakistan 's external debt burden fe ll 
from 31.5 percent of GDP in FYI l , to 28.5 

T able 7.8: Pakistan's External Dehl and Liabilities 

billion US$ 

l'uhlic deht(1 +2+3) 

1. Government debt 

i) Long tcnn(> I year) 

ofwl11ch 

Paris club 

Multilateral 

Bilateral 

Euro/Sukuk global bonds 

ii) Short term (<I year) 

2. from IMF 

i) federal government 

ii) Ccmrnl bank 

3. Foreign exchange liabilities 

4. Public sector enterprises (PS Es) 

i) Guaranteed debt 

ii) Non guaranteed debt 

5.0anks 

i) Borrowing 

ii) Nonresident deposits (LCY & FCY) 

6. Private sector 

i) Non guaranteed debt 

Loans 

Non-guaranteed bonds 

Trade credits 

Other debt liabilities 

7. Debt 1Iahiliti1.--s to direct investors 

FYl l 

57.9 

46.4 

45.7 

15.5 

25 .8 

1.9 

1.6 

0 .6 

8.9 

2.0 

6 .9 

2.6 

l.4 

0.1 

1.3 

1.1 

0.4 

0.7 

4.4 

4.4 

2.4 

0.1 

1.6 

03 

1.6 

FY12 

55.9 

461 

45.7 

15.0 

25.4 

2.5 

1.6 

0.4 

7-3 

1.9 

5.4 

2.4 

1.5 

0.2 

1.3 

1.8 

0.9 

1.0 

4.5 

4.5 

2.2 

0.1 

1-6 

0.3 

2.1 

Abs n 

-2.0 

-03 

0.0 

-0.4 

-0.4 

05 

00 

-0. 3 

-1.6 

-0. 1 

-1.5 

-0.2 

0.2 

0.1 

0.0 

0.7 

0.5 

0.3 

01 

0-1 

-0. 1 

00 

00 

00 

0.5 

T otal external debt (1+2+3+ 4+5+6+7) 66.4 65.8 (0.6) 
Source: For serial no. I & 2, with the exception of 2.i & 4.i Economic 
Affairs Division, rest from State Bank of Pakistan. 

percent in FY l 2 (Table 7.9 ). However, th is improvement was not reflected in a reduction in debt 
ser vicing burden, since debt servicing ratios to foreign exchange earnings (FEE) and export earnings 
(XE) deteriorated this year. Wh ile the debt repayment to IMF led to a 2 1.2 percent increase in debt 
serv icing, FEE grew by only 0.6 pen:cnt during the year (largely on account of declining export 
earnings). 

Fu1ihermore, the country's foreign exchange reserves also came under pressure in FY 12, as reserve 
adequacy in relation to the short-term debt and current account deficit - as shown by the rati o 
(STD+CAI3)/RES - deteriorated (Table 7.9) .~ 1 

19 SBP has enhanced the coverage of external debt statistics. according to the IMF exte rnal debt guide (2003). The 
additional data includes: (i) sho11 term local cuITcncy securities held by the government (ii) over draft balances of PS Es (iii) 
local and foreign currency deposits held by non-residents (iv) private sector trade credits (e) liabilities o f pension fimds & 
li fe insurance companies to nQn- residents. c laims on non- life companies : capital subscriptions to international non-monetary 
organizations. etc., and (v) debt liabilities to d irect inves tors . 
10 Exchange rate revaluation resulted in US$ 1.3 billion transactional gain for Pakistan during FY 12. Currency composition 
of e.,tcmal debt revealed that 11 percent o f public external debt stoc k is denominated in Euros. Therefore. a large 13.1 
depreciation in the value of Euro vs. US Dollar resulted in US$ 767 million fall in the external debt stock duri ng FY 12. In 
addition, the appreciation of US Dollar against SD Rs resulted in a further US$ 662 mi llion transactional gai n during this 
year. 
21 The dip in this ratio during FY 11 was main ly due to a surplus in current account. 
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T able 7.9: Indicators of External Oehl Sustainabilitv Non-interest current account deficit is an 
imponant determinant of a country's external 
debt burden. In the absence of a 
commensurate increase in non-debt creating 
capital inflows, the rise in the current account 
deficit translates into an increase in debt stock 
of a country (or depletion of foreign exchange 
reserves). In FY12, as external loan inflows 
were not forthcoming, the current account 
deficit along with payments of external debt , 
led to a fall in the country 's FX reserve from 
27.8 weeks at end-June 2011 , to 19.9 weeks 
by end-June 2012 (Table 7.9). Thus. despi te 
a fall in external indebtedness, Paki stan's 
external vulnerability increased during FY 12. 

FYOS F Y09 FV IO FVll FY12 

Solve ncy indicntors 

TED/GDP* 33.4 J0.3 27.4 

F.DUGDP* 34.9 31.5 28.5 

lf>/FEE J.4 3.3 2.7 2 .3 2.2 

EDS/FEE 87 IJ.5 12.2 75 9.0 

11'/XE 6.1 6. 1 5.2 4.2 5.5 

EDS/XE 15.6 24.8 23 3 13.9 23.3 

Liquidity indicators 

STDrrED• 3.3 2.6 2.0 

RES/STO* 8.7 11 .7 12.0 

(STD+cAB)/RES• 34.9 7.5 38.8 

WoM (number) 17 21.1 28.2 278 19.9 

TED· Total External Debt; EDL: External Debt nnd Liabilities; IP. 
Interest Payments: EDS- External Debt Servicing; IP- Interest 
Pnymems, STD: Short Term Debt. CAB- Current Accoum 13alance; 
WoM- Weeks of Imports: FEE- Foreign Exchange Earnings: XE-

Furthermore. a regional comparison of Expons Earnings: RES- Overall Reserves 

Pakistan ' s external debt also high I ights some •Debt data according to new coverage, not available before FVl O. 

concerns. According to the Global Source: State Bank of Pakistan calculations 

Development Finance (20 12), Pakistan 's external debt (while declining) is higher than the average 
South Asian and developing econom ies. Similarly, debt servicing claims a larger share of export 
earnings in the case of Paki stan, compared to developing and South Asian countries, whereas FX 
reserves-to-external debt, is also below the comparison countries (Figure 7.5). 

Disbursements 
Disbursements by external cred it ors recorded Table 7. 10: Net External Flows from Major I Fis 

a welcome 19.0 percent YoY increase in '--'m:.:.:il.:..:li.:..:on.:..U=-S::..:$'---- ---------- - ----

FYl 2. According to the donor-wise rvo9 FY IO FY11 FY1 2 

compos ition, whi le bilateral loan inflows ADB 1,019.-1 3233 -2316 -4000 

recorded a sharp 59 .3 percent increase during IDA 622.9 453.4 540.8 290 4 

FY 12, inflows from the mu ltilateral cred ito rs, 1013 (LT)* 62.6 126.6 40.2 138.-1 

particularly IDA & ADB declined (Table IDB(ST)'* _2800 201.1 -353.7 -23.0 

7.10). The increase from bi lateral creditors, IMF 3639.0 2054.o -440.0 - I ,3l 9 .0 

largely owes to the provision of a medium- •t.ong-tcm1, •• Short ·t~nn 
term (2-years) BoP support from China in Source· Siate 13ank ol"l'akis111n and Economic Affairs Division 

June 2012. Excluding th is, inflows or external loans fel l by 0 .6 percent, compared to last year. 

Figure 7.5: External Debt Indicators 

DDeveloping coun1rics • south Asian countries 
• Pakistan 

16 
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In overall terms, against the total 
commitments of US$ 4.0 billion, ar.~ual 
inflows stood at US$ 3.0 billion during th is 
year (Figure 7.11). Jn particular, program 
loans recorded a sharp decline during FY 12. 
It is important to mention here, that the 
suspension of !MF's SBA is a key facto r in 
the declining program loan inflows. These 
inflows are long-te1m in nature, involve strict 
scrutiny at the time of d isbursement, and are 
generally linked to the IMF's endorsement. 
T he suspension of the UvfF program in FY I I, 
and slow progress of fi scal reforms are 
responsible for dwindling in flows. 

7.4.2 External Debt Servicing 
As expected, Pakistan's external debt servicing 
recorded a significant US$ 784.5 million 
increase during FY1 2 (Table 7.12). Within 
that, while the interest payments on external 
loans witnessed a YoY decline, repayments of 
principal surged due to the repayment to the 
IMF.22 This increase in debt servicing, in the 
presence of neglig ible growth in foreign 
exchange earnings, reduced the country's debt 
servicing capacity during the year ( Figure 7.6). 

On the upside, Paki stan was able to roll -over 
central bank deposits worth US$ 1.0 bill ion, as 
well as US$ 543 mill ion owed to IDB during 
FY 12. l n the absence of these arrangements, 
the debt servicing burden would have been even 
higher. 

Table 7.11 : Loan Disbur sements 

million US$ 

FYll FYJ2 Absd 

Bilateral 1,096.8 1,747.5 650.8 

of which 

China 314.1 1,047.6 733.6 

Japan 167.2 227.3 60.0 

UK 117.6 17 1.8 54.2 

Multilateral 1,451.2 1,284.5 -166.6 

of which 

ADB 497.4 417.8 ·79.5 

IDA 791.5 575.4 ·2 16.2 

IDB 55.0 149.6 94.6 

Total 2 548.0 3,032. l 484.1 

Som~e: Economic Affairs Division 

Figure 7.6: Oetrioration in Pakistan's Debt Servicing Capacity 
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Source: State Bank of Pakistan 

22 
Importantly. the amortization of IMF loans is likely Lo keep debt servicing high Lill FY 15 . 
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Table 7.12: l::xtcrnal Debt Sc1·vicing 

million US$ 

FV07 FV08 FY09 F'V IO 

i. Public debt {a+h+l·) 2,031.3 2,377. 1 3, 130.7 3,32 1.9 

Prmc1pal 1, 120.8 1,372.7 2,162.9 2,445. 1 

Interest 910.5 1.004.4 967.9 876.9 

a. Govt. debt 1,833.3 2,128 I 2,822,7 2,784.1 

Principal 978.8 1,177.7 1,930.9 2,053 .4 

I merest 854.5 950.4 891.9 730.7 

b. IMF loans 143.0 19 1.0 264 0 359.4 

Pnm.:1pul 120.0 173.0 210.0 239.8 

Interest 23.0 18 0 54.0 119.6 

c. FX Liabilities 55.0 58.0 44.0 178.4 

Principal 22.0 22.0 22 0 t5t.9 

Interest 33.0 36.0 22.0 26.5 

ii. PSEs debt 270. 1 252.7 236.9 3Sl.9 

Pnnc1pal 200.7 171 .0 176.8 290.-1 

lnter<·st 69.3 81.7 60.l 61 .'I 

iii. Pri\':ttc sccto1· debt 31!2.7 48-1.S 628.6 457.0 
Pnnc1pal 271 6 3'.!3 497.8 388 2 

lmcrcst 1 11 I 161 8 130.8 68.S 

l::xtcrnal debt (i+ ii+ iii) 2,68-1.0 3,11-1.6 3 ,996.2 4, 130.8 

Principal 1,593. I 1.866.7 2.837.4 3.123.6 

Interest 1.0909 1.247.8 1,158 8 1.007 I 

Source: State Bank of Pakistan 

Box 7.2: Dorncslic Debt Burden: l(a rly Warning Signs fo r Pakistan 
lntcrnatiQna l Experience: Difficulties in raising external 
li nancing lrnve led to large increases in domestic debt 
burden in a number of countries. According to Rcinhmt 
& Rogo ff (200&). domestic debt aceo11nled for al mos I 
t\\·o-third of total public debt for a sample of 6--1 
emerging and advanced countries, dur ing the period 
19 14-2007. Contrary to the popul ar belief, that 
governments always honor their domcsl ic liabili ties, an 
excessive reliance on expens ive domestic borrowing has 

Table 7.2. I : Early Warning 

""rccnt 

l11du::nors 

Fiscal deficit/GDP 

Public debt servicmg/government revenues 

Puhlic domestic debt/government revenues 

led to a large number o f sovereign de faul ts on domestic dcht.24 

FYl l 

2,826.6 

1,881.7 

944.9 

2,247.9 

1,491.5 

756.5 

441.8 

268.2 

173.6 

136.9 

122.0 

t 4.9 

358.9 

310.1 

48.7 

321.0 

247.2 

73.8 

3,S06.5 

2.439.0 

1.067.5 

FVl2 

3.657.0 

2.8000 

892.6 
2,263.0 

1,546.3 

7 16.7 

13 17 8 
1153 7 

164 I 

1118 

100 

11.8 
248.9 

2 11 0 

38.0 

3-19.S 

265 3 

84 I 

4,29 1.0 

3,276.3 

1.014.7 

Threshold 

3 

15 

200 

Given Ihe risks lo macroeconomic stabi lity from excessive reliance of the government on domestic borrowing. this is 
pertinent to assess the sustainability ofa cou111ry's domestic debt bun.Jen also. A detai led survey of lite rature provides a set 
of indicators for assessment or tiscal and debt sustainability in member countries (Table 7.2. 1 ). Furthermore, the literature 
also highlights the grO\\.th supporting effects of a moderate level of domestic debt. through 1hc channels or improved 
monernry policy: broader tinancial market development: slrcnr,lhcncd domestic institutions and enhanced private savings 
and tinancial intermediation. In this regard. Abbas and Christensen (2007) tinds thal the domestic debt above 35 percent of 
bank deposits can hurt economic growth. 25 These benchmarks can be used as early warning s ignals for the assessmellt of 
Pakistan 's fi scal and domestic debt s ustainability. 

Pakistan's Scenario: Pakistan's case is not an exception to international experience. A sharp increase in the liscal deficit. 
coupled with unavailability of externa l financing. has led to a rising domestic debt burden over the past few years. In 
pa11icular. the share of domestic debt in total public debt has risen from 49.3 percent in FY09 to 59. I percent in FY 12. 

23 Sources: (i) 13uti Marco and Noord Pau l van den (2004). ·· Fiscal policy in EJ\1U: Rult:s. discretion and political 
incentivL:s". EurnpL:an commission. Directorate-General for Eeonom1c and Financ ial a ffairs. Economic papers: (ii) I Jeavily 
Indebted Poor Countries Capacity Build ing Programme (2009). ··Dehl Sustainabi lity lndi t·ators··. \\ w11·.devclopmcnl­
linancc.org/ .. ./83-debt-sustainability-indi cators-2009-02.html ; (iii) /\ study on "domestic debt sustainabi lity·· by 
MacroL:conomic and Finance M amtgcmenl Institute of Eastern and Southern Africa - M EFM I (2002). 
24/\ccording. lo Rein hart & Rogorf (2008). during the period of I 9 I <l-2007. there h<lVe been 68 cases of defaults on domes tic 
debt. These defaults look place through a number of mechanisms ranging from forcible conversions to s uspension of 
Jl3)1ncnts. 
25For obtaining consistent data series on domestic debt across the s:unple countries. Abbas and Christensen (2007) clc tincd 
domestic debt as banks· and other banking inst itutions· claims on central government. 
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A comparison of Pakistan's fiscal and debt indicators with 1he earlier identified benchmarks presents a gloomy picture. The 
country' s fiscal deficit is above the threshold level by a wide margin, and the servicing of public debt takes away a growing 
share of revenues as compared to the benchmark level. Similarly, due to a sharp increase in country's domestic debt, the 
ratio of domestic debt-to-total revenues has witnessed significant deterioration since FY I 0 ( Figure 7.2.1). Finally, domestic 
debt, calculated as banks' and other depository institution 's claims on the government is also above the benchmark. TI1is 
shows that excessive reliance on the banking system for budgetary borrowing has reached the level where the growth 
distorting effects of domestic debt in the form of crowding-out of private sector, debt sustainability issues, inflation, etc., 
start to emerge. 

This situation indicates the need fo r introducing stringent fiscal discipline. In this regard, Pakistan has adopted a ' rule based 
fisca l policy stance' since 2005. The fiscal policy rules/targets were incorporated in the 'Fiscal Responsibility and Debt 
Limitation (FRDL) Act, which was passed by the Parliament in 2005. This act laid down specific targets for fiscal and debt 
indicators, along with clearly mentioned timelines. In addition, the recent amendment in the SBP Act in March 2012 - that 
places Umits on government borrowing !Tom the central bank - is also an attempt in thi s direction. 

Figure 7.2.l: Domestic Debt Sustainability-Early Warning Signs 
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Therefore, the early warning indicators identified in this section are an addition to the existing stock of fiscal rules for the 
government. International experience suggests that a fai lure to introduce reforms can lead the country to a serious 
macroeconomic crisis. 
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8 Balance of Payments 

Since Ba lance or Payments is a record of all 
transactions made between one country and all 
other countries during a specified period or 
time, a review of global economic 
developments provides a useful perspective to 
discuss Pakistan' s balance of payments. As 
such, fi rst part of the chapter gives a brief 
overview of the global economic environment 
during FY l2, while the rest of the chapter 
focuses on Pakistan ·s specific ba lance of 
payment developments. 

8.1 International Developments' 
Prospects for the world economy in 2012 were 
not very promising to begin with (Figure 8.1). 

Figurc 8.J : Global Trends in G OP Growth 
(quarter over quarter annualized) 
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As the year progressed, downside risks to the an ti cipated recovery escalated due to the deepening 
Eurozone debt crisis, cuts in fiscal spending, a11d continued deleveraging by fi rms and households in 
the US and other advanced economies. 

The epicenter o r lhe current recession gripping 
the OECD, is the Eurozone. Lack of consensus 
among policymakers over Greece, and rumors 
regarding its possible exit from the currency 
union, has seen the crisis spillover to other 
larger Eurozone economies. In addition, 
banking sector problems in Spain have 
emerged as an add it ional threat to the 
economic recovery. As a result, borrowing 
costs in Italy and Spain are on the rise, and 
private credit growth is declining. Overall, the 
outlook for Europe rema ins bleak: most 
countries are expected to experience a 
contraction in GDP this year (Figure 8.2). 
Even Germany, which has so far shown 

Figure 8.2: GDP Growth 
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resilience to the crisis, is showing signs of a slowdovvn as the demand for its expo1ts declines. 

The European Union has taken several measures in response, especially to ensure adequate funds to 
make repayments, and keep market borrowing rates affordable. Notwithstand ing these efforts, the 
crisis continues. Perhaps this is because the solution is neither s imp le nor cheap. European banks are 
the largest holders of EU government debt In case a problem country defaults on its debt, lhci r 
balance sheets wil l be impacted. Given the contagion in a financial crisis the failure ofa single bank 
could spread across the global fi nancial system.2 

1 This section is based on the data and infonn<1tion from IM F World Economic Oullook July 20 12. 
2 IMF Working Paper No. I 0/236 October I, 20 I 0: Cf-S Working Paper, No. 1999. 17111 November I 999. 
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As far as the US is concerned, the economy is likely to grow al 2.0 percent during 2012, sl ightly 
better than last year. However. this proj ected recovery could stall due to a slowdown in the Eurozonc. 
and the expected expiry of fiscal incentives in December 2012, the so-ca lled "fiscal clifr'. 

In fact. even the economies of Brazil, China and particu larly India, which have so far been the drivers 
of global gro'vvth. are also slowing. In pa1iicular, India's quarterly GD P growth declined for the eighth 
consecutive quarter in Janua1y-March (Q4-FY 12), hitting a nine-year low of 5.3 perccnl.3 Moreover. 
fore ign capital inflows have declined, the Indian Rupee has depreciated sharply during FY 12, and the 
government's fai lure to implement reforms have hurt business confidence. Growth prospects in 
Brazil and China are also softening, as risk aversion by global investors takes hold. 

The IMF has revised downward its projections for world economic growth for 2012 and 20 13. 
Growth rates for both advanced and emerging economics have been revised downwards since the 
April projections. The global economy is now expected to grow by 3.5 percent in 2012, 10 bps lower 
than the projection in April 2012 (Table 8. 1). 

8.2 Pakistan's External Account 
Pakistan 's external account posted a deficit of USS 3.3 bi ll ion in FY 12, against a surplus of US$ 2.5 
billion in FY 11 . Given the one-off nature of developments that led to the surplus last year, it was 
expected that the external position wou Id nor be as comfortable in fY 1 2.~ 

Table 8.J: 1\la jor Indicators of World Econo mies 
percent GDP growth lnOation rate 

2010 2011 2012• 2010 2011 2012r 

World 5.3 3.9 3.5 3.7 48 40 

Ac.Jvanced tconomirs 3.2 1.6 1.4 I 'i '2. 7 I 9 

us 3.0 1.7 2.0 1.6 3 I 2 I 

Eurozone I ':I 1 5 -0.3 16 2.7 20 

Japan .u -0.7 2 .4 -0.7 -0.3 00 

UK 21 07 0.2 3_3 4.5 2.4 

Emerging and dc,·cloping economics 7.5 62 5.6 60 71 6.2 

Chum 10.J 92 8.2 3.3 5.4 3 3 

lmlia 106 7.2 6 .9 12.0 86 82 

Pakistan 38 24 34 10. 1 13 7 12 0 

Bangladesh 6.4 6 .1 5.9 81 10 7 10 4 

Indonesia 6.2 6.5 61 5 I 54 62 

l'hilippim:s 7.6 3.7 4.2 3.8 4.8 3.J 

Russia 4.3 .J.3 4.0 6.9 8 .J -1.8 

P· Projcctro 

So urce· World Economic Outloo'< Dataha~e 

I lowever. the widening of the trade deficit , and fall in workers' remittances during the in itial few 
months of FY 12, led to apprehensions of a far worse external position.5 Consequently, SBP revised 
upwards its projections or the current account deficit in November 201 1 to USS 5.2 billion, and an 
overall deficit of USS 3.L billion - significantly higher than the in itial forecast of USS 3.7 billion and 
USS 2 bi Ilion, respectively. As such, the actual FV 12 external position was relatively betler than what 
was being anticipated after the first quarter of the year (Table 8.2). 

J Dat;i from Rcscn c Bank or India Bulletin: Macroeconomic and Monetary Deve lopments Rcvic\\". Q2-FY 13 . 
~ Jn FY 11. largc part nf the increase in exports was tlue lo onc-off incrcasc in the cotton <ind couon yam priccs that increased 
h) I 06.9 and 78.4 percent. respccti,"cly. 
' T he ClllTCnl account deficit fo r QI-FY 12 alone \\ilS USS 1.3 billion. 
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As in the past, the trade account was the main 
source of deterioration: the defi c it increased 
by almost 50 percent compared lo the 
previo us year. This was because, prices or 
Pakistan's main exports ICl l sharply, and the 
price of its major imports increased.6 ln fact. 
the entire increase in Pakistan's import bill 
was due to h igher prices. as the quantum or 
imports actually declined. 

/\. rise in workers' rem ittances prov ided much 
needed support to the current account. 
Remittances crossed US$ 13.0 bil lion for the 
first time in the county's h istory, while all 
other heads of the current account deteriorated 
compared Lo FY 11 (Table 8.2 ). 

Fi11ancing of the curren t account deficit was 
very challenging as the capi tal & financial 
account surplus contracted by US$ 0.6 bi llion 
in FY 12. This fa ll was clue to a decli ne in 
both, non-debt (investment) and debt (loans) 
inflows. Not o nly did fore ign d irect 
investment dec li ne to US$ 812 mil lion from 
US$ I .6 bill ion last year, cl isbursements or 
fresh loans were also lower than the previous 
year. 

This meant tha t the overall defici t in the 
external account had to be financed from the 
counlly's foreign exchange reserves. which 
declined by US$ 3.8 bil lion d uring FY 12 (see 
section on Re crvcs and Exchange R ate). 
The dep letion in reserves, and appreciation or 
the US Dollar against the world's major 
cwTencies, caused the Pak Rupee to 
depreciate by 9. I percent agai nst the Dollar 
during FY 12, compared to a no mi nal 
depreciation or0 .6 percent in FY 11. 

8.3 C urrent Acco unt 
/\s d iscussed earl icr. the current account 
reverted to a de ficit after the unexpected 
surplus seen in FY 11. /\ !though current 
transfers (remittances in particu lar) g rew by 

Table !l.2: Bala nce of Payments: Key Indicators 

billion USS 

FY09 F'YlO FY ll 

C urre nt a ccount balance -9.3 -3.5 0.2 

Trade balance -12.6 - 11.5 -1 0.5 

Ex pons 19. 1 19.7 25.4 

Imports 31.7 31.2 35.9 

Services balance -3.4 - 1.7 - 1.9 

Income acco\mt balance -4.4 -3.3 -3.0 

Workers· remillances 7.8 8.9 1 1.2 

Fina ncial account balance 5.6 5. 1 2.1 

Foreign direct investment 3.7 2.2 1.6 

Ponlblio investment -1.l -0. I 0.3 

Disburs1•meni o f loans 4 .0 4. 1 2 .8 

Amortization of loans 1.9 1.9 2.0 

Owrall balance -3.1 1.3 2.5 

a.1· perct•111 of GDP 

Current account balance -5.7 -2.0 0.1 

Trade balance -7.8 -6.5 -5.0 

Exports 11.8 I I.I 12.0 

Imports 19.6 17.7 17.0 

Services balance -2.1 -1.0 -0.9 

Income account balance -2.7 -1.9 - 1.4 

Workers· rem i ttaoccs 4 .R 5.0 5.3 

Financial account balance 3.5 2.9 1.0 
Fore ign direct investment 2.3 1.2 0.8 

Pmtfolio i1wcstment -0.7 0.0 0.2 

Disbursement of loans 2.5 2.3 1.4 

Arnorti7.ation of loans I.I I.I 0.9 

Overall hala ncc -1.9 0.7 l.2 

Sou rce: State 13ank or Pakistan 

Figure 8.3: Components of Current Account Balance 
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l 0.2 percent. these could not offse t the delicits in the tn:ide and services account (Figure 8.3). 
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/\s against a US$ 22.0 million s urplus in 111-FY 11 , the current account recorded a deficit of USS 2.4 
billion in l I 1-f-Y l2. T his was due to a sharp increase in oi l imports, and a temporary s lowdown in 

"llnit prices of collon and collon yarn declined by 28.S :md 23.2 p<:rccnl. rcspccti\·cty: whih: that of petroleum prodm:ls and 
cn1dc oil increased by 19.7 and 29.6 percent. 
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remi ttances that led to a bill ion Dollar deficit in the month of September alonc.7 Whi le some 
weaken ing in the current account was expected, its pace in the initial few months was indeed 
unsettling for policymakers. Fortunate ly, however, in the second half of FY 12, the increase in the 
trade deficit was smaller, and remittances also picked up. 

Figure 8.4 : CAB as Percent of GDP With exports continuing to perform poorly. the 
easing trade deficit during H2-FY 12 was 
enti re ly on account of internat ional oi l p rices. 
Had they cont inued to rise at the same pace as 
in I l J-FY 12, the FY J 2 current account defi cit 
would have been much higher. The fact that 
Pakistan 's external position is heavily 
dependent on two commodities - oil imports 
and cotton rela ted expo1ts - highlights its 
vulnerabil ity to adverse movements in the 
prices o f these commodities . 

D Bangladcsh • India • Indonesia • Pakistan DPhilippincs a Tuailund 
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O n a positive note, however, Pakistan was not 
the on ly country to experience a worsening 
cxte111al position. In the backdrop of the 

2009 2010 

~, estimated ; r : projected 
Source: World Economic Outlook 

201 IE 2012P 

global recession, a number of emerging economies have experienced a deteriorating externa l position 
(Figure 8.4). 

In fact, Pak istan may be relatively less affected compared to some of the other emerg ing market 
economies due to its relative isolation from g loba l fi nancial markets, and the basic nature of its 
exports ( Box 8.1). 

Box 8. 1: International Financial Recession and Its Likely Impact on Pakistan 

There are two possible channels through which the global financial crisis can impact Pakistan: 
I. 111e banking channel 
2. External accounts 

Pakistan i banks are relatively safe due to limited exposure: 
Only I 0 I Pakistani banks branches. out of a total of 9.528, are based overseas: 
The share of overseas operations of Pakistani banks accounts for less than I 0 percent of assets o f the 
banking system; 
Investments account for less than 20 percent of overseas operations: 
Within the banking system. only three big banks dominate the overseas operations: and 
The share of foreign currency depos its in total d~pos i ts is capped a t 20 percent. and 1.hc actual share is 
around l 3 .5 percent. 

On the external side, the global financial crisis could have a possible impact on: 
Trade account 
Remittances 
Capital and financial inflows 

Trade account 
Furtl1er impact of g lobal economic slowdown on Pakistan's trade account is likely to be neuLral or positive. 
This is because: 

Pakistan exports are mainly low value added cotton products (e.g .. gray cloth, bed 
sheets, towels and knitted gam1ents etc.); intennediate cotton products (e.g., carded 
cotton. cotton yam etc.): and primary commodities. Demand for U1ese products is 
relatively inco me inelastic. making a sharp fall in exports unlikely. 

7 Dubai crude oil prices averaged US$ l 06.6/bbl in HI -FY l 2 against US$ 79 .2/bbl in fl I-FY I I. 
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Pakistan ha~ one of the lowest unit cost of compamble products in the region. 
Pakistan's exports lo Asian countries -such as China, Afghanistan, Middle East and India - are increasing. 
Demand in these markets is relatively less affected by financial crisis. 
Pakistan's trade account can benefit from rhe fo ll in inlcmalional commodity prices, especially crude oil, 
which could decline in response to fa lling global demand in the event of a further slowdown. 
Sixty percent of Pakistan's imports comprise of raw materials or intermediate goods. A fa ll in internat ional 
commodity prices could substantially reduce the country's import bil l 
Thus, if exports slay al the current level and import bill falls. Pakistan's external accoulll stands to benefit. 

O ve rseas wud1ers' 1·emitta nccs 
A financial crisis may result in an increase in inward remillanccs. This is because: 

Job losses for overseas Pakistani workers may force them to move back with their savings: 
Remitt11nccs could increase as overseas Pakistanis benefit from depreciation of domestic currency 
Some overseas Pakistnnis might consider this a good time to invest in their home country. 

Pakis tan's financial account 
Pakistan 's financial account is the most vulnerable to a global fi nancial crisis. I lowcvcr, s ince the surplus is already 
smal l. any further decline is like ly to be very small. Nevertheless: 

lnllows on privatization proceeds or bond floata tion on global capital markets are unlikely during a 
financial c1isis; 1 

Private and bilateral loans could decli ne as donor countries face fisca l constraints: 
However, given that financial inllows arc already negligible, fm1hcr deterioration is likely to be margi nal. 
though IMF repayments would keep reserves under pressure. 

Overall impact on the ex terna l sector 
Trade account Neutral/ positive 
Remittances Pos itive 
Financial account Neutral/ negat ive 
Net overall impact Pos itive 

The defi cit in the trade account increased by US$ 5 bi llion during FY 12, compared to a decline of 
US$ I billio n last year. A slowdown in external demand, and domest ic s upp ly-side constraints 
contributed to a decline in the country 's expo11s. The increase in imports, as mentioned earl ie r, was 
main ly a funct ion of highe r oil prices. In addit ion, ferti lizer imports also con tributed to the increase in 
the import bi ll (see Section 8.7 fo r d etai ls) . 

The services account mirrored the performance o f the trade account. Imports of services increased by 
3.3 percent, wh ile exports decl ined by 14. I percent during FY l2. The rise in trade re lated serv ices 
(e.g., insurance , transportation and travel) was the main reason for the increase in services, whereas 
the non-realization of coal it ion support fund (CSr) explains the contraction in inflows from se rvices. 

The income account balance deterio ra ted marginally duri ng rv 12, w ith a h igher d efic it o f US$ 3 .4 
billion compared to US$ 3. 1 billion last year. Th is w as because an im provement in profi tabili ty of the 
domestic banking sector led to hig her profit repatriation by the foreig n banks. In addition, imerest 
payments on IMf loans also \.Videned the income account d efi c it. 

Current tramfers increased by I 0 .2 percent dw-ing FY 12, against a 24.9 percent rise in FY l t. As 
d iscussed, record remittances provided the biggest boost, and more than offse t the dec line seen in FE-
25 deposits and cash grants. Two fac tors explain this consistent inc rease in re mittances ove r the last 
few yea rs: (i) the increase in num ber of Pakistanis working abroad; and (ii) effo11s by the go vernment 
and SBP to channe l remit tances v ia the banking system. In o ur view, form er appears to have a larger 
role. Li m ited job opprntuni ties with in the country appear to have incentivized more skilled workers 
to seek employment-elsewhere ( Fig ure 8.5). 8 

x Rcmil!anccs per worker per yciir increased from US$1.600 in FY05 Lo US$ 2.600 in f-'Y 12. 
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Other than the rise in the number of migrants. 
the Pakistan Remittances Initiative (PR!) - a 
scheme launched jointly by the government of 
Pakistan and SBP to channel remittances 
through banks - has also played an impo1tant 
ro le. For instance, after the introduction of PRI 
in FY09, the share of officia l remittances 
routed through banks increased from 70 
percent to almost 90 percent in FY 12. 

Figure 8.5: \Vorkers ' Remittances 
c=::J \Vorkcr"s romi1tanccs - No. of workers abroad (rhs) 
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0 Net inflows under foreign currency accounts 
RFCAs fell to US$ 289 million in FY l2 from 
US$ 367 million last yea~. A large part of this 
decl ine was the withdrawal of US Dollar 
deposits held wi th commercial banks to realize 
capital gains from the depreciation of Pak Rupee. 

Source: State Bank of Pakistan, Bureau of Emigration und Overseas 
Employment 

8.4 Capital a nd Fin ancial Account 
The capital and financial account surplus 
contracted for the fifth consecutive year, as 
both non-debt flows (investment) and debt 
!lows (loans) continued to decline.9 This 
dee I ining trend. and not the size of current 
account deficit, is increasingly troubl ing 
pol icymakers. 

f.'orcign direct investment (fDI). wh ich 
supported the external sector during the past 
few years, fell below US$ I billion, and 
reached 0.35 percent of GDP ( Figure 8.6). 10 

Disinvestment (foreign loan repayments) by 
t\vo large cellular companies was the major 
reason for this decl ine in FDI. Pakistan in 

Figure 8.6: Trend in FOi 

c::::::::J FOi flows (rhs) - - as perce111 of GDP 
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recent years has struggled to attract foreign investment as shown in (Box 8.2). 
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'' The amount of loans disbursement in the /Jalance of Pay111en1s may not tally with the numbers stated in C ha ptc r 7 due to 
definitional differences . 
111 This is in comparison with 0.8 percent of GDP last year and 3.5 percent in FY07. 
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Box 8.2: Reg ional Trend in FOJ.; Pakistan vis-a-vis Peers 
FDI is a non-debt creating source or financing the currem account deficit. The global financial tunnoil of 2008-09 had ao 
adverse impact on fo reign direct investment in the emerging economies. However, with a subsequent improvement in 
investor confidence, FDI flows have recovered to some extent in the recen t years. ln the case of Pakistan, however, FDI has 
not yet picked up (Figure 8.2. l). 

The Inward FD/ Pe1forma11ce index - measures tl1e amount 
of FD! tJiat countries receive relative to the size o r their 
economy (GDP). The index can be specified as: 

FDii/FDi w 
I ND · = --- --

1 GDP; /GDPw 

Where, 

INDi = luward FDJ Performance lndex of the ith 
country 

FD Ii 

FDlw 

GD Pi 

GDPw 

= FOi inflows in the ith counhy 

= World FDl inflows 

= GDP in the ith country 

= World GDP 

A value greater than one suggcsrs that the economy has 
received more FD.I relative lo its economic size, while a 
value below I suggests that it received less FDJ. The 
inward FD! performance index suggests that over the 
years, Pakistan has lost momentum in attracting FDI. ln 
contrast, some of the other countries in the group have 
either stabilized or improved (Table 8.2.1). 

Initially, the fall in FDI flows to Pakistan was 
considered to be in line with global trend as most of the 
countries .in the region were facing similar declines. 
However, whi le the FDI flows lo number of regional 
countries have resumed recently, they are yet to recover 
in case of Pakistan. This suggests that country needs to 
make more efforts to attract foreign direct investment, 
especially when debt inflows are also low. 

lntereslingly, Pakistan has a better standing in tenns of 
"Ease of Doing Business Ranking ·· compiled by the 
World Bank. The ranking shows that Pakistan is better 
placed than Bangladesh, India, Indonesia and 
Philippines (Figure 8.2.2). The Cost o f Doing Business 
Report assesses regulations affecting domestic firms in 
183 economies and ranks the economies in I 0 areas of 
business reguJation, such as starting a business, 
resolving insolvency and trading across borders. 11 

On the other hand, Pakistan's standing is not as 
encouraging when it comes to the macroeconomic 
environment, quality o f institutions, in frastrncture 
focilities, human development indicators and political 
risk, which are considered important determinants or 
foreign direct investment. According lo Global 

Table 8.2.l: Inward Performance Index of FOI 

2006 2007 2008 2009 2010 20JJ 

Bangladesh 0.36 0.25 0.42 0.37 0.44 0.45 

India 0 .76 0 .62 1.22 1.38 0.77 0.89 

Indonesia 0.46 0 .45 0.64 0.44 0.99 1.00 

Pakistan 1. 13 1. 10 1.16 0.70 0 .58 0 .29 

Philippines 0.8 1 0 .55 0.3 1 0 .57 0.33 0 .27 

South Asia 0 .79 0 .64 1.19 l.23 0 .79 0.80 

Source: IMF, Haver Analytics 

Figure 8.2.1: FDI lnOows during 20 t I (YoY G rowth) 

India "" I 

South Asia I 

World 

Bangladesh 

Malaysia .J 

Philippines [ 

Pak istan I 

-40 -20 0 20 40 
percent 

Source: UNCTAD 

Figure 8 .2.2: Ease of Doing Business Ranking 
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Competitiveness Repo1t of 2011 -12 Pakistan lags behind its peers in most of these indicators. Moreover, while, other 
countries have either made improvement or (remained stagnant), Pakistan has s lid further down. Pakistan now ranks above 
100 in all the competitiveness indicators (Table 8.2.2). 

11 http://www.doingbusincss.org/reports/global-repo1ts/doing-business-20 12. 
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Table 8.2.2: Global Competitive ness llanl<ing 2011 -12 

Q,•e rall 
Institutions Infras tructure 

Macroeconomic Health and primary 
Effi ciency 

ranking e nv ironment education 

China 26 48 44 10 32 26 

Indonesia 46 71 76 23 64 56 

Sri Lanka 52 50 60 11 6 45 69 

India 56 69 89 105 101 37 

Vielliam 65 87 90 65 73 66 

Philippines 75 117 105 54 92 70 

Bangladesh 108 112 134 75 108 99 

Pakistan 118 107 115 138 121 100 

·n 1e rankings arc given out o f 142 countries 

Source: Global Competitiveness R~pon 2011 -12, World Economic Forum 

Portfolio investment posted net outflows of 
US$ 0.2 bi llion in FY12 in contrast to net 
inflows of US$ 0.3 billion last year. Both 
equity and debt observed outflows in FY 12. As 
in the previous year, the fall in non-debt flows 
was accompanied by a contraction in debt 
flows: total loan receipts declined from USS> 
2.8 billion last year to US$ 2.5 billion in FY 12 
(Figure 8.7). 

Compared with last year, the disbursement of 
program loans fell from US$ 1,440 to only 
US$ 80 million in FY12, while project loans 
increased from US$ 933 to US$ 2,049 million. 
Since program loans were effectively halted 
during FY 12, the government focused on 

Figure 8.7: Debt & Non-debt Flows (net) 

ONon-<lebt flows 8 Deb1 flows "' Financia l accoun1 (ms) 
3.0 

2.5 

... 2.0 
Vl 
::i 

,g 1.5 

:0 1.0 

0.5 

o.o 

Source: State Bank of Pakis1an 

6 

5 

----- - - --4 4 ~ 
Vl 
::i 

1--- - ----l 3 t: 

~ 
--- - - - -1 2 :0 

>­
"-

N 

>-u. 

0 

rea lizing as much of the pipeline project loans during the year. 
ADB and the World Bank. 

Project loans are mainly provided by 

8.5 Foreign Exchange Reserves 
Pakistan ' s liquid foreign exchange reserves 
decl ined lo US$ 15.3 b illion by the end of 
F'Y1 2, compared with US$ l8.2 billi on a year 
ago. This was a consequence of the overall 
deficit in the external account during the year 
(Flow C hart 8.1). 

A disaggregation of FX reserves shows that the 
entire decline was on account of depletion in 
SB P' s reserves, as the FX held by commercial 
banks increased by US$ I billion. Three 
facto rs e:-:plain th is depletion: (i) market 
support by SB P, which remained a net seller 
during rY 12; (ii) fall in multilateral inflows 

Figure 8.8: Import CoYcrage Ratio and Rcscn ·ei; 

- - - - - w eeks or imports Liquid reser\'es (rhs ) 
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from USS 5.3 to US$ 3.7 billion; and (ii i) external debt servicing - Pakistan repaid US$ 5.8 billion to 
its lenders during FY 12 . Lt may be noted that the placement of USS 500 million by China provided 
some relief to the forex reserves position. 
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Figure 8.9: Daily Movements in Exchange Rate and FX 
--SBP reserves --Exchange rate -rhs 
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Flow Chart 8.1: Factors leading to depletion in SBP reserves- A panornmic view 
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Increase in FX reserves held by commercial banks on the other hand, was mainly due to sustained 
growth in worker ' s remittances. The record level of rem ittances during FY12, along w1.th market 
support from SBP, enabled commercial banks to cope with oil import payments without 
compromising their reserves. ln addition, the retirement ofFE-25 loans by imporccrs also suppo1ted 
commercial bank holding of FX. 12 

The depletion in the counay's reserves during FY 12 led to a worsening of reserve adequacy 
indicators. In particu lar the import coverage ratio, which measures the ability of a country to meet its 
import requirements through its total reserves (in terms of weeks of imports), declined from 27 .8 
weeks in FY l l, to 19.9 weeks by the end of FY I 2 (Figure 8.8). Unfortunately, this import coverage 
continues to fall in FYIJ. 

8.6 Excha nge Rate 
The Pak Rupee depreciated by 9.1 percent 
against the US Dollar in FY 12, compared to a 
marginal depreciation of 0.6 percent in fYl I. 
Despite lumpy oil payments and servicing of 
IMF loans, the depreciation in Pak Rupee was 
re latively gradual through most of the year. 
Instead, the value of Pak Rupee seemed more 
sens itive to geo-poli tical and adverse market 
sentiments. For instance, Pak Rupee 
depreciated more sharply in response to non­
economic factors in November 2011 and May 
2012 than at any other time during the year. 
F igure 8.9 shows the movement of Pak Rupee 
in the context of the country's reserve 
performance. 

Figure 8.10: Depreciation against the US DoUar during FY12 
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A part of this depreciation was also due to global economic developments: the US Dollar appreciated 
against most of the regional currencies throughout FY 12, and Pakistan was no exception. 1-1.owever. 
when compared with some other South Asian countries, the depreciation in the Pak Rupee was 
relatively small ( Figure 8.10). 

NEER, RPI and REER 
Pakistan's nominal effective exchange rate (NEER) depreciated by 3.9 percent in FY 12 as compared 
to 6.7 percent depreciation recorded during FY 1 1. The lower nominal depreciation was primarily the 
result of a 4.6 appreciation of the Pak Rupee against the Euro . This is to be expected given the 
economic weakness in the Eurozone. Nevertheless, Pak Rupee depreciated against all other major 
currencies (US Dollar, Japanese Yen and British Pound), which led to an overall depreciation of the 
Pak Rupee in nominal terms. 

On the other hand, the relative price index (RPI) increased by 8.8 percent during FY 12 compared with 
a rise of 9 .3 percent in f-'Y 11 , caused mainly by relatively high domestic inflationary pressures 
compared to Pakistan 's trading partners. 1

:; In fact. the nominal depreciation of Pak Rupee was more 
than offset by a rise in RPI , which caused the real effective exchange rate (REER) 10 appreciate by 
3 .8 percent in FY l 2, in contrast to a small depreciation in FY 1 1. 

12 Commercial banks· reserves increase when the traders retire fo reign currency loans. 
13 Relative price index is a ratio of domestic prices to the prices in major trading partners. 
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8.7 Trade Account14 

Pakistan 's trade deficit increased by 36.2 
percent YoY to US$ 2 1.2 bil lion in FYl 2 
(Figure 8.11 ). The widen ing trade deficit is 
attribu ted lo both a rise in imports and a 
decline in exports. 

At the start of the year, weaker prospects of a 
global economic recovery, and trend reversal 
in internationa l cotton prices when they 
peaked in April 2011 , had already ind icated a 
possible squeeze in export earnings in FY 12. 
However, the supply-driven increase in 
international o il prices inflated the import bi ll 
beyond expectations. 15 furthermore, gas 
shortages in the country had necessitated 
higher imports of certain petroleum products 
and fert ilizer. Excluding these items, 
Pakistan's imports show a much smaller 
increase ( Figure 8.12). 

Derailed data shows rhat the imports of 
consumer goods are gradually build ing up (see 
C hapter 4 and Figure 8.13). As a result, the 
share of consumer related items in total 
imports has increased from 56 percent in 
FYOS, to 70 percent in FY 12. This shift is 
consistent with the composition of aggregate 
demand, a large part of which is now 
consumption, as investment is continuous ly 
falling. 

8.7.1 Exports 
Exports declined by 4.7 percent during fY 12 
in sharp contrast to 28.9 percent growth last 
year. l n terms of composition, exports o f 
food, textile, petroleum and leather & leather 
manufactures recorded declines, whereas, 
chemicals & phannaceulicals, engineering 
goods and gems &je1reby recorded increases 
during FY 12 (Table 8.3). 

Balance of Pay111e111s 

Figure 8.11: Trade Account 
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Figure 8.J2: Import Growth 
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Figure 8. 13: Imports Classification (share in torn I) 
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11 The ana lysis in this scc1ion is basi.:d on data from the Pakistan Ourcau of Stalistics ( Pl3S). which differs from the exchange 
record data prepared by the SBP. 
1 ~ The· Arab Spring' affrcted oi l and gas supplies- mos! notably the complete. albeit temporary. loss of' Libyan supply­
whilc the tragic Fukushima accidc111 in .Japan h:td knock-on effects for nuclear and othe r energy solirccs nroum.I the world. 
These shocks pushed energy prices higher in much of the world. wilh oil prices rcad1ing a record average of' over $ 100 per 
barrel (bbl). Source: The 13P SUttistical Review of World Energy. 2012 - 61 '' Annual Report. 
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Category-wise exports indicate that textile and 
leather exports are facing pressure from an 
unfavorable external and domestic 
environment: both declined by I 0 percent 
(YoY) during FY 12. Within the food group, 
while expoi1s of rice, wheat and vegetables 
declined compared with the previous year, th is 
was partia lly offset by growth in fish, meat, 
and fruits exports (Table 8.4). 

Table 8.3: Ex[!orts Com[!ositinn (YoY growth in [!Crcent} 

FYll FYl2 

Food 34.6 -4.2 

Petroleum 25.4 -28.0 

Leather 25.3 -4.0 

Chemicals & pharmaceuticals 22.6 18 I 

Engineering 10. 1 11 9 

Gems &jewelry -36.5 11 9.6 

Total 28.6 --t7 

Source: Pakistan Bureau of Statistics 

T able 8.4: Food Ex[!orts 
Q uantum Price 

Rice exports, both basmati and non-basmati, 
declined for the second consecutive year. The 
fa ll in quantum was largely on account of the 
loss of Iranian market to India, wh ich million US$ Abs. t; ht1[!3CI lnl [!HCI 

undercut Pakistani prices. According to 
reports, international prices of (par boil) rice 
rose, following Thailand 's decision to 
introduce a support price, in a bid to ensure 
post-flood availabili ty of the commodi ty. 
Against an international price in the range of 
US$ 200-300/MT, the Thai government was 
offering US$ 500/MT. This resulted in a 44 
percent fa ll in rice exports from Thailand, 
which Ind ia and Vietnam capitalized on to 
increase their market share of rice exp011s. 
Pakistan was unable to do so as its prices were 
higher than those offered by both India and 
Vietnam. 

Rice -85.8 -212.5 126.7 

a) 13asmati -1212 -188.7 67 5 

b) Others 35.3 -64.6 99 9 

Fish and fish preparations 19.3 -17 .3 36.6 

Fruits 87 7 28.0 59 7 

Vegetables -66.5 -97.9 31.4 

Tobacco raw 2.2 7.8 -5.6 

Wheat -457.1 -445.7 - 11.5 

Spice:. -0.4 -7.5 

Oil seeds & nuts etc. JO.I 10.5 

Sugar 27.9 0.0 

Meat and meat preparations 22.6 10.0 

Food groul! -184.3 

Source: Pakistan Bureau of Statistics 

In case of wheat exports, Pakistan was unable to benefit from its record production last year (and 
carryover stocks), due to a fall in international prices, and the increase in domestic s upport price. 16 

Exports of wheat in FYI 2 stood at 409,000 tons against l .75 million tons last year. 17 

Expo11s of meat & meat preparation continued to grow for the sixth consecutive year, and reached 
US$ 168.3 mi llion in FYI 2 compared to USS I 52.4 mill ion in FYI I. This rise is on account of 
higher demand from the Vl iddle East, following an improvement in Pakistan ' s quality standards. 

71 

-0.4 

00 

12.6 

Both the Punjab and Sindh governments have facilitated this trend by setting up branded halal uni ts in 
their provi nces. The sector seems to have considerable potential, as Pakistan cunent ly holds a very 
small share in the global market for halal meat, which is estimated to be over US$ 600 billion.18

•
19 

The export of fish and fish preparations grew by 6.5 percent in FY 12, on account of higher unit 
values. This share in food exp011S had been stagnant at around 7.0 percent for the last five years, 

ir. Pukistani wheal is priced at US$ 3 I 5 per MT compared to Indian and Russian wheat, which are priced at $280 and $250 
per MT, respectively. 
17 To avoid such a situation in future. the govemment should set support prices after taking into account global production 
and price trends. 

ix Source: www.halalpakistan.com. 
1
" The larges! halal meat exponers in the world are Brazil. France. Thailand and Malaysia: whereas the Middle East and 

US/\ are the biggest importers. 
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which can be attributed lo non-compliance 
with international standards.20 This has also 
resulted in a shift of exports from more 
lucrative European markets, to the Midd le 
Eastern market. In order to increase export 
earnings from this source, an improvement in 
quality standards at different stages (from 
fishing to packaging) is essentia l. In this 
regard, several EU missions have visited 
Pakistan and tried to set up pilot projects. In 
our view, the biggest hurdle seems to be lack 
of education, as fi shermen are unable to 

Table 8.5: T extile Expor·ts - F\' 12 

million US$ 

Raw couon 

Conon ) am 

Cotton fabrics 

Collon carded 

llosicry 

Rt!d-wear 

Towels 

Rcadymadc garments 

Growth 
(%) 

28.4 

-17.8 

-4.2 

-6 1.4 

-13.9 

-16.2 

-10 

-8.6 

Source· Pakistan Bureau of Statistics 

Quantum 
Abs. L\ impact 

102.3 288.8 

-388.2 155.6 

-108 -0 4 

-1 8.7 -204 
-3 19.3 -560.8 

-337 -394.9 

-75 9 -134.8 

-153.6 -494 

follow complicated procedures for track ing and storing the fish. 

Textiles 
Textile exports declined by US$ 1.4 billion 
during FY 12, due to lower consumer spend ing 
in the US and EU. Other textile producers li ke 
Ch ina, India, Bangladesh and Indonesia, also 
faced contraction in their expo1is to these 
markets. In fact. the decline in Pak is tan's 
exports was smaller than other countries. This 
may be attributed to the fact that its unit values 
are the lowest among peers. wi th buyer 
deciding to switch to low-price products. 21 

Fu1ther111ore, the decl ine in unit prices of 
cotton and cotton yarn in FY 12, a lso hit our 
export earnings: quantity gains were 

Figure 8. 14: Contribution in Textile Export Growlh 
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Source: Pakistan Bureau o f Statistics 

Price 
impact 

-186.5 

-543.8 

0 .2 

1.7 

241.5 

57.8 

58.9 

340.5 

completely offset by the negative price impact in yarn, and to a lesser extent in raw cotton (Ta ble 
8.5).22 In addition to unravorable global condi tions, Pakistan's textile exports were also hit by 
domestic energy shortages, as local manufacturers could not meet delivery deadlines. This has also 
dented their reputation in export markets as credible suppliers. 

leather exports registered a decl ine of3.6 percent during FY 12, in sharp contrast to a 25.4 percent 
increase last year. Leather exports, including garments and footwear, declined by 15.7 and 5.8 
percent, respectively. Leather products, being relati vely expensive, arc more sensitive to global 
economic conditions. Paki stan i expo1icrs are facing stiff competition from China and fndia, who not 
only benefit from economics of scale but also have much betlcr des igning and manufacturing 
facilities. Moreover, availab ility or cheaper substitutes in the global market. and rising domestic cost 
of production have also hurt the compe1 it iveness or Pakistani exports. We also believe that Pakistan 's 
branding in this sector lags beh ind its competitors. 

20 
Application of San ital) and Phyto-sanitary Measures (the 'SPS Agreement") entered inLo force with the establishment of 

the World Trade Organization on I" January 1995. lt concerns the application of food sa fety and anima l ano plant health 
regulations. 
21 For details. please see A nncxurc I in 513 P Third Quarterly Rcpon for 2011- 12. 
2 ~ New York a\eragc cotton prices in FY 12 wcr.: I 05.2 cents/lb compared to 157.9 ccnL~/lb in FY 11 . 
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Cement exports increased by 2.1 percent in 
FY 12, largely due to an improvement in the 
export of Ordinary Portland Cement (OPC).23 

In addition ro higher demand from 
Afghanistan, OPC expo11s to India and Sri 
Lanka benefitted from improved relations 
with the two countries that saw a relaxation in 
import restrictions imposed earlier. As a 
result , cement exports improved in H2-FY 12 
(Figure 8.15). In contrasr to OPC however. 
SRC expo11s 10 its main i:1arket, Iraq, 
decl ined. This was mainly due to competition 
from Iran and the UAE, which benefitted from 
closer geographical proximity to the country.24 

Direction of Exports 
The US remained the top destination for 
Pakistani exports, fo llowed by UAE, 
A.fghanistan and China (Table 8.6). 25 

Bangladesh is also a top export destination for 
Pakistan, with 2.7 percent share in total 
exports. Exports to UAE and China increased 
compared with last year, whereas those to the 
US and Europe declined. In U1e case of the 
US and F.11rore, the decline was the result of 
financial and economic strains facing these 
economies. On the other hand, a 46.3 percent 
fa ll in exports to Bangladesh compared with 
last year, was mainly the result of high basc­
effect. Last year, Bangladesh imported a large 
quantity of raw cotton from Pakistan due to a 
shortage in the international market. 

Market Diversijication 
On a positive note, there was some 
improvement in market diversification. 
Traditionally, Pakistan 's exports have been 
concentrated towards the US and EU markets, 
which makes them vulnerable to these 
economies. However, since FY03, Pakistan has 
gradually diversified its expon markets; the 
share of exports to North America and EU has 
declined from around 55 percent in FY03, to 43 
percent in FY11, whereas the share of Asia has 
increased from 39 percent to 50 percent. This is 

Figure 8. 15: Cement Exports (YoY growth) 
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Table 8.6: Top 10 Export Destinations 

million USS 

"' N 

;;:: >-
'7 t.... 

i: 
,.:. 
:i:: 

FYll FY12 YoY growth % share in 

USA 3,956.9 3,533.0 - 10.7 

UAE I ,808.1 2,303.1 27.4 

Afghanista 2.335.0 2,247.6 -3.7 

China 1.634.3 2,195.5 34.3 

UK l.206. I l.1 84.2 -J.8 

Gcnnany 1.271.9 l,052.9 -17.2 

Bangladesh l ,0 15.0 634.8 -37.5 

Ttaly 790.1 580.0 -26.6 

Belgium 658.9 521.8 -20.8 

Spain 57!.4 490.I - 14.2 

Total 2,4810.4 2,3631.9 -4.8 

Source: Pakistan Bure-au of Statistics 

Figure 8.16: Geographical Concentration of Exports 
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lJ Ordinary Portland Cement (OPC) accounts for 90 percent of the country·s production capacity, and recovered from last 
~·car's decline growing by 3.8 percent in FY12. 
-·1 O PC cxpo1ts to India and Sri Lanka grew by 11 percent and 41 percent respectively during Jul-May ['Y l 2, following the 
relaxation in export licenses a:id quality standards imposed by the two couiiu-ies on Pakistan's cement exports. 
15 The share o f Afghanistan in Pak.iswn·s exprn1S has surprisingly increased in recent years. However. this is mainly because 
the informal trade between the two countries is aow being documented. 



Balance of Payments 

a heartening trend, as Asia is increas ingly driving g lobal economic growth. The Gini-1-Iirschman 
Index also confirms th is diversification (Figure 8. I 6). 26 

8.7.2 Imports 
Imports grew by 11.1 percent YoY during 
FY 12, to US$ 44.9 billion. The increase was 
due to a sign ificant increase in international 
commod ity prices, pruticularly oil. Other than 
prices, the increased quantum imports for 
power, construction, transport, and 
agricul ture, also contribu ted to rise in the 
import bill during FY 12 (Figure 8.1 7). 

The increase of petroleum products during 
FY 12 was caused by both a rise in prices, and 
higher demand. Gas load shedd ing, rising 
sales of automobi les, and narrowing price 
differential between CNG and petrol, have 
increased the demand for petroleum products. 

Fig11rc 8.17: Contribution iu Import Growth 
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On the other hand, a fal l in crude oil impo1ts was the result ofrefineries' inabil ity to purchase oil due 
to the growing circular debt problem (see Chapter 3). 

Palm oil imports increased for the second consecutive year, growing by 20. 7 percent during FY 12. 
The increase in quantum can be attributed to a preferential trade agreement with Indonesia that was 
approved in September 20 I I. and became effective from January I, 2012. As a result of this 
agreement, Pakistan lowered impo1t duty on palm oil by 15 percent from the world's top producer.27 

Fertilizer imports also remained strong. As gas supply to the ferti lizer industry remained sporadic 
during the year, urea production declined, and imports became necessary. However, the government 
overestimated the impo1t requirement for the kharif season, which led to a urea g lut in the latter half 
of FY 12. While domestic prices remained suppressed because of this excess supply, manufacturers ' 
profitability a lso suffered due to the increase in operating costs, fa ll in output, and depressed prices. 
Since imports are subsid ized - as domestic prices are lower than international prices - the 
government's subs idy bill also increased. New arrangements regarding supply of gas to fert ili zer 
industry, and canyover stock may, however, reduce the need for imports next year.28 

Road motor veflicles recorded a 20.6 percent increase during rY 12, on account of increased imports 
of completely built units (CB Us) of motor cars, buses and motorbikes. 

In the backdrop of rising domest ic prices, locally assembled cars faced stiff competition from imports 
of used Japanese cars, which have increased five-fold over the last year. 29 Despite being 5 years o ld, 
anecdotal evidence suggests these cars compete quite well against the ir locally assembled counterparts 
on price dependability, as well as interior features. 

26 The Gini-Hirschman geographica l concentration Index is defined as G = l:l:(xi/X)21112 
. • where the annual value or cxpo11s 

to country i is rcpre~ented by xi, while the annual value of' total exports is X. I ligher the value of the index, more 
concentrated are the country's exports. For instance, if the value is I, it means that the country exports to a single country. 
27 Indonesia is the largest palm oil producing country in the world, followed by Malaysia. On the other hand. Pakistan is the 
third largest buyer of palm oil in the world. 
Z& For details .. see Annexure 3 Fertilizer in SBP's 3rd Quarterly Report for 201 1-12. 
2

'
1 According to Pakistan Motor Dealers' Association, Pakistan imported around 55.700 units of used cars in FY 12, compared 

to 11 ,300 units in FYI I. 
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Interestingly, as per customs record, imports of 
CB Us amounted to US$ 523.0 mill ion 
whereas, as per the exchange record data, this 
was j ust US$ 70.6 million (Figure 8.18). This 
clearly indicates that payments for bu lk of 
impo1ted used cars, are being made from 
outside the country.30 

Going forn1ard, as production of some locally 
assembled models is phased out to comply 
with Euro-II emissions standards, we believe 
imported used cars will continue to beneti t ­
particularly in the under-1 SOOcc segments.3 1 

However, the government' s recent decision to 
limit the depreciat ion allowance, which can be 
claimed for duty purposes (effectively 
increasing customs duty), is likely to s low 
down the pace of impo1ts as prices rise.32 

Macltinery imports increased by 6.9 percent 
during FY 12 in contrast to a 1.7 percent fa ll 
last year (Table 8.7). The majo r d river of this 
growth was te lecom machinery, mostly 
cellular phones. The share of other machinery 
groups was rela tively small, with textile 
machinery posting negative growth. 

Sugar imports fell by 98.0 percent compared 
to last year. mainly due to sufficient 
avai labi lity as a result of better domestic 
production and can yover stocks from last 
year (Table 8.8).33 In fact, Pakistan is now in 
a position to export sugar, and there is an 
oppo1tunity to enter into barter trade with 
Iran, as it is planning to buy about 1.6 million 
tons of sugar from the international market. 
Pakistan can offer at least 200,000 tons of 
sugar to [ran in exchange for fetti lizer.34 

Raw cotton impo1ts fell compared to the 
previous year due to a good cotton crop. This 
was in contrast to FY I J when Pakistan had to 
impo1t significant quantity of raw cotton to 

Figure 8.18: CBU Imports 

OExchongc rccord• Customs based• Age limit (rhs) 

600 

500 

..., 400 
(/) 

::J 

~300 

'5200 

100 

0 f 
-

-
I r r I 

FY07 FY08 FY09 FYI O FY I ! FY12 

Source: Pakistan Bureau of Statistics 

Table 8.7 : Contribution in Mach.inery Import Growth 

percentage points 

Power generating 

Office machinery 

Textile 

Constmction and mining 

Electrical and apparatus 

Telecom 

A . Mui.I ii~ phoue 

B. Other apparatus 

Agricultural machinery 

Other machinery 

T otal machinery 

Source: Pakistan Bureau of Statistics 

FYIJ 

· 1.8 

0.3 

3.0 

-0.9 

2.2 

4 .9 

3.9 

1.0 

- 1.8 

-1.6 

-1.7 

T able 8.8: M ajor Items Recorded YoY Decline in Imports 
Abs. t. (million 

6.0 

5.0 

4.0 

3.0 
~ 
"' .., 
>. 

2.0 

1.0 

0.0 

FYJ2 

0.4 

0.8 

-0.2 

0.6 

0.4 

4.6 
3.1 

1.5 

0.5 

-0.2 

6.9 

USS) YoY Growth (%) 

FYl2 FYlt FYl2 

Sugar -671.6 132.2 -98.0 

Air crafts, ships, etc. -456.4 5.9 -55.4 

Raw cotton -489.9 62.0 -50.0 

Jute ·1 9.6 12.1 -27.4 

Soybean oil - 15.5 142.2 -23.2 

Aluminum ·1 5.3 -1.3 -10.9 

insecticides - 16.7 -4. 1 ·10.9 

Source: Pakistan Bureau of Statistics 

fi..Ilfi ll needs of the domestic textile industry. It may be recalled that Pakistan faced a shortage of 
cotton in FY I I , after it exported th is commodi ty to China and Bangladesh. 

30 lmpo11ers of used cars usually have agents in the host country who collect money from the expotriates. The importers in 
Pakistan make Ihc payment in Rupees to the relatives of expatriutes. and the car is imported as ei ther g i fl. or transfer 
residence scheme. 
31 These accoumcd for a round 90 percent or used car imports during FY 12. 
;
1 Vidc Federal Bureau of Revenue·s COO 13/2012. 

33 Pakistan imported 1.65 mill icn MT of sugar from Brazil. Thaih111d. India. t.:AE, and Saudi Arabia during last three years. 
34 Source: Pakistan Sugar Manufacturing Associ at ion 
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Right Hand Side 
Relative Price Index 
Research and DcYelopment 

Stand-By Arrangement 
Sindh Board of Jnvestmcnt 
Slate Bank or Pakistan 
Special Drawing Rights 
S ukkur Electric Power Company 
Small and Medium Entcq1riscs 
Sui Northern Gas P ipelines Limited 
Sanitary and Phytosanitary 
Sulphate Res istant Cement 
Special Saving Cc1ii licale 
S ui Southern Gas Comptmy Limited 
small-Scale Manufactw·ing 
Short Tenn Debt 

Lisi of Acronyms 

Space and Upper Atmosphere Research Commission 

Turkrneni~tan -/\Lghanislan-Pakislan-lndia 

Treasury Bills 
Trading Corpomtinn of Pakistan 
Tariff Ditforential Subsidy 
Total External Debt 
T ribal Electric Supply Company 
Tem1 Finance Certi fica te 
T ransmission and Distr ibution 
Tons of Oil Equi\·alcnt 
Television 

United Arab Emirate:; 
United Kingdom 
United Nation 
Uni led Nations Conference on Trade and Development 

United States or America 
United Stales ot' America 

-------- -·-.. ··---.... ···------···-.......... ------- - ----- ------ --- ---
WAPDJ\. 
WEO 
WOM 

Waler an<l Powcr De\'clopmcnt Authority 
World Economic Out look 
Weeks o( [mporls 
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x - · ----------
XE Export Earning 

y 
-·- ·-·-w-----·-• • 

YoY Year on Year 
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