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FOREWORD

The Asian Development Bank (ADB) has been providing assistance to the Government of 

Pakistan since 1968, and to date it has provided a total of $11.5 billion in aid to the country.  In 2001, 

ADB provided a total of $957 million to Pakistan.  ADB's strong commitment to Pakistan will 

continue with over $800 million in average annual assistance for the period 2002 to 2005.  In 

particular, ADB is providing major policy based assistance to support the Government's economic 

and governance reform agenda, in addition to increasing assistance for projects with strong poverty 

reduction and gender and development objectives. 

As ADB's role as Pakistan's premier development partner assumes prominence, the need to 

prepare regular updates on the economy has become more pronounced. Fortunately, the task of 

preparing regular updates on Pakistan's economy has been rendered simpler by the improved flow of 

information from key data sources in the country.  For example, the State Bank of Pakistan now 

publishes quarterly reports in addition to its comprehensive annual report, and the Ministry of 

Finance, Central Board of Revenue and the Federal Bureau of Statistics post current data on their 

websites with a minimum time lag.  In addition, a number of banks and investment firms regularly 

publish analyses of macroeconomic trends. Not only does regular reporting of economic trends 

serve to reduce uncertainty and clear up ambiguities, but it is an invaluable tool when it comes to 

setting development priorities and ensuring that ADB's programs remain consistent with the 

Government's development agenda.

The following report is the first in a series of quarterly updates on Pakistan's economy 

prepared by the Pakistan Resident Mission.  We hope that the reports will not only enable ADB staff 

in implementation and monitoring of the Pakistan program, but will also be of use to others 

interested in following developments in the Pakistan economy.  We look forward to receiving any 

comments and suggestions to improve the quality of this product.

       M. ALI SHAH
Country Director, Pakistan



International political develop-
ments, particularly the events of 11 
September 2001, and the war in 
Afghanistan had a significant 
impact on Pakistan's political 
landscape in the first nine months 
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of FY2002 .  In spite of internal 
pressure from religious political 
parties and some civil society 
groups, the Government of 
Pakistan offered strong support to 
the international community in the 
war in Afghanistan. By end 
November 2001, as the Taliban 
regime collapsed in Afghanistan, 
the public mood appeared to 
strongly support the Government's 
position. The political situation had 
barely begun to stabilize though, 
when a terrorist attack on the Indian 
Parliament on 13 December 2001, 
precipitated another crisis .   
Tension mounted once again as 
India and Pakistan deployed troops 
in offensive positions on their 
common border, amidst interna-

tional calls for restraint. The 
situation began to abate somewhat 
during the SAARC summit in 
Kathmandu in January 2002, when 
the Indian and Pakistani leaders 
met during multilateral negotia-
tions on economic cooperation in 
South Asia.

In January 2002, just after the 
SAARC summit ,  Pres ident  
M u s h a r r a f  a n n o u n c e d  t h e  
Government of Pakistan's decision 
to take decisive steps to control 
sectarian violence and manifesta-
tions of religious extremism in 
Pakistani society. A ban was 
imposed on the activities of five 
extremist groups, while one was 
placed on a watch list. The interna-
tional reaction to the announce-
ment was very positive with a 
number of Western countries and 
China unequivocally welcoming 
the move.  Internally, the reaction 
to the ban and additional controls 

imposed was generally positive.  
Mainstream, moderate political 
parties agreed that action against 
extremism was long overdue, 
though a number of religious 
parties and groups reacted nega-
tively. Meanwhile, the law enforce-
ment agencies cautioned against 
reprisals by members of the banned 
groups, and the kidnapping and 
murder of an American journalist in 
February 2002, followed by a 
bombing in a church attended by 
the diplomatic community in 
Islamabad, has lent credence to the 
warnings.  

A l t h o u g h  i n t e r n a t i o n a l  
political developments have 
dominated Pakistan's politics in the 
last six months, the domestic 
political agenda does appear to be 
on track.  As a run up to general 
elections scheduled in October 
2002, increases in the number of 
seats for the National and 
Provincial Assemblies were 
announced in February 2002, based 
on the 1998 census. The National 
Assembly seats were increased 
from 237 to 350, of which 60 seats 
are to be reserved for women and 
25 for technocrats. The Govern-
ment met a longstanding demand of 
minorities by announcing that the 
general elections would be held on 
the basis of joint electorate. The 
Election Commission was reconsti-
tuted with the retiring Chief Justice 
of the Supreme Court as its 
Chairman to undertake preparatory 
work for elections.

I.   POLITICAL 
     DEVELOPMENTS
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1. Fiscal year runs from July through June.

With improved macroeconomic fundamentals the Pakistan econ-

omy absorbed the shock of post-September developments reason-

ably well. Continued implementation of sound macroeconomic 

policies and the planned economic and governance reforms can 

fairly quickly put the economy back on the path of high growth with 

poverty reduction. 



As preparations for the transfer of 
power in Pakistan progress, considerable 
concern has been expressed, both 
domestically and internationally, on the 
continuity of reforms initiated by the 
present Government.  Taking cognizance 
of this uncertainty, the federal cabinet, on 
3 April 2002 approved a plan to hold a 
referendum to get the voters' approval for 
President Musharraf to continue as 
President for five years after the October 
elections, to ensure the continuation of 
reform policies. The referendum is to be 
held on 30 April 2002. A number of 
political parties are opposing the holding 
of the referendum.  

DOMESTIC SECTOR

Introduction: 

The first nine months of FY2002 
have been most eventful for the economy 
of Pakistan. The September terrorist 
attacks in the USA, subsequent war in 
Afghanistan, and mobilization of Indian 
and Pakistan armies on their common 
borders following the December 13 attack 
on the Indian Parliament building 
triggered serious security concerns in the 
country. These security concerns, 
together with slowdown of the global 
economy, have adversely impacted the 
Pakistan economy.  On the positive side, 
lifting of economic sanctions by donor 
countries and signing of the Poverty 

II.   ECONOMIC 
       DEVELOPMENTS

Reduction and Growth Facility (PRGF) in 
December 2001 with the International 
Monetary Fund have opened up possibili-
ties of inflow of substantial financial 
assistance from multilateral and bilateral 
donors in support of the ongoing reform 
program.  Along with the greater access to 
European Union markets, this has made it  
possible  to achieve sustainable, higher 
growth in a much shorter period than 
earlier projected.  Implementation of 
strong   economic   reform   program  
over  the preceding one and half years 
also had improved Pakistan's macroeco-
nomic fundamentals to enable the 
economy to better absorb the shocks 
generated by the post-September 11 
developments. The rescheduling of the 
country's bilateral external debt by the 
Paris Club  (13 December 2001 ) has 
further reduced the vulnerability of the 
Pakistan economy.

Growth: 

Fragmentary information available 
on the real sectors of the economy for the 
first 7-9 months of FY2002 shows that the 
Pakistan economy has performed 
reasonably well amidst global slowdown 
and difficulties experienced after the 

2September events (table 1) . Growth of 
the large-scale manufacturing sector 
rose to 5.2 percent in the first seven 
months of FY2002 compared with 3.2 
percent registered in the same period of 

3
the last year . The textile and apparel 
group, the largest industry in Pakistan, 
sugar and fertilizers led the growth, with 
higher output growth than last year. The 
ongoing modernization of the textile 

_

2. National Accounts data are not available on quarterly basis.
3. Excluding sugar production, growth of large-scale manufacturing in the first seven months of the 

current year (4.2 percent) is lower than last year (7.4 percent) - sugar showed an increase (13.5 
percent) this year in contrast with a sharp decline (21.6 percent) last year.
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Table 1  Growth and Inflation

July - March*
2001

GDP Growth 

Agriculture

Large-scale Manufacturing

CPI-based Inflation**

    -  :   Not available

* Growth of the large-scale manufacturing sector is for the July-January period only. 

** Based on comparison of the12- month moving average of CPI. 

FY01 July - March*
2002 FY02

2.6 

-2.5 

7.8

4.4

- 

- 

3.2

4.7

-

-

5.2

2.8

3.5

2.0

7.0

3.0

industry, reflected in large increases in 
imports of textile machinery in the last 
two years, has enabled the industry to 
better face the global recession. 
Industries, which suffered declines, were 
vegetable ghee, cigarettes, and cement.  
Higher growth in sugar will continue to 
have a positive impact on the large-scale 
manufacturing sector's growth for the rest 
of the year. There are also initial signs of 
comeback of investor confidence as well 
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as increase in consumer spending . Under 
these circumstances, the full year growth 
in the large-scale manufacturing sector is 
expected to be about 7.0 percent, which 
would be only marginally below the 
growth realized in FY2001. 

The latest estimates on area and 
production of major crops show that their 
output will register a modest growth in 
FY2002 over last year. If minor crops 

show a similar growth and the livestock 
sub-sector more or less repeats its last 
year's growth performance, the agricul-
ture sector is likely to expand by about 
2.0 percent this year compared with a 
negative growth of 2.5 percent recorded 
last year. Estimates of three out of four 
major crops now available show that 
output of sugarcane will be about 7 
percent higher than last year and cotton 
output will be more or less the same as last 
year.  The outlook for the wheat crop also 
has improved after the recent winter rains, 
and its output is likely to be 4-5 percent 

5  higher than last year . Only the rice 
output, among major crops, is lower than 
last year by 21 percent.

With growth of agriculture estimated 
to be much better than last year and that of 
large-scale manufacturing only margin-

6
ally lower , the FY2002 GDP growth 

4. Preliminary data shows that foreign portfolio investment, which had been negative, became positive 
in January and February 2002.  Also foreign direct investment is on the rise.  One of the  proxies for 
consumer spending, orders being placed with local assemblers of automobiles have shown a 
substantial increase.

5. Large increases in the volume of imports of fertilizers and insecticides in the first nine months of 
FY2002, as well as in domestic production of fertilizers also point toward a higher activity in the 
crop sector. Also, there was a substantial increase in both gross disbursement and net increase in 
agricultural credit.   

6. Agriculture and large-scale manufacturing are the two major commodity producing sectors 
accounting for 37 percent of GDP.

3
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should be an improvement over the last 
year. It is estimated that the FY2002 
growth rate will be about 3.5 percent, 
which is higher than our earlier estimate 
of 3 percent. 

Prices: 

Inflation showed a downward trend 
in the first nine months of FY2002. The 
annual inflation rate, based on a compari-
son of the 12-month moving average of 
the Consumer Price Index (CPI), declined 
from 4.4 percent in June 2001 to 2.8 
percent in March 2002. The other two 
price indices namely, the Sensitive Price 
Index (SPI) and Wholesale Price Index 
(WPI), also showed decline in inflation. 
Comfortable supply position of essential 
commodities, like wheat flour and sugar, 
lower international prices of petroleum 
and petroleum products, lower domestic 
prices of cotton and building materials, 
and sharp appreciation of the Pakistan 
Rupee after September contributed to low 
inflation. 

Price stability is likely to be main-
tained during the rest of the current fiscal 
year. The Rupee-Dollar parity should 
remain stable for the remaining part of the 
year, given high level of foreign exchange 
reserves. Expected higher production of 
sugar and better prospects for the wheat 
crop augur well for availability of basic 
food items. Thus, all the factors, which 
contributed to lower inflation in the first 
nine months of the year, are likely to 
continue, except petroleum prices. Oil 
prices have increased sharply in the last 

two months, and in the coming months 
these higher prices are likely to continue 
and exert some upward pressure on 
inflation. 

Monetary Management: 

The SBP adopted a relatively easy 
monetary stance during the first eight 
months of FY2002. Money supply 
increased by 9.6 percent compared with 
4.3 percent in the same period of the last 
year. The discount rate was lowered from 
14 percent in June 2001 to 9 percent by 
February 2002, and the annual rate of 
return on 6-month Treasury Bills declined 
from 12.9 percent to 6.4 percent.  
However, the impact of this policy on the 
lending rates of commercial banks was 
relatively small, with the average rate 
declining only from 14 percent to 12 
percent.  The SBP could pursue a rela-
tively easy monetary policy in the first 
eight months of FY2002, because 
monetary policy was no longer dictated 
by the need to stabilize the exchange rate.  

The bulk of the increase in money 
supply in the first eight months of 
FY2002 was accounted for by the 
increase in the net foreign assets of the 
banking system, reflecting the sharp 
increase in foreign exchange reserves. 
The private sector's demand for credit was 
low; with net increase in credit to the 
sector at Rs 44 billion being less than half 
of last year's increase of Rs 92 billion.  
The two explanations are being given for 
this large decrease. One, lower inflation 
this year, particularly the WPI-based 
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inflation rate, reduced the private sector's 
working capital requirements in nominal 
terms; and two, given the appreciating 
Rupee, exporters preferred to convert 
their receipts into rupees at the earliest, 
which improved their cash flow and 

7
reduced the need for bank loans .

Fiscal Situation: 

The fiscal balance worsened in the 
first half of FY2002, with the overall 
budgetary deficit increasing to 2.7 
percent of GDP compared with 2.2 
percent in the same period of last year 
(table 2).  This increase was due to a large 

Table 2  Consolidated Federal and Provincial Fiscal Position
(Million Rs)

H1-FY01 H1-FY02
Change in H1-FY02

over H1-FY01

Source: www.finance.gov.pk:   December 2000 & 2001

247,622

204,926

182,420

13,076

42,696

325,930

298,962

103,791

61,248

41,716

-13,256

-1,492

-78,308

2.2

263,926

209,007

174,990

24,337

54,919

363,815

296,660

123,687

54,221

50,871

6,840

9,444

-99,888

2.7

6.6

2.0

-4.1

86.1

28.6

11.6

-0.8

19.2

-11.5

21.9

-

-

27.6

-

Total Revenue 

Tax Revenue (Net) 

        Of which: 

        CBR Taxes 

        Surcharges 

Non-tax Revenue 

Total Expenditure 

Current Expenditure 

        Of which: 

        Interest 

        Defense 

Development Expenditure 

Net Lending 

Unidentified Expenditure 

Budget Deficit 

Budget Deficit (% of GDP) 

5

7. Exclusive of export credit, net lending to the private sector in the first eight months of FY2002 was 
only about 30 percent less than last year.  This is more or less in line with a 26 percent decrease in the 
price of cotton, raw material for the largest industry of the country.  Lower oil prices also reduced 
the working capital requirements of the private sector.
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increase in expenditure. Consolidated 
expenditure of federal and provincial 
governments increased by 11.6 percent, 
while revenues increased by only 6.6 
percent. Expenditure had increased only 
marginally by 0.9 percent and revenues 

8by 4.7 percent in FY2001 as a whole .

The increase in expenditure in the 
first half of FY2002 was exclusively due 
to an increase in development expendi-
ture and net lending. Development 
expenditure increased by 22 percent to Rs 
51 billion, which is 40 percent of the 
target for the whole year. It is encouraging 
to note that for the first time in the past 
several years, development expenditure is 
more or less on the target. There was a net 
lending of Rs 6.8 billion to provinces and 
public sector enterprises this year in 
contrast with retirement of Rs 13.3 billion 
last year. The current expenditure 
declined marginally by one percent 
because of a large fall in defense 

9spending . However, if the unidentified 
expenditure is treated as part of current 
expenditure, as is likely, current expendi-

ture showed an increase of 2.9 percent. 
Total social and poverty related expendi-
ture was budgeted to increase by 26 
percent to Rs 150.7 billion in FY2002. 
Problems of transition associated with the 
ongoing devolution program reforms 
have resulted in a substantial shortfall in 
this expenditure in the first half of 
FY2002. At Rs 39.4 billion, the actual 
expenditure was only 26 percent of the 
expenditure budgeted for the year as a 
whole. 

Net tax collection by the Central 
Board of Revenue (CBR) showed a 
decline of 3.6 percent in the first eight 
months of FY2002 in contrast with an 
increase of 15.4 percent in the corre-

10
sponding period of FY2001 . The 
slowdown in CBR's gross tax collection, 
however, was less; it increased by 2.9 
percent in the first eight months of 
FY2002 compared with 14.6 percent in 
the same period last year. The divergence 
between trends in gross and net tax 
receipts was due to a sharp increase in 
payment of rebates  (see box 1). 

6

8. Comparable growth in revenue receipts and expenditure in the first half of FY2001 is not available, 
as the Finance Ministry did not publish the six-monthly fiscal position in FY2000.

9. This apparent decline is probably only because of delays in reconciliation of defense expenditures, 
given the security situation and deployment of troops on the western borders with Afghanistan since 
September and on the eastern border with India toward the end of December.  It is likely that the bulk 
of the unidentified expenditure, which is quite large (Rs 9.4 billion) this year, is defense related.

10. Total revenues as noted earlier increased by about 7 percent because to compensate for lower tax 
receipts the Government increased petroleum surcharge as POL prices declined.  Receipts from 
surcharges increased by 86 percent in the first half of FY2002, and non-tax receipts rose by 29 
percent.
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Box 1  Tax Rebates

There was a sharp increase of 41.5 percent in the payment of tax rebates in the first eight 
months of FY2002 compared with an increase of 10.2 percent in the corresponding period 
of FY2001. To meet the fiscal deficit target, the Government seems to have slowed down tax 
rebates last year. To provide support to exporters under difficult external conditions, the 
Government seems to be pursuing just the opposite policy this year.  The wide variations in 

athe growth of rebate payments over the past several years , indicate that there is a consider-
able degree of arbitrariness in the level of rebates, and that enhances the discretionary 
powers of bureaucrats and gives rise to uncertainty for businesses.  According to a recent 
survey of business firms carried out by ADB, business community perceives uncertainty 
regarding the amount of tax they will ultimately have to pay as their number one problem.

CBR Refunds
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It is heartening to note that, despite a 
slowdown in CBR's total tax collection, 
increase in direct tax receipts was 
sustained in the first eight months of 

11
FY2002 . There was also a structural 
improvement in the direct tax system, 
with the share of direct taxes not collected 
with normal return or on demand, the bulk 
of which are withholding taxes, declining 

11. Direct tax receipts increased by 11.4 percent compared with 13.9 percent last year.
12. Abolition of five types of withholding taxes, lower tax collection from tax on interest income from 

securities, accounts and deposits, and decline in import-related withholding taxes were responsible 
for lower collection from withholding taxes.

from 83 percent last year to 76 percent this 
12

year .   The present Government's efforts 
to bring more people in the tax net through 
tax surveys and other such measures are 
also showing positive results, and the 
number of individual taxpayers increased 
by 13 percent to 2.1 million during the 
first eight months of FY2002. 
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Stock Market: 

The KSE-100 lost 116 points in just 
three trading days following 11 
September and the market had to be 
closed for about a week. The index 
declined from 1256 on 10 September to 
1075 on 2 October (see figure1). 
Subsequently, expectations of significant 
economic benefits by way of debt 
rescheduling and inflow of foreign 
assistance after Pakistan joined the 
coalition against global terrorism gave 
boost to market sentiments.  Lifting of 
economic sanctions by the United States 
and receipt of grant assistance further 
reinforced these positive sentiments.  The 
KSE-100 rose above 1400 level on 29 
October and hovered around that level 
until the terrorist attack on the Indian 
Parliament building on 13 December.  

Figure 1  Stock Market Performance 
3 September 2001 - 1 April 2002
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The fear of war between the two countries 
triggered by mobilization of troops on 
their common border again depressed the 
equity market. However, investor 
confidence revived as the fear of war 
receded due to international diplomatic 
efforts.  The 12 January 2002 speech by 
the President announcing steps to control 
sectarian violence and manifestations of 
religious extremism in Pakistani society 
further boosted the market sentiment.  
Substantial appreciation of the Rupee, 
low interest rates, and low level of equity 
prices had also made equity market 
attractive for investors. As a result, the 
stock market staged a sharp recovery, 
with the KSE-100 Index crossing the 
1900 level on 14 March 2002. Since then 
the KSE-100 index has hovered between 
1800 and 1900. 

Appreciation of the 

Rupee, low interest 
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The corporate debt market strength-
ened further in the first half of FY2002.  
Eleven new term finance certificates 
(TFCs) were floated for a total amount of 
Rs 7,525 million.  All issues, except two, 
were fully subscribed.  In a number of 
cases, there was over-subscription and the 
green shoe option was invoked.  
Improvement in the corporate debt 
market in the last 12 months resulted 
mainly from reforms in National Saving 
Schemes and the launch of the Pakistan 
Investment  Bond (PIB) by the 

13Government .

EXTERNAL SECTOR

The global economic slowdown and 
the post-September developments 
significantly impacted the external sector 
of the Pakistan economy. There was a 
substantial decline in imports in the first 
three quarters of FY2002 mainly because 
of lower international oil prices and 
decline in sugar imports.  Similarly, 
exports also declined, albeit by a smaller 
magnitude. As a result, the trade deficit 
declined to $819 million, which was only 
62 percent of that in the corresponding 
period of last year. With the inflow of 
grant assistance and sharp increase in 
workers' remittances, the current account 
registered a surplus in the first half of the 
year.  

Trade Account: 

Growth of exports, which had 
substantially slowed down in the first 
quarter of FY2002 due to global reces-
sion, suffered a further setback in the 
second and third quarters of the year due 
to disruptive effects of post-September 
developments.  Exports increased by only 
1.8 percent in the first quarter, and for the 

13. The rate of return settled in the auction of PIBs served as a benchmark for TFC issues.  For some 
TFCs, the coupon rate was quoted as rate of return on PIBs plus some margin, with floor and ceiling 
rates of return. 

14. These four items account for almost half of total export receipts from textile manufactures.

first three quarters of this year, exports 
declined by 2.8 percent compared with an 
increase of 8.4 percent last year. The bulk 
of the decline in exports in value terms 
was caused by lower international prices 
of Pakistan's exports, reflecting global 
recession. For majority of export items 
there was a significant increase in 
volume. 

The export of primary commodities 
recorded the largest decline of 20.4 
percent, while manufactured exports, 
both textiles and others, showed only 
nominal declines in the first three quarters 
of FY2002. Export of rice and fish, which 
together account for 72 percent of export 
receipts from primary commodities, 
showed declines of 18.3 percent and 10.9 
percent, respectively, in the first three 
quarters of FY2002. The decline in value 
of rice exports was partly cushioned by 
the increase in the share of the higher 
priced Basmati rice to 56 percent from 43 
percent last year. Cotton exports were 
almost negligible (declining from $127 
million last year to only $13 million), 
mainly due to the sharp fall in interna-
tional cotton prices, but for the first time 
Pakistan exported significant amount of 
wheat ($48 million in the first three 
quarters of this year). 

Textile exports, which account for 
more than three-fourths of manufactured 
exports, declined by 1.1 percent in the 
July-March period. In most cases, value 
of textile exports was protected through 
increases in volume.  Quantum exports of 
bedwear, readymade garments, towels, 
and cotton fabrics recorded large 
increases of 25 percent, 22 percent, 17 
percent, and 9 percent, respectively, in the 
first three quarters of FY2002 compared 

14with the same period of FY2001 . Only 
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the export of knitwear, the bulk of which 
goes to the USA, was significantly 
affected by the post-September develop-
ments, declining by 13.5 percent in terms 
of volume. It seems that modernization of 
textile industry going on for the last two 
years enabled the industry to increase the 
volume of exports in the face of falling 

15prices . 

Among imports, the food group 
showed the largest decline (24 percent) in 
the first three quarters of FY2002 fol-
lowed by petroleum and petroleum 
products (23 percent), fertilizers (8 
percent), and machinery (3 percent). In 
the food group, sugar imports declined to 
$23 million in the first three quarters of 
FY2002 from $218 million in the same 
period last year. Large stocks carried over 
from last year and expectation of a better 
sugarcane crop contributed to the 
decrease in sugar imports. Import of tea 
also showed a large decline.  

Machinery imports, which had been 
increasing up to the first quarter of 
FY2002, plummeted in the next two 
quarters, reflecting erosion of investor 
confidence following the September 

16events . Most categories of machinery 
experienced declines, except imports of 
textile and construction machinery, which 
continued to grow. Import of textile 
machinery increased by 17.6 percent in 
the first nine months of FY2002, reflect-
ing the ongoing BMR in the textile 
industry. Import of construction machin-
ery recorded a large increase of 62 
percent, in response to the incentives 
provided in the budget and possibly 
indicating the beginning of an upturn in 
construction activity. 

15. Exclusive of synthetic fiber and art silk and cotton yarn, value of textile exports also increased by 5.3 
percent.

16. Import of machinery increased by 7.4 percent in the first quarter, but declined by 8.0 percent in the 
second and third quarters.

Intermediate goods and raw materials 
imports have grown strongly in volume 
terms, indicating some turnaround in 
economic activity in the country.  Imports 
of iron and steel, steel scrap, and alumi-
num showed large increases of 22 
percent, 40 percent, and 17 percent, 
respectively. Inputs for the textile 
industry showed a 13 percent increase in 
imports. The volume of fertilizer imports 
registered a significant increase of 13.6 
percent in the first nine months of 
FY2002, but due to a large decline in their 
unit value, their value decreased by 7.7 
percent. Increase in fertilizer imports may 
be a direct consequence of the decision by 
FFC-Jordan Fertilizer Company to stop 
production of Di-Ammonium Phosphate 
(DAP) due to heavy losses. Import of 
motor vehicles, mostly knocked down 
kits for local assembly, declined by 10.7 
percent in the first nine months of the 
year.  Recently, there has been an upsurge 
in demand for automobiles and the 
domestic assembly plants have started 
increasing production, resulting in an 
increase of 10 percent in motor vehicle 
imports in the third quarter.

Current Account: 

As a result of the favorable post-
September developments, there was an 
unprecedented surplus of $1.3 billion in 
the current account in the first half of 
FY2002 (table 3). The improvement in 
the current account of the balance of 
payments was broad-based, as all the 
components of the current account 
showed improvement.  The movements 
in various components are discussed 
below. 
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The services account balance 
showed an improvement of $172 
million in the first half of 
FY2002, the bulk of the improve-
ment occurring in the second 
quarter. There was a major 
contraction in interest payments, 
largely reflecting the decreasing 
stock of private loans and FE 45 
deposits and lower international 

APRIL 2002

Table 3   Balance of Payments (Million $)

IH-FY00 HI-FY01 HI-FY02

Change in 
HI-FY01

over 
HI-FY00

Change in 
HI-FY02

over 
HI-FY01

Trade Balance

Services

Current Transfers

       Of which: 

       Remittances

       Official Transfers

Current Account Balance

Capital Account

  Change in Reserves
( - Increase / + Decrease)      

Errors & Omissions

Exceptional Financing

Source. The State of Pakistan's Economy, Second Quarterly Report for the 

Year 2001-2002, and Second Quarterly Report for the 

Year 2000-2001, State Bank of Pakistan

-1,020 

-1,327 

1,600 

517 

54 

-747 

-1,499

154

304

1,868

-766

-1,621

2,125

609

482

-262

-764

51

350

623

-48

-1,449

2,773

983

941

1,276

-525

-1,332

441

140

-24.9

22.2

32.8

17.8

792.6

-64.9 

-49.0

 -66.9

15.1

-66.6

-93.7

-10.6

30.5

61.4

95.2

-

-31.3

-

26.0

-77.5

17. Balance of trade (BOT) numbers quoted here are derived from actual export receipts and import 
payments based on foreign exchange transactions and, because of leads and lags, differ from trade 
numbers (derived from physical movement of goods across the borders) discussed earlier. BOT 
based on the latter was $417 million for the first half of this year and $922 million last year. The 
difference between BOT numbers derived through these two methods is exceptionally large this 
year, because of earlier realization of export bills triggered by the change in expectations regarding 
future movements of the exchange rate following the significant appreciation of the Rupee after 
September.

The trade deficit declined to $48 
million in the first half of FY2002 
compared with a deficit of $766 
million in the corresponding 

17
period of FY2001 .  The bulk of 
the contraction in the trade deficit 
was due to a reduction of $492 
million in import bill for petro-
leum and petroleum products, 
because of lower prices. 
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a. Remittances, excluding receipts on account of Iraq-Kuwait war affectees and receipts under 
the Hajj Sponsorship Scheme, increased by 96.4 percent in the first half of FY2002.

interest rates compared to last 
year. There was also a large 
amount of net receipts ($83 
million) on account of other 
goods, services and income 
mainly due to higher earnings of 
the Pakistan Telecommuni-
cation Corporation Limited from 
overseas calls following the 11 
September events.  

Current transfers recorded a 
substantial increase of $648 

million, the entire increase being 
in the second quarter of FY2002, 
due to substantial increases in 
both official transfers and 
workers' remittances. Official 
transfers increased by more than 
three times in the second quarter 
compared with the same period 
of the last year. Similarly, 
workers' remittances increased 
by 164 percent (see box 2).  

Box 2   Workers' Remittances

Remittances during the first half of FY2002 were $983 million compared with 
$609 million for the same period of the last year, showing an increase of 61 

apercent . The data on remittances now available for the third quarter of the year 
show that total remittances for the first nine months of FY2002 amounted to 
$1,626 million, showing an increase of 90 percent over the corresponding period 
of the last year.  Source-wise break up of remittances for the first half of the year 
shows that the largest increase occurred in remittances from the USA, which 
increased more than six times to $224 million in the second quarter of FY2002 
compared with the same period of the last year. Remittances from the United Arab 
Emirates increased by 173.5 percent to $124.7 million.  Remittances from other 
countries also recorded large increases. 

The increase in remittances was caused by three post-September develop-
ments: (1) increased scrutiny of money transfers through the Hundi system; (2) 
reverse capital flight; and (3) elimination of the gap between the kerb and inter-
bank exchange rates.  The bulk of the increase in remittances from the USA may 
be related to reverse capital flight, while increase from the Middle East was due to 
diversion of money transfers from the Hundi system to regular banking channels. 

While the reverse capital flight may be a one-time phenomenon, the diversion 
of money transfers from the Hundi system to banking channels is likely to be 
sustained as long as the Hundi system remains under scrutiny by anti-money 
laundering agencies. Continued narrow gap between the inter-bank and kerb 
market rates should also discourage the Hundi system of money transfers.

PAKISTAN ECONOMIC UPDATE
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18. The country's total foreign exchange reserves, including reserves held by commercial banks, stood 
at $ 5,234 million as of end -March 2002.

Capital Account: 

The capital account also showed an 
improvement in the first half of FY2002, 
with the deficit narrowing by $239 
million to $525 million, because of 
improvement in foreign direct investment 
and official assistance.  Foreign direct 
investment, which had been declining 
since FY1996 due to deterioration of 
investment climate and economic 
sanctions, started showing signs of 
recovery in the first half of FY2002. It 
increased to $207 million from $144 
million in the first half of FY2001. Taking 
advantage of comfortable reserve 
position, SBP paid off arrears on commer-
cial loans and FE 45 deposits, as reflected 
in lower exceptional financing in the first 
half of FY2002. 

Foreign Exchange Reserves:

Foreign exchange reserves of the SBP 
experienced a steep rise of $1,383 million 
to $3,103 million in the second quarter of 
FY2002. The end-December 2001 

reserves were more than twice their level 
as of end-December 2000. The reserves 
increased further to $3,488 million by 

18end-March 2002 . The underlying factors 
responsible for the large build-up of 
reserves over the first half of the year are 
the same as discussed earlier in the 
context of improvement in the balance of 
payments. Besides restoring stability to 
the exchange rate, higher level of reserves 
is a source of comfort to foreign investors. 

External Debt Rescheduling:

Despite successful completion of the 
Stand-by Arrangement and progress in 
economic stabilization during FY2001, 
Pakistan still faced serious debt servicing 
difficulties. The Pakistan Government, 
therefore, went to the Paris Club creditors 
for debt rescheduling on 13 December 
2001 for the third time in three years. The 
terms of the latest debt rescheduling 
agreement are more favorable than the 
terms settled in the two earlier agreements 
(see box 3). 

APRIL 2002
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a. If other foreign exchange liabilities, i.e., foreign currency deposits, Special Dollar Bonds, 
central bank deposits, etc., are included, total sovereign external debt and liabilities amount to 
$38 billion.

b. When a debtor country first meets with the Paris Club creditors, the cutoff date is defined and 
is not changed in subsequent Paris Club talks.  Loans granted after the cutoff date are not 
subject to rescheduling.  This rule helps restore access to credit for debtor countries facing 
liquidity problems.

c. Prior to PRGF, the net present value of Pakistan's external debt had been estimated at 260 
percent of the total value of the country's exports.

Box 3  External Debt Restructuring

Large current account deficits throughout the last decade had led to a very 
rapid accumulation of Pakistan's external debt, which amounted to $33 billion, 

a
or 55 percent of GDP as of end December 2001 . Pakistan's external debt 
problem was already quite serious, when sanctions were imposed following the 
detonation of nuclear devices in May 1998. Both bilateral and multilateral aid 
inflows dried up making it very difficult for the country to meet its external debt 
servicing liabilities. The Government had to go to the Paris Club in January 
1999 for rescheduling of its bilateral loans, and was granted relief of $3 billion 
against debt service payments falling due between January 1999 and December 
2000. At the end of the consolidation period, Pakistan went to the Paris Club for 
a second rescheduling in January 2001, and was granted relief of $1.8 billion 
falling due in the period between January 2001 and September 2001.

On 13 December 2001 Pakistan signed the third debt restructuring agree-
ment with the Paris Club. Unlike the two earlier agreements that provided relief 
only against debt service payments, the new agreement covers the entire stock 

bof debt owed to the Paris Club creditors on the cutoff date of September 1997 . 
Pakistan has been granted a repayment period of 38 years with a grace period of 
15 years for ODA loans and 23 years with a grace period of 5 years for non-ODA 
loans. Considering financial difficulties faced by Pakistan as a frontline state for 
war in Afghanistan, the Paris Club creditors also decided to defer for three years 
all amortization payments on post cut-off date debts and interest on restructured 
loans falling due between November 30, 2001 and June 30, 2002. Besides, 20 
percent of interest payments due in the next two years will also be deferred.   

Interest rates to be applied to restructured loans are to be negotiated between 
the Pakistan Government and each creditor country. Interest rate on ODA loans 
will be a below-market rate and not higher than the interest rate of the original 
credit. Non-ODA loans will be rescheduled at a market interest rate determined 
on the basis of risk-free rates for the concerned currency, plus a management 
margin.  Depending on what the finally agreed rates are, Pakistan will get a 
saving of $2.7 billion to $3.0 billion in the 3-year PRGF period and $8.5 billion 
to $11.1 billion over the grace period.  Expected reduction in the net present 

c
value ranges from 27 percent to 43 percent . 

PAKISTAN ECONOMIC UPDATE
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OUTLOOK

The Pakistan economy seems to have 
weathered well the effects of the post-
September developments and global 
recession. Output in the manufacturing 
sector has not been significantly affected 
by global recession, and the farming 
sector also has adjusted to continuing 
conditions of drought. Therefore, the 
overall economic growth for the full 
FY2002 is likely to be about 3.5 percent, 
an improvement on last year's growth of 
2.6 percent. Price stability observed 
during the last nine months is also likely 
to continue, and the FY 2002 is expected 
to end with an annual inflation of about 3 
percent,  which  is  substantially  below 
last year. 

The fiscal balance, which has 
worsened in the first half of FY2002, is 
likely to further deteriorate in the second 
half of the year, as expenditure on 
mobilization of troops on the eastern 
border with India since December 2001 is 
reflected in the budget. Tax collection 
may improve due to increase in imports 
and revival of economic activity, but that 
will only partially offset the impact of 
higher defense spending. We expect the 
overall fiscal deficit to exceed 5.5 percent 
of GDP.

The downward trends in exports, 
particularly in value terms, observed in 
the first nine months of FY2002 are likely 
to continue in the final quarter of FY2002.  
But the trend should be turning around 
soon, as increased access to the European 
Union markets results in higher exports, 
and the impact of growth in the econo-
mies of Pakistan's major trading partners 
feeds through.  Imports may pick up in the 

APRIL 2002

remaining part of FY2002 due to higher 
petroleum prices, some increase in 
investment, and higher consumer 
spending.  Hence the improvement in the 
balance of trade seen in the first nine 
months of the year is unlikely to continue 

19
in coming months . The trade deficit is 
expected to be around $1.3 billion for 
FY2002 as a whole.  Improvement in the 
current account balance in the first half of 
FY2002 was also partly due to excep-
tional inflows like grant assistance from 
the USA.  Therefore, the further improve-
ment in the overall balance of payments is 
not likely in the second half of the year.  
The FY2002 may end with a current 
account surplus of about $800 million. 

The medium-term prospects for the 
Pakistan economy have improved 
recently. The investor confidence has 
been partly restored by a number of post-
September developments. Increased 
access to European Union markets and 
rescheduling of debt are likely to have the 
greatest medium- and long-term benefits 
for the economy.  Besides, modernization 
of the textile industry underway for the 
last couple of years has started showing 
results in the form of substantial increase 
in the industry's output and in export 
volumes despite global recession. If the 
Government continues to pursue sound 
macroeconomic policies and to imple-
ment the planned economic and gover-
nance reforms, it could fairly quickly 
achieve rapid and sustainable economic 
growth and poverty reduction. The 
growth target of 5.2 percent, set for 
FY2004, now looks achievable.  Even a 
higher growth rate of 5.5 percent seems 
possible. 

19. The trade balance in the third quarter of FY2002 is already slightly higher than that in the same 
period last year.
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challenges simultaneously, the country 
needs rapid economic growth, which is 
equitable and broad-based. The strategy 
aims at reviving growth through further 
consolidation of macroeconomic stabili-
zation ongoing for the last about two 
years. Correction of fiscal and current 
account imbalances will curb accumula-
tion of public debt and the rapid increase 
in debt servicing, which have squeezed 
the Government development expendi-
ture essential for expanding physical 
infrastructure required for growth.  Fiscal 
stabilization will also create fiscal space 
for increasing allocations for basic social 
services, which help the poor to build 
human capital and better participate in 
economic activity.  Besides, the strategy 
rightly emphasizes the importance of 
prudent monetary policy to maintain price 
stability to protect the poor. Stable 
macroeconomic environment (low 
inflation and interest rates) will also 
encourage investment in the private 
sector.    

The poverty reduction strategy has 
identified four sectors, namely agricul-
ture, small and medium enterprises, 
information technology, and energy (gas 
and coal), to lead the revival of economic 
growth. Given the recent experience with 
drought and its adverse effects on 
agriculture, the focus of the poverty 
reduction strategy is on expanding water 
storage facilities and water conservation 
through realistic pricing of water.  As the 
incidence of poverty is much higher in 
rural areas than in urban areas, growth of 
agriculture is very critical to the poverty 
reduction program. Moreover, agricul-
ture, small and medium enterprises, and 
information technology are generally 

PAKISTAN'S POVERTY 
REDUCTION STRATEGY: 
A REVIEW

The present Government assumed 
power in October 1999.  With growth rate 
declining and poverty on the increase in 

20the 1990s , the new Government was 
faced with the twin challenges of reviving 
growth and reducing poverty. The 
Government has developed a comprehen-
sive reform program and a poverty 
reduction strategy to address the dual 
problem. The Government released its 
Three  Year  Pover ty  Reduc t ion  
Programme 2001-04 in February 2001, 
and it served as the basis for consultations 
with different levels of government, civil 
society and donor agencies.  Out of this 
process has evolved Pakistan's poverty 
reduction strategy, which has been 
spelled out in the Government's Interim 
Poverty Reduction Strategy Paper 
(IPRSP), published in November 2001. 
The key elements of Pakistan's poverty 
reduction strategy, as presented in the 
IPRSP, are economic growth, governance 
reforms, human development, creation of 
income generating opportunities, and 
reduction of vulnerability of the poor to 
shocks.  This section provides a brief 
review of the strategy.

Economic Growth: 

The strategy recognizes that while 
growth is essential for alleviating poverty, 
growth in itself is not sufficient for 
poverty reduction. To tackle the two 

20. The annual growth rate declined from 6.5 percent in the 1980s to 3.6 percent in the last four years of 
the 1990s and the national poverty head count rate increased from 29.3 percent in FY1994 to 32.2 
percent in FY1999.
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labor intensive, and their development 
will promote employment generation. 

Governance: 

Recognizing improvement in 
governance as central to fighting 

21
poverty , the strategy outlines the 
ambitious governance reform agenda put 
in place by the Government over the past 
two years. The reform agenda covers four 
key areas: (1) improving the public 
financial management system, public 
accounting and auditing functions, the 
civil service, and tax administration; (2) 
enhancing effectiveness of delivery of 
basic public services through a compre-
hensive devolution plan; (3) providing 
access to justice and reducing vulnerabil-
ity of the poor through judicial and legal 
reforms; and (4) tackling corruption by 
reducing incentives through privatiza-
tion, reduction in import tariffs, rational-
ization of taxes, deregulation in a compet-
itive environment, and establishing an 
effective anti-corruption agency.  
Implementation of these reforms should 
improve the effectiveness of public 
expenditure, mobilize additional 
resources to finance provision of public 
services, lead to better coverage and 
quality of basic services, put in place 
easily accessible grievance redressal 
mechanisms, reduce corruption, and 
restore the rule of law. 

Human Development: 

Pakistan's human development 
indicators are poorer than those of other 
countries at similar levels of income per 
capita. There are also unacceptably large 
gaps between the rich and the poor, males 
and females, and urban and rural.  

Although some progress has been made in 
improving social indicators under the 
Social Action Program (SAP - 1993-
2001), the progress fell short of the 
Program targets by a wide margin. The 
experience of the Program has shown that 
accelerating Pakistan's human develop-
ment is as much an issue of increasing 
expenditure on social sectors as that of 
improving the effectiveness of spending 
through better governance. Hence 
governance reforms in social sectors 
(merit-based recruitment of teachers and 
health personnel, implementation of 
objective criteria for site selection, 
reduction in absenteeism) are essential for 
providing better quality services. 

Highlighting the need for improving 
the access of the poor to basic services, 
such as primary education, preventive 
health care, and family planning services, 
the strategy presents an integrated 
framework for addressing the critical 
bottlenecks in service delivery. The 
ongoing devolution plan is the major 
policy reform for improving access to, 
and quality of, education, health, water 
and sanitation, and other public services. 
The institutional changes introduced 
under the plan are expected to enhance the 
accountability of service providers to 
beneficiaries. The lack of technical 
expertise at the local government level 
poses a major risk to the success of the 
Devolution Plan. The Government with 
assistance from the donor community is 
implementing a training program for the 
elected officials of local bodies, and 
developing a program for building 
technical capacity at the local government 
level. The strategy also envisages 
rigorous monitoring of the pro-poor 
public expenditures and their outcomes. 

21. To quote the IPRSP: "The issue of improving governance is central to fighting poverty, and thus cuts 
across all the elements of Pakistan's poverty reduction strategy." P. 3.
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The government's poverty reduction 
strategy does not fully recognize that 
effective working of district level 
governments and building of the institu-
tional capacity are likely to be lengthy and 
challenging processes.  Also, some of the 
targets set for education and health 
sectors, like increasing the gross enroll-
ment rate in primary education to 100 
percent by FY2004 are very ambitious.  
As opposed to that, ability to increase 
expenditure allocations to these sectors is 
limited due to budget constraints.

Employment Generation: 

The poverty reduction strategy 
envisages creating greater employment 
opportunities for the poor and improving 
their access to credit, land and housing. 
The Khushal Pakistan Program (KPP), 
launched by the present Government, 
aims at building essential infrastructure 
(farm-to-market roads, water supply 
schemes, repair of schools) in rural and 
low-income urban areas, besides provid-

22ing gainful employment to the poor . 
Although local communities are sup-
posed to be involved in planning, design-
ing and implementing the development 
schemes under the program, not much 
progress has been made in community 
mobilization. Unless this is done, the 
program runs the risk of being hijacked by 
the local elites as happened with similar 
programs in the past. 

Lack of access to credit at a reason-
able cost is a major constraint on eco-

nomic activity of the poor in both urban 
and rural areas.  As they lack collateral, 
commercial banks do not cater to their 
credit requirements. The Pakistan 
Poverty Alleviation Fund, the National 
Rural Support Program, Provincial Rural 
Support Programs in Punjab and NWFP, 
and NGOs like the Aga Khan Rural 
Support Program, Orangi Pilot Project, 
and Sungi have been involved in the 
provision of credit to people of small 
means.  To further augment the availabil-
ity of micro-credit, the Government has 
recently set up the Khushali Bank with 
ADB's financial assistance and allowed 

23the private sector to enter this field .

Landlessness is one of the major 
causes of poverty in rural areas. The 
present Government is continuing the 
past policy of distributing state lands 
among landless villagers and providing 
them technical support in the form of 
high-yield seeds, fertilizers and other 
inputs. The Government plans to distrib-
ute the remaining about three million 
acres of state land among the landless.

The current backlog of housing is 
about four million units, accumulated 
over the years due to low economic 
growth, rapid increase in population, and 
massive urbanization. This has forced a 
significant portion of urban population to 
live in Kutchi Abadis, or under-serviced 

24slum settlements . The Government's 
housing program envisages regulariza-
tion of Kutchi Abadis through provision 
of basic services. 

22. KPP is not a new program.  Similar programs have been implemented before under names like 
Taamir-e-Watan Program and Peoples Works Program. 

23. The Aga Khan Foundation set up a Micro Credit Bank in the private sector in early March 2002.
24. Estimates of urban population living in slums range from 35-50 percent.
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Social Protection: 

The Zakat system, which has been in 
operation since 1979, has emerged as the 
main social safety instrument. About 2 
million beneficiaries have received 
assistance from the Zakat Fund. The 
present Government has revamped the 
system by reorganizing the Zakat collec-
tion and disbursement system. The 
Government has raised monthly subsis-
tence payment to beneficiaries from Rs 
300 to Rs 500 and substantially increased 
funds meant for permanent rehabilitation 
of families in distress. Zakat rehabilita-
tion grants ranging from Rs 10,000 to Rs 
50,000 will be provided to about 1.5 
million beneficiaries for starting small 

25
business/trade .    

Besides the Zakat system, the 
Government is implementing a food 
support program financed out of the 
federal budget. The program is meant to 
mitigate the impact of increase in wheat 
prices. It covers 1.2 million poorest 
households who are given Rs 2000 in two 
six-monthly installments.  

Monitoring and Evaluation: 

The poverty reduction strategy 
includes putting in place mechanisms not 
only to track all pro-poor expenditures but 
also their intermediate and final out-
comes. As a first step, a list of poverty 
related expenditures has been prepared in 
consultation with provincial govern-
ments. These expenditures (inputs) will 
be protected against budget cuts and their 
timely availability will be ensured. A 
comprehensive effort for tracking these 
expenditures at the federal, provincial, 

and distr ict  level  is  underway. 
Expenditures will be linked with achieve-
ment of relevant outcomes/targets. A 
number of government departments led 
by the Ministry of Finance and the 
Planning Commission will be involved in 
developing definitions and measurement 
methodologies for these outcomes. The 
Center for Research on Poverty 
Reduction and Income Distribution 
(CRPRID) has been set up at the Planning 
Commission. CRPRID will collect and 
evaluate all information related to poverty 
related expenditures and their intermedi-
ate and final outcomes. The Center in 
consultation with provincial governments 
will also develop a nationally consistent 
methodology to prepare poverty lines, 
which are consistent over time and space.

19

25. The government collects about Rs 5 billion every year from bank deposits and other financial assets.  
Through savings (excess of collection over disbursement) through the years, the Zakat Fund has 
risen to Rs 24 billion.
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