
Pakistan

The country’s economic crisis eased a little in FY2009 as the Government’s stabilization program took effect. 
Fiscal and external imbalances narrowed, the exchange rate stabilized, and foreign reserves rose. But inflation 
remained stubbornly high and growth plunged as the economy reeled from the impact of crippling power 
outages, tight domestic demand management, uncertain security, and the global recession. The reduction in 
imbalances was a consequence of expenditure cutting and economic slowdown rather than improvements 
in underlying economic fundamentals. Military operations against extremists and spending related to the 
welfare of internally displaced people put additional strain on the budget. A modest improvement in growth 
is expected in FY2010, but even that is subject to substantial risks. Major macroeconomic and structural 
reforms must be decisively implemented if the economy is to climb onto a sustainable growth path.

Updated assessment
The growth rate in FY2009 (ended 30 June 2009) plummeted, and at 2.0% 
was even less than the low projection of 2.8% given in Asian Development 
Outlook 2009 (ADO 2009) in March this year. (Recent data revisions have 
markedly lowered FY2008 growth from the 5.8% used in ADO 2009.) This 
recent weak performance comes after an average expansion of over 7% 
during FY2004–2007 (Figure 3.7.1).

The main demand-side contributor to slower growth in FY2009 was 
falling investment, which subtracted from growth; investment’s share 
in GDP declined in comparison to the previous fiscal year (Figure 3.7.2). 
Private investment as a share of GDP fell for the third consecutive 
year to 13.2% of GDP; reasons for this decline include tighter demand 
management policies, lower availability of domestic credit, continued 
power shortages, the uncertain security situation, and the global 
economic slowdown. The impact of lower private investment on growth 
was compounded by a decline—for the first time in 7 years—in the 
share of public investment in GDP, as the Government curtailed its 
budget for the public sector development program (PSDP) to control the 
fiscal deficit.

Public consumption in FY2009 also declined as the federal 
Government cut subsidies and contained operating expenditure. 
Consequently, the share of total consumption in GDP fell compared with 
the previous fiscal year, even as private consumption remained strong. 
The terms of trade improved following lowered oil prices, and with a 
sharp compression in imports (relative to a smaller decline in exports) the 
share of net exports in GDP rose.

From the production side, a large part of the decline in growth 
in FY2009 was attributable to a sharp contraction in large-scale 
manufacturing, which caused a 3.6% fall in industrial growth 
(Figure 3.7.3). Almost all major industry heads slumped, including textiles, 
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automobiles, food and beverages, and electronics. While some exporting 
industries, such as textiles, were affected by slower or stagnant export 
orders because of recession in trading partners, industrial production 
catering to domestic markets also fell. The country’s economic slowdown, 
power shortages, and increased financial costs arising from higher interest 
rates affected all industries. The large cut in the PSDP was a factor that 
caused construction output to contract sharply.

Poor performance of manufacturing overshadowed an otherwise solid 
recovery in agriculture, which saw 4.7% growth in FY2009. The recovery 
was led by a bumper wheat crop of over 23 million tons, abetted by a 52% 
increase in the Government’s procurement (support) price for farmers. 
The rice crop set a new record at 7 million tons, allowing a strong 
$1.8 billion contribution to exports. Farmers incentivized by higher prices 
were able to beat the odds posed by water and fertilizer scarcity.

In FY2009, the fall in manufacturing production and the contraction 
in imports stunted growth in services, a sector that accounts for over 50% 
of GDP. At 3.6%, it expanded at around half the rate of the previous fiscal 
year with decelerating growth in all subsectors. In finance, after several 
years of strong performance, expansion slowed as the subsector absorbed 
the impact of the economic downdraft in the shape of lower profitability, 
higher nonperforming loans, and reduced deposit mobilization. Banks 
became more risk averse against a backdrop of poorer lending portfolio 
performance and more attractive terms that the public sector offered for 
financing the fiscal deficit. Consequently, private sector credit stagnated 
in FY2009, having grown strongly in recent years.

While nominal tax revenue grew by 15% relative to the previous fiscal 
year, recessionary conditions in industry, coupled with the slowdown 
in finance and telecommunications—all large tax sources—resulted 
in a significant shortfall in tax collection by the Federal Board of 
Revenue (FBR) vis-à-vis the budgetary target. Falling imports lowered 
customs duties. All major tax heads recorded shortfalls in achieving 
budget targets. With an inflation-bloated nominal GDP (up by 27%), the 
tax-to-GDP ratio for FBR taxes fell to only 8.8% in FY2009 (Figure 3.7.4).

Although part of the FBR revenue shortfall was made up by proceeds 
from the petroleum development levy, the FY2009 deficit target of 4.3% 
of GDP was missed by 0.9 percentage points. The deficit, however, was 
significantly narrower than the 7.6% of GDP recorded a year earlier 
(Figure 3.7.5). The improvement was a result of cutting spending—largely 
on the public sector development program—which came in at 28% below 
target for the year. Expenditure on subsidies also fell as a share of GDP 
compared with the previous fiscal year. Defense spending however, 
although contained as a share of GDP, overshot the budget allocation due 
to additional costs incurred in military operations against extremists in 
the tribal areas and North-West Frontier Province. Moreover, provinces 
showed overruns in current expenditure.

Looking ahead, the fiscal position needs to be strengthened 
by improvements to revenue performance and reductions to 
nonproductive expenditure. Cutting development spending is not a 
desirable or sustainable way to reduce the deficit. Indeed, Pakistan has 
to ramp up such spending if it is to upgrade basic infrastructure and 
foster growth and investment. Such high development outlays are also 
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necessary to strengthen access to, and quality of, social services (so as 
to reduce poverty).

Inflation pressure persisted in FY2009 despite the economic 
slowdown, falling international commodity prices, a tight monetary 
policy, and significantly reduced central bank financing of the fiscal 
deficit. Overall consumer price inflation shot up to an average of 20.8% 
from 12% the previous fiscal year and from only single-digit inflation in 
earlier years. Much of FY2009’s inflation was driven by higher domestic 
food prices, which eventually seeped into core inflation through upward 
pressure on wages. 

This pressure was evident in a significant hike in the house rent index 
where the cost of labor has a 40% weight. Marked depreciation in the 
currency and price adjustments to reduce subsidies also contributed to 
inflation. Inflation peaked year on year in August 2008 at 25.3% and fell 
thereafter, although only at a measured pace as stabilization measures 
slowly took hold (Figure 3.7.6). By July 2009, overall and core inflation 
rates had fallen to 11.2% and 14.0%, respectively.

The State Bank of Pakistan increased the policy discount rate by 
as much as 450 basis points to 15% during February–November 2008 
(Figure 3.7.7) with the main objective of stemming inflation. The resulting 
higher market rates made government debt attractive for commercial 
banks (reducing demand on the central bank for financing), restrained 
imports, and helped build foreign exchange reserves. The central bank 
subsequently lowered the discount rate by 100 basis points in both April 
and August 2009 as a countercyclical measure, even though inflation 
pressure persisted. Interest rate policy will have to continue balancing the 
demand for price stability and the need to revive the economy.

Tighter demand management policies and lower international oil 
prices led to a contraction in imports in FY2009 by over 10% from a 
year earlier and an improvement in the trade account, but in the context 
of a 5.9% drop in exports (Figure 3.7.8). The power crisis and the global 
economic downturn hit textile exports in particular, which account 
for about half of exports. (The Pakistan rupee fell by 18.7% against the 
dollar in FY2009, essentially offsetting the impact of high inflation on 
competitiveness.) The drop in exports would have been even larger had 
it not been for an increase in rice exports made possible by the bumper 
crop. Cement exports also surged (by 71%) on the back of strong demand 
from Afghanistan and India and from expanding new markets in Africa 
and elsewhere.

Despite expectations to the contrary, workers’ remittances showed a 
21% increase in FY2009. This, together with the improvement in the trade 
and services accounts (the latter helped by payments by the United States 
for logistical support) translated into a sharp narrowing in the current 
account deficit to 5.3% of GDP from 8.4% in FY2008.

However, a marked weakening in the financial account made it 
difficult to finance this narrower current account deficit. Foreign direct 
investment fell by a third in FY2009 and portfolio investment recorded a 
large net outflow of nearly $1.1 billion (Figure 3.7.9). Still, credit from the 
International Monetary Fund (IMF) under a standby arrangement agreed 
to in November 2008 and increased disbursements from multilateral and 
bilateral institutions boosted foreign financing.
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With the narrowing in the current account deficit and the increase 
in external official disbursements, foreign exchange reserves, which had 
fallen to a low of $6.7 billion in October 2008, recovered to $12.3 billion by 
end-FY2009 (Figure 3.7.10). At this level they were sufficient to cover about 
5 months of imports. By 15 August 2009, foreign reserves had increased 
further to $13.0 billion.

Prospects
Pakistan’s economic outlook in FY2010 will be shaped by both internal 
policies and global economic developments. Internally, economic 
outcomes will depend on the Government’s ability to achieve the desired 
balance between fiscal consolidation and revival of growth. Externally, 
the outlook will depend on the degree of improvement in major trading 
partners; the consequent impact on Pakistan’s exports and on receipts of 
workers’ remittances; and developments in global oil prices.

On balance, a modest revival in economic growth to about 3.0% is 
projected for FY2010, predicated on the planned larger public expenditure 
program announced in June 2009 in the budget for FY2010 and on some 
easing of monetary policy. Agriculture is expected to continue its strong 
growth on the back of higher procurement prices for the main crops and 
increased public spending in the sector as announced in the budget. But 
agricultural growth will not be as high as in FY2009 due to the high base 
effect and continued water scarcity that will limit crop expansion.

Growth in industry is expected to turn marginally positive in 
FY2010 as the commissioning of new power plants reduces electricity 
outages, and as adjustments in power tariffs generate cash flow for power 
companies to expand their operations. The pace of growth in the main 
exporting industrial subsectors, such as textiles, will depend on the extent 
of a pickup in consumer spending in main trading partners. The services 
sector is expected to post moderate growth in FY2010 on the back of good 
agricultural growth and the modest pickup in industry.

To fuel expansion, the Government has set a fiscal deficit target of 
4.9% of GDP in the budget for FY2010, a level higher than the 3.4% of 
GDP originally targeted under the standby arrangement. Of the new 
fiscal deficit target, up to 1.2% of GDP of additional financing is expected 
to be made available under the pledges made by donors at the Friends 
of Democratic Pakistan meeting in Tokyo in April 2009. This pledged 
assistance is to provide the fiscal space necessary for implementing a 
countercyclical response in the form of higher development spending. 

Consequently, a massive 54% hike is planned for the PSDP in 
FY2010. (Under an augmentation of the standby arrangement approved 
by the IMF Board on 7 August 2009, IMF has agreed to provide bridge 
financing of up to 0.8% of GDP to support the budget in case of delays 
in the receipt of funds pledged at Tokyo.) The Government in FY2010 
also plans additional spending of 0.3% of GDP funded by donor grants to 
support rehabilitation of internally displaced people in areas affected by 
operations against militants.

The large planned development expenditure overshadows the real 
contraction in current spending envisaged in the budget and results 
in an overall expansionary fiscal stance (Figure 3.7.11). The budget 
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proposals project a modest effort to generate additional tax revenue. 
Development expenditure is set to increase by 1.6 percentage points of 
GDP in FY2010, while additional receipts to be raised by the FBR amount 
to 0.4 percentage points of GDP. The external resource requirement 
in the budget is therefore large and equivalent to about 80% of the 
planned PSDP, indicating an unsustainable dependence on foreign 
inflows. A failure to obtain external resources at the planned level could 
consequently lead, once more, to a sharp drop in development spending.

The increases in the consumer price index showed a trend decline 
to 11.2% in July 2009, year on year. The anticipated robust agricultural 
crops, the economic program’s demand management policies, and a 
high base effect from the previous year are factors expected to lead to a 
further moderation in inflation in FY2010. Conversely, planned increases 
in electricity tariffs and government wages announced in the budget will 
provide some upward pressure. On balance, inflation is forecast to average 
10% in FY2010, falling to about 9% (year on year) by June 2010.

 Lower domestic inflation and continued nominal depreciation of 
the exchange rate are expected to help sustain export competitiveness 
(Figure 3.7.12). While some stabilization in exports is seen, they are 
seen contracting by 2.5% owing to subdued demand in trading partner 
countries and continued structural bottlenecks, such as power shortages 
and lack of product diversification. Imports are expected to continue 
shrinking (by about 2%), although that pace will slacken as the economy 
recovers modestly and as international oil prices increase. The trade 
deficit will narrow marginally from a year earlier.

The services account is projected to improve, mainly reflecting 
higher logistical payments. It is uncertain whether the trend increase 
in workers’ remittances will be sustained (Box 3.7.1). However, based on 
the continued strong growth of workers of 25% in the first 2 months of 
FY2010 and evidence of strong numbers of workers proceeding abroad for 
employment, workers’ remittances are assumed to hold steady in FY2010. 
The current account deficit is expected to be 4.8% of GDP in FY2010, 
somewhat improved from a year earlier (Figure 3.7.13).

As non-debt-creating inflows in the form of new foreign direct and 
portfolio investment remain little improved in FY2010, the financing of 
the current account deficit will need to continue relying on debt-creating 
inflows. These will include financing through the standby arrangement, 
augmented by disbursements from development partners.

The economic outlook carries downside risks and challenges. 
Although Pakistan’s economic imbalances were reduced in FY2010, 
structural improvements in the underlying fundamentals are needed, 
without which it will be difficult to sustain financial stability and growth.

In particular, fiscal sustainability requires critical measures to 
improve revenue mobilization through broadening the tax base and 
removing exemptions, improving tax policy and administration, and 
quickly adopting a full-fledged value-added tax. Meeting the fiscal deficit 
target purely by cutting development expenditure is not a viable policy 
option for a country that requires large-scale spending on infrastructure 
and social sectors to sustain growth and reduce poverty.

Likewise, improvement in the current account through a contraction 
in imports alone is unsustainable. The current account will be 
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fundamentally improved only when the Government pushes through with 
effective measures to build a much larger export base that is sufficient to 
finance oil, machinery, and other essential imports. This issue is crucial in 
an era of rising global oil prices.

Pakistan’s growth prospects continue to be stymied by its lingering 
power crisis. Both immediate and long-term measures are required to 
address the crisis including improving governance; reducing leakages and 
losses; rationalizing electricity tariffs to cover sector costs and eliminate 
subsidies; and resolving the problem of “circular debt” (arrears that have 
developed among participants in the sector), which has drained the 
finances of the power companies and has forced cuts in their operations 
and investments.

Multilateral development partners are supporting power sector 
reforms and are financing critical investments to improve and 
augment electricity transmission, distribution, and generation systems. 
However, the size and effectiveness of this assistance will depend on the 
Government’s ability to implement its reform agenda.

Global recession, if prolonged, poses an obvious risk to Pakistan’s 
economic recovery and stabilization through weakening exports, workers’ 
remittances, and inflows of private capital. It is critical that the pledges 
made by donors in Tokyo are realized to finance the PSDP in support of 
Pakistan’s growth and poverty reduction strategy.

Finally, revival of higher growth is predicated on continued 
improvement in the domestic security situation, which is critically 
important to foster both domestic and foreign investment and to 
strengthen private sector participation in key sectors of the economy.

Workers’ remittance inflows have been on the rise since 
FY2001 and have played a key role in supporting growth 
and reducing poverty in the country. Growing more than 
sixfold since FY2001, they amounted to 4.7% of GDP in 
FY2009, up from 1.5% in FY2001.

Such inflows have been instrumental in boosting private 
consumption of households and have supported a property 
and real estate boom. They amounted to over 5% of private 
consumption expenditure during FY2003–2009.

The United States, Saudi Arabia, and the United Arab 
Emirates are the largest source countries of remittances, 
contributing almost two thirds of total inflows. 
Remittances from these countries increased significantly 
due to reaction to the events surrounding 11 September 
2001, when, among other factors, governments placed 
heavy emphasis on official channels for international 
payments (Box figure).

In particular, remittances from the United States rose 
very strongly and their share in the total more than 
doubled during FY2001–2008, rising from 12% to 27% of 
total receipts, before falling to 22% in FY2009. The latter 
relative decline was made up for by an increased share of 

remittances from the United Arab Emirates, which rose to 
22% in FY2009 from 17% a year earlier.

Remittance inflows have provided critical support to 
Pakistan’s balance of payments by helping keep its current 
account deficit in check. In FY2009, they financed 63% of 
the trade deficit and were equivalent to twice the level of 
foreign direct investment. In the two previous fiscal years, 
remittances on average financed about half the trade deficit 
and were higher than foreign direct investment.
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