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I. Basic Macroeconomic Indicators
Table 1: Basic Macroeconomic Indicators

	INDICATORS
	2006-07
	2007-08
	2008-09 
	2009-10
	2010-11*
	

	Population (mid-year; million [mln])
	158.2
	161
	163.8
	166.5
	169
	

	Average exchange rate (PAK/ USD)
	60.6
	62.5
	80
	84.2
	86.4
	

	Inflation rate (CPI average; %) 
	7.8
	12
	20.8
	11.7
	14.2
	

	GDP at current prices, (nat. currency bln)
	8,723
	10,242
	12,739
	14,668
	16,913
	

	GDP at current prices (USD billion [bln])
	144
	164
	159
	174
	195
	

	GDP / capita (in current. prices; USD) 
	910
	1,017
	971
	1,046
	1,158
	

	Real GDP growth (%) 
	6.8
	3.68
	1.2
	4.1
	2.5
	

	Unemployment rate (%) 
	8
	6.7
	7.8
	8.7
	8.5
	

	Industrial output growth (%) 
	8
	1.4
	-1.9
	4.9
	-1
	

	Agricultural output growth (%)
	4
	1
	4
	2
	-1
	

	Services output growth (%)
	7
	6
	1.6
	4.6
	3
	

	Remittances - Current transfers, net (USD bln) 
	5.5
	6.5
	7.7
	8.91
	10.6
	

	Direct foreign investment (USD bln) 
	5
	5.1
	4.8
	2.21
	1.5
	

	Consolidated budget balance / GDP (%) 
	-4.3
	-7.4
	-4.2
	-6.3
	-6.4
	

	Gross government debt (USD bln) 
	78.6
	96.1
	90.9
	101.9
	111.5
	

	Gross government debt / GDP (%)
	54.6
	58.6
	57.2
	58.6
	57.2
	

	Exports (USD bln)
	17.1
	20.1
	22.5
	19.6
	20.1
	

	Imports (USD bln)
	27
	35.4
	35.8
	31.05
	36
	

	Trade balance (exp. fob. - imp.fob.; USD bln)
	-7.1
	-15.3
	-13.3
	-11.4
	-16
	

	Current account balance (USD bln) 
	-6.9
	-14
	-9.3
	-3.5
	-8
	

	Current account / GDP (%) 
	-4.8
	-8.54
	-5.84
	-2.01
	-4.1
	

	Foreign reserves(excl.gold; eop; USD bln)
	13.3
	8.4
	8.6
	13.95
	12.7
	

	*Forecast
	
	
	
	
	
	


Sources:

(1) State Bank of Pakistan.
(2) Federal Bureau of Statistics.
II.
Economic Overview and Outlook
Real Sector 

Pakistan’s economy recorded high growth rates for the fiscal years (FY) 2003-2007 averaging 6.7% per year. However, starting in FY2007-08, it started showing signs of economic weakness with growth moderating to 3.7%. Global financial crises affected Pakistani economy through higher energy and commodity prices leading to rise in inflation, widening of trade deficit and ballooning of current account deficit, with the latter two becoming financially unsustainable. In addition to these challenges, the government had to cope with rise in energy subsidies which were financed from central bank resulting in unsustainable fiscal deficit position (fiscal deficit hit 7.4% of GDP in 2008) and higher inflation. 
In light of above difficulties Pakistan was forced to turn to IMF for balance of payment financing in end-2008.  In FY 2008-09, the economy moderately stabilized with help from external financing, but energy shortages and acute deterioration in internal security sapped economic potential, squeezing growth to 1.2%. In FY 2009-10, the economy exhibited resilience in face of severe challenges and a growth rate of 4.1% was attained. 
Higher growth in 2009-10 was attributed to rising disposable income in rural areas on account of increases in commodity support price and record remittance inflows which contributed to domestic demand. Higher cotton output and a favorable environment for Pakistani textiles were also contributing factors.  Unfortunately the incipient recovery that was put in place was curtailed by onset of floods which caused havoc and destroyed property and lives. According to estimates by international lenders flood caused USD 9.5 billion (bln) in damages to Pakistan’s infrastructure, agriculture and other sectors. 
In FY 2009-10, industrial sector contributed 25% to GDP and was the major contributor to real GDP growth with annual growth of 4.9%. Construction sector and large scale manufacturing both showed significant turnaround from the negative growth rates of -11.2% and -8.2% recorded a year ago. Services sector posted a growth rate of 4.6% and contributed 53.3% towards GDP. Agriculture sector showed a tenuous recovery posting a 2% growth rate and contributed 21.5% to GDP. 
External Accounts

Current account deficit after peaking at 8.5% of GDP in FY 2007-08, started to decline in the following two fiscal years on account of record remittances inflows and weaker domestic and external demand which coupled with rise in commodities prices restrained import growth. In FY 2009-10, current account deficit declined to 2% of GDP from 5.8% of GDP in the preceding year with underlying contraction in absolute terms at 62% annually. 
In FY 2009-10 contraction in current account was attributed primarily to significant declines witnessed in services, income and current transfer sub-accounts. Remittances inflows have been on the increasing trend in past few years on account of launch of government’s Pakistan Remittance Initiative. In FY 2009-10 remittances peaked at USD 8.9 bln underpinned by high growth rate of 14%. Negative trade balance declined by 9.5% with moderate growth observed in exports and a decline in imports.    
Foreign direct investment (FDI) and portfolio investment decreased by 19% on annual basis and came down to USD 2.1 bln. FDI decreased by 40.8% on account of global financial crises and weaker domestic macroeconomic fundamentals. Portfolio investment inflows at USD 588 million in equity market witnessed a reversal from significant outflows observed last year.  
Table 2 and 3 show that despite the fact that there is substantial exchange of goods with other ETDB member countries, the volumes represent a small portion of cumulative foreign trade flows of Pakistan. This provides ample opportunities for efforts to accelerate intra-regional trade. 
	
	

	Table 2. Turkey-Pakistan Foreign Trade Figures (USD, Mln)
	

	
	2005
	2006
	2007
	2008
	2009
	2010*
	

	Trade from Turkey to Pakistan
	188
	130
	157
	155
	163
	248
	

	Trade from Pakistan to Turkey
	315
	380
	531
	586
	619
	750
	

	Source: Turkish Statistical Institute , *January- December 2010
	
	
	
	
	

	Table 3. Iran-Pakistan Foreign Trade Figures (USD, Mln)

	 
	2004-2005
	2005-2006
	2006-2007
	2007-2008
	2008-2009
	2009-2010

	Trade from Iran to Pakistan
	242
	450
	406
	571
	507
	1,017

	Trade from Pakistan to Iran
	147
	188
	168
	226
	187
	204

	Source: SBP
	
	
	
	
	
	


Fiscal Outlook
Fiscal containment observed in FY 2008-09, wherein deficit was curtailed from last year’s steep 7.4% to 4.2% of GDP, derailed in FY 2009-10 on account of deceleration in revenue generation, higher expenditure due to worsening law and order situation and rise in budgeted subsidies. Fiscal deficit for FY 2009-10 surpassed the budgeted target of 4.9% and came at 6.3% of GDP.
Total revenue collection at end of FY 2009-10 came below the annual target on account of tax revenues falling short of target. Current expenditures surpassed the targeted amount by 13.4% and widened from a year earlier. Increase in expenditure was mainly attributed to a significant rise in electricity subsidies, defense and internal security expenditures.   

With the onset of slowdown of Pakistan economy in 2008, tax revenues were adversely affected which historically have remained stagnant at 9-10% of GDP. Additionally, only 40% of budgeted external financing resources materialized, putting additional stress on government fiscal space. Government was forced to resort to borrowing from domestic resources primarily relying on non-bank sources, banks and central bank. Ceiling imposed on borrowing from central bank under IMF Standby Agreement (SBA) were breached during last two quarters of FY 2009-10.

An important development in context of Pakistan’s fiscal policy framework has been the recent progress towards fiscal decentralization with the approval of National Finance Commission (NFC) award. NFC award is the mechanism for distribution of financial resources among the provinces of Pakistan by the federal government. The new award not only provides extra fiscal space to provinces by increasing their share in the divisible pool but it also grants them greater fiscal autonomy by recognizing that sales tax on services from henceforth will be under provincial domain. The new dispensation is expected to help provinces fund socio-economic needs such as infrastructure, health, and education needs.

Another noteworthy development in fiscal policy domain has been effort by the government to address issue related to low tax-to-GDP ratio with the introduction of broad-based value added tax termed as Reform General Sales Tax (RGST). RGST will help broaden the tax base and is expected to increase the tax-GDP ratio to 14% by FY 2013-14.   

Inflation Dynamics 

In first half of FY 2009-10, headline inflation was contained but inflationary pressures started to resurge January onwards. Annual headline inflation stood at 12.7% whereas average inflation was recorded at 11.7%. The rapid rise in inflation is attributed to volatility in food inflation which stood at 14.5% annually, domestic supply bottlenecks, persistent upward pressure on commodity prices since 2008, adjustments in utility prices associated with cuts in energy subsidies and excessive borrowing by the government. Similarly, annual core inflation which reflects non-food non-oil component of CPI showed persistence and stood at 13%.  
It is expected that the above contributing factors are likely to persist in the future. Food prices are on rising trend globally as reflected by the rise in UN Food and Agriculture Index. Pakistan is also facing domestic challenges on agriculture front as severe floods have acutely affected cotton, rice, livestock and wheat stocks leading to supply pressures. Inflationary expectations have strengthened on expectations of further upward revisions in utilities, fuel prices and worsening supply bottlenecks.  
Monetary Policy
SBP since 2005 has worked under a hawkish monetary policy stance switching to a dovish outlook in FY 2009-10. Policy rate was lowered in first half of the fiscal year by 150 basis points to 12.5% from 14% at the end of FY 2008-09. Easing of monetary policy reflects SBP’s attempts at striking a balance between kindling a nascent recovery and trying to rein in inflationary expectations. 
Inflationary pressures started resurfacing in the second half of the year on account of governments worsening fiscal position and upward revisions in fuel and utilities prices. Policy rate in the second-half was kept on hold so as not to derail the underlying recovery. Other main developments in FY 2009-10 concern changes in monetary policy framework. Monetary policy committee was reconstituted in an effort to bring more transparency and creditability to monetary decision making process. 
Interest rate corridor was outlined to improve monetary transmission channel of monetary policy. Under this corridor, SBP policy rate was designated as ceiling and floor was defined 300 basis points below the ceiling rate. Banks were given the option to park their excess liquidity with SBP at end of the day which implicitly discourages banks from lending their excess liquidity in the inter-bank market below the floor rate, thereby reducing volatility in overnight repo market. 
Labor market

Over the last few years, unemployment has been of one of the biggest problems of Pakistan despite high growth rates achieved in the first half of 2000s. The unemployment rate reached 8.7% in FY 2009-10 and is not expected to improve over the current fiscal year.  The high population growth in the past few decades has ensured that a very large number of young people are now entering the labor market. 

Agriculture accounts for about 21.5% of GDP and employs about 44% of the labor force. Services sector comes in second in terms of share of employment with 35% followed by industry 21%. Considering that agriculture sector is facing severe challenges of water shortage, climatic changes and technological backwardness, the employment absorption capacity of the sector is likely to adversely affect the labor market outlook in the coming years.  

Future Outlook
Incipient economic recovery put in place in FY 2009-10 has been derailed by significant damage to agriculture, manufacturing, infrastructure and service related activities due to catastrophic floods. However, an expected good performance by the services sector is expected to provide support to GDP growth in FY 2010-11 which is projected to grow by 2% to 3%. Recovery is expected to take greater momentum in FY 2011-2012 wherein growth of 3.5% is expected as flood related infrastructure spending and remittances augment domestic demand. 
Massive floods of the summer of 2010 put enormous pressure on already tight public finances. As a result fiscal deficit target of 4.1% of GDP declared in the Budget of FY 2010-11 was revised upwards to 4.7%. Fiscal performance in the first quarter of FY 2010-11, wherein budget deficit was realized at 1.6% of GDP, points to weaker outlook for the rest of the year with end-year deficit projected to be in the range of 6 - 6.5% of GDP, on account of lower than expected revenues, flood related infrastructure spending, and larger outlays for energy subsidies. Government’s attempts at fiscal consolidation through reduction in subsidies, revision of sales tax and introduction of flood tax have so far not materialized.  
Inflation for FY 2010-11 is expected to stay firm in lieu of excessive government borrowings from central bank fuelling inflationary pressures, supply bottlenecks due to floods putting pressure on input cost and upward momentum in global commodity prices. 
It is expected that on external front Pakistan will be in weak position in following two years on account of weakening balance of payments situation. Trade deficit is expected to rise with the increase in imports of foods, basic goods, and capital equipment for reconstruction and decrease in primary exports as floods have significantly damaged primary crops including cotton. Widening of trade deficit is likely to depreciate Pakistani rupee. Current account deficit is expected to widen to 4.1% of GDP. Large external financing requirements in FY 2010-11 and FY2011-12 are projected to be met through robust remittances inflows and foreign capital flows rising to USD 10.6 bln and USD 9 bln, respectively. 
III. Review of Operations Under 2008-10 CPS 
During 2008-10, the Bank’s operations in Pakistan were concentrated across two categories i.e. (i) lending through financial intermediaries and (ii) Corporate / Project finance Loans. 

Lending through Financial Intermediaries (FIs)

Under this category, the Bank offered financing facilities under the framework of SME Development Loans (SDL) and Short Term Trade Finance (STTF) loans. For lending under SDL framework, the Bank evaluated and approved National Bank of Pakistan, Allied Bank, Habib Bank, and United Bank for a 4 year loan of USD 15 million each. The former two did not enter into agreement with the Bank while the latter two did partner with the Bank in supporting their SME customers through this facility. While United Bank fully utilized its facility, Habib Bank could only use it partially. As for STTF, the Bank approved USD 20 million revolving facility each for MCB Bank, Allied Bank, Habib Bank, and United Bank. Except for Allied Bank all the other banks signed loan agreements with the ETDB but only Habib Bank utilized funds under this programme.

As the Bank started its lending operations in 2008, the global economic situation went from bad to worse; credit squeeze deteriorated into a full blown financial crisis resulting in a recession year later. These conditions forced the Bank to be extra cautious in its lending practices. Therefore, to begin with the Bank focused on large top-tier banks in each member country. In case of Pakistan, the banks chosen to act as financial intermediaries were National Bank of Pakistan, Habib Bank Limited, United Bank Limited, Allied Bank Limited, and MCB Bank Limited. The selection was based on the premise that large branch network of these banks would allow ETDB to reach maximum number of beneficiaries and the strong financial positions of these banks would obviate against any danger of default on ETDB’s loans. However, certain other factors resulted in sub-optimal uptake of ETDB’s funds by these financial institutions. Firstly, tough economic and security situation in Pakistan took its toll on businesses which led to increasing ratios of non-performing loans in the portfolio of large banks making them scale back their SME operations. Secondly, the large deposit base of these banks gave them access to sizeable amounts of liquidity at very low prices. Thirdly, the impending depreciation of Pakistani rupee against US dollar discouraged them to increase their foreign currency liabilities. And finally, the availability of alternative and concessional financing window available to them from the State Bank of Pakistan for export financing also dampened their eagerness for ETDB funds.

In order to improve its disbursement positions vis-à-vis Pakistani banks, in the ensuing period the Bank would focus more on mid-tier banks and evaluate financially sound institutions in order to add them to its list of approved FIs. Furthermore, the economic situation is now showing signs of stabilization and it’s expected that private sector credit from the larger banks would also increase in near future making them more receptive towards ETDB’s financing facilities.

Corporate / Project Finance
During the period under review, a total of 14 projects were reviewed for corporate and project finance facilities. In terms of sectoral distribution, 4 projects were in oil and gas sector; 2 each in power, agribusiness, manufacturing, and irrigation sectors; and 1 each in infrastructure, textiles, and transport sectors. 

As per the Bank’s financial policy, country exposures are limited by the proportion of equity contributed by each member. In the first year of its lending operations, the Bank extended a corporate loan to Pakistan Refinery Limited which, owing to small amount of capital funds available at that time, consumed almost the entire funding limit available to Pakistan. This loan was repaid and the facility was rolled over with a smaller amount for another term.

The Bank’s capital base is limited as it is comprised entirely of its equity funds and reserves. Unfavorable conditions in global financial markets as well as other political developments have prevented the Bank from raising funds from international capital markets. It is expected that in the next two years, additional equity contribution from member states would make it possible to fund additional operations in the country.

Loans and Repayments
During the last two years the total amount of loans disbursed to entities in Pakistan amounted to around USD 113.5 million. And total repayments during the same period were estimated at USD 60.8 million.

VI.
Review of Key Sectors and Investment Opportunities
Following the high growth rates of 2002-07, the economy slowed down considerably as the country experienced serious security and political crisis in 2008-09. This situation was made worse by severe energy shortages that put a serious road block on the road to rapid economic recovery.  Although GDP growth rates managed to remain in the positive territory but the figures were very low. Power shortages, high inflation, and poor security situation negatively impacted the growth rates in manufacturing and services sectors.
Standby agreement with the IMF and growing amount of foreign remittances has helped to stabilize the foreign exchange reserve position and current account deficit. The nascent recovery was dealt a severe blow by the unprecedented floods in the country in 2010 which inundated 20% of the county and caused a damage of around USD 9.5 bln. This shaved off around 2% of economic growth.
Most economic observers are now predicting that the worst of the downturn may be over and the economy should now start growing again. This recovery would depend primarily upon strong performance in agriculture, services, and manufacturing sectors provided there are major improvements in power supply and infrastructure bottlenecks. Textile sector has shown encouraging signs of growth particularly in the export markets.

In the coming years, the key priority sectors for the Bank would be energy, agriculture, transport, and infrastructure. It would also explore viable projects in manufacturing sectors.
i) Energy

Energy is a critical input for rapid socio-economic development. In terms of per capita consumption of electricity Pakistan is a low consumption country when compared to emerging economies of China and Malaysia. It clearly reflects that with the expansion of economy and increase in domestic consumption, demand for energy through different resources would increase substantially. Current energy crisis which leads to power outages was causing losses of Rs 230 bln (USD 2.7 bln) and 400,000 jobs every year.
Existing installed generation capacity across various sub-sectors is as follows: 
	Type of Generation
	Installed Capacity 
(MW)
	Dependable Capacity
(MW)
	Availability (MW)

	
	
	
	Summer
	Winter

	WAPDA Hydro
	6444
	6444
	6250
	2300

	GENCOs
	4829
	3580
	2780
	3150

	IPPs (incl Nuclear)
	6609
	6028
	5122
	5402

	Rental
	285
	264
	250
	250

	Total
	18167
	16316
	14402
	11102


Source: WAPDA
Pakistan possesses huge power generation potential as high as of generating 0.1 million MW through natural hydro and coal resources as well as renewable wind and solar resources. The demand and supply forecasts for the next two decades, based on official estimates, are as follows:

	Fiscal years
	2009
	2010
	2015
	2020
	2025
	2030

	Net Dependable Capability
	MW
	17008
	19477
	27000
	40000
	70000
	90000

	
	Growth Rate
	9%
	15%
	9%
	10%
	8%
	8%

	Peak Demand
	MW
	20594
	22353
	32704
	48843
	72169
	101478

	
	Growth Rate
	7%
	9%
	8%
	9%
	8%
	7%

	Surplus/ Deficits
	
	-3586
	-2876
	324
	4066
	4031
	5087


Source: WAPDA

For the past four years the demand for electricity is growing at an average rate of 9.5% per annum. A largely stagnant power supply and growing demand situation has created severe power shortages in the country, ranging between 4,000 to 5,000 MW.

In the medium and long term, the demand is expected to grow by about 8% resulting in a total demand of nearly 33,000 MW by 2015 and 110,000 MW by 2030 respectively.  Pakistan has a huge reservoir of renewable sources of energy including biomass, wind energy, solar energy and ocean tidal power in the vast coastal areas of Sindh and Balochistan. As per Energy Security Action Plan developed in 2005-06, development of wind and solar energy would be given priority to ensure that at least 5% of total power generation capacity is met through these resources by 2030.
For windmills, potential areas of Karachi, Thatta, Jiwani, Hyderabad and other areas on the coastlines of Sindh and Balochistan are very suitable. Two-thirds of Pakistan’s 170 million populations live in its villages. For them, local-energy sources hold a great promise. Pakistan’s wind power potential is estimated at 20,000 MW but no major breakthrough has been made as yet. 

Pakistan has huge hydro-power potential of around 40000 MW that has not been untapped fully. Presently, hydro-thermal ratio of 30:70 of generating electricity has a heavy tilt in favour of thermal component that has its own problems. It has increased petroleum imports to such an extent that these now constitute close to 30% of the total imports and the policy of subsidizing the electricity tariff has proven financially ruinous to the sector and resultant debt overhang makes it impossible to attract investment to build new generating capacity. Government of Pakistan has recently reported that there are nearly USD 3.2 bln in unpaid debts within the power sector. This is one of the main hurdles in attracting foreign investors in energy sector despite having huge potential.
The hydro-thermal ratio should be changed to 50:50 in the first leg of long-term planning. The emphasis should then shift to replacing thermal component by renewable energy resources. Wind energy alone has a potential of generating 20000 MW.

In Pakistan, coal reserves are estimated at 185 bln tons. Thar lignite coal reserves, spread over 9,600 square-kilometers are estimated at 175 bln tonnes and have power generation potential of around 100,000 MW consuming 536 million tonnes of coal annually. Capital investment at the underground coal gasification (UCG) based power generation system has been estimated at about USD1 per (kilowatt hour) KWH for small plants of less than 100 MW and about USD 0.8 per KWH for larger plants of 500 MW capacity. Currently, the share of coal in the overall energy-mix is only 7.4% while in India the share of coal is more than 60%. 
Nuclear energy at present contributes to about 16% of the world’s electricity. Atomic Energy Commission has given a target by the government to enhance the nuclear power capacity from the present 400 MW to 8,800 MW by 2030. This would be achieved by having 2 units of 300 MW, 2 units of 600 MW and 7 units of 1000 MW.
To meet the above demand maximum efforts should be focused on exploiting the indigenous resources of coal and hydel-power. The Bank would seek to finance viable projects in renewable, hydro, and coal-based sub-sectors.
ii) Agriculture
Pakistan has a total geographical area of 79.6 million hectares (ha). Agriculture contributes around 21.5% of the GDP, employs 44% of country’s workforce and is a major source of foreign exchange earnings. Approximately 67% of the country‘s population lives in rural areas and directly or indirectly relies on the agricultural sector for its livelihood. 
Wheat, rice, cotton, and sugarcane are considered to be the major crops and contribute around 6.5% to the overall GDP. Wheat is grown over 8.41 million ha, rice over 2.52 million ha and cotton about 3.05 million ha. The cropped area for rice is growing steadily; however, there is decreasing trend is observed in sugarcane plantation. Food crops account for about 70% of the cropped area. Cash crops (cotton, sugarcane, tobacco, etc.) provide basic inputs for key industries, particularly textiles. Pakistan is the world‘s fourth largest producer and consumer of cotton. The share of crop sub-sector has gradually declined from 65% of agricultural activity in 1990-91 to 45.4% in 2008-09. By contrast, the share of livestock in agriculture has increased from 30% to over 50% during the same period. Livestock and dairy sub-sectors account for around 38% of agriculture value added. About 38 million people of rural areas (involving 6 million farms) are engaged in raising livestock and deriving 30-40% of their incomes from this activity. 
Pakistan is the fourth largest producer of milk in the world, producing over 40 million tonnes of milk annually of which only a small fraction is processed. There are approximately 6 million small dairy farmers in Pakistan. Livestock has good growth potential owing to its large base, its high income elasticity of demand, and the relative lack of constraints from the cropped area. Growth in demand for dairy products in Pakistan is estimated at 5.5% per year. Demand for livestock products is increasing because of population growth rate and increased income levels. Most milk production continues to be channeled to the market through traditional networks. Moreover, the milk yield is also low which can be attributed to a poor genetic pool and inappropriate feeding and farm management. Significant productivity gains can be achieved through better farm-management practices, improved feeds, better veterinary services, and improved marketing channels. 
Poultry sector is also one of the progressive segments of agriculture industry of Pakistan. This sector generates (direct/indirect) employment for about 1.5 million people. Its contribution in agriculture growth is 4.81%. Poultry meat contributes 19% of the total meat production in the country. The existing daily availability of protein quantity per capita in Pakistan deriving from animal source amounts to 13.6 grams. This is far less than the recommended daily dietary protein allowance from animal source of 27 grams. According to industry sources there is capacity of 5,000 Environmental Control Houses in Pakistan and currently around 2,500 houses are working. The poultry meat production has showed a growing trend over the past few years which is now close to 0.65 million tons annually. 
Pakistan annually produces about 13.7 million tons of fruits and vegetables. Citrus fruit has taken the lead in term of production followed by mango, dates and guava. Potato and onion lead among vegetables and condiments. The total area devoted to fruit and vegetable production has increased rapidly in recent years, reaching 1.5 million hectares (ha). Citrus, with total production of 2.1 million tons, is the largest horticulture crop group by volume, and a major foreign exchange earner, along with mangoes and dates. The horticulture sector in Pakistan represents tremendous unrealized potential that requires a systematic and focused intervention. This would help the country to get a sizeable share in the global market of USD 80 bln. Horticulture has been estimated to have an annual growth potential of around 8%. Pakistan is losing millions of dollars annually in citrus exports because of the absence of basic infrastructure, transportation facilities, deficiencies in storage, credit systems, gaps in the cold chain and limited cold storage capacity. Only 10% of Pakistan‘s produce, in case of fruits, is exported due to inadequate cold storage facilities.

Modern agriculture requires expensive infrastructure including roads, irrigation, and electrification. Pakistan needs to invest in the irrigation infrastructure placing emphasis on farmer organizations to ensure efficient use of water and adequate maintenance. 
Some experts believe that the banking sector must provide, for medium to long term, an annual credit to the extent of USD 17 bln per annum for a sustained growth of 6% in the agriculture sector. The USD 2.5 bln targeted credit for 2008-09 fell way short of that mark. Even this was mostly concentrated on short term production/ working capital farm credit. 
The Bank would support investments to build storage facilities, cold chain infrastructure, and other ventures to support value addition in the agriculture sector. It would actively seek to finance industrial projects that use agriculture produce as raw materials.
iii) Infrastructure 

Pakistan’s physical infrastructure is inadequate in comparison with other rapidly developing emerging economies and has been cited as one of the major reasons holding back rapid economic growth in the country. 

It is estimated the infrastructure bottlenecks may be costing around USD 3.5 bln to the economy every year. According to the World Economic Forum Survey Pakistan is ranked 67th out of 125 countries in basic infrastructure.  Pakistan’s total requirements for infrastructure development over the medium-term are in the range of USD 45 bln, but would be much higher at about USD 65 bln if the planned large water storage dams are also included. 

This state of affairs demonstrates that the government requires heavy investment in physical infrastructure in order to improve delivery of social services and to enhance its domestic and global competitiveness. It has been estimated that if a country wants to attain a 7% GDP growth rate, then it has to invest at least 7% of its GDP in infrastructure development. Given this scenario, the government needs to upscale both its own and private sector investment in the infrastructure field.

Public sector has traditionally been the main provider of basic infrastructure in Pakistan. However, in view of the needs of large backlog and government’s limited financial resources its capacity to address the infrastructure deficit is severely constrained. There is a dire need of a well designed long-term strategy to enhance infrastructure investment and expand private sector participation in infrastructure development. 

The potential of the private sector to meet Pakistan’s pressing infrastructure needs is largely untapped. So far governments policies and incentives have focused on attracting private investment in power and telecommunications sector where it can claim some success as power generation capacity increased in 1990s and a great deal of private investment come into the telecom sector in 2000s. The government is now keen to attract private sector participation in other sub-sectors as well. 

The recent floods have added to the daunting infrastructure challenge facing the country as more than 5,000 miles of roads and railways have been washed away, along with some 7,000 schools and more than 400 health facilities. Estimates have put the total cost of the flood damage at around USD 9.5 bln. This comes to around 20% of Pakistan’s annual budget and exceeds the total cost of US aid package to Pakistan spread over five year. 

Irrigation network is a vital part of agriculture infrastructure in Pakistan. The total irrigated area is 18 million ha. The irrigated land accounts for 84% of the total 23.39 million ha of total area under cultivation. Currently, the available water falls short of the existing irrigation requirements, leaving no scope for bringing further 3.8 million ha rain-fed and 8.33 million ha waste lands under irrigation. This water scarce situation can turn worse if the water coming down from glaciers decreases because of climatic change. Snow and glacial melt contributes more than 80% to Indus River System Flows. Most of the glaciers in Northern Pakistan are retreating which has been causing increased flooding in Indus and Kabul rivers during the month of June (2001-2005). As per International Panel on Climate Change, the glacial melt in the Himalayas is projected to increase flooding within next two to three decades to be followed by decreased river flows as the glaciers recede. 

To offset existing and future shortages, water resources should be managed properly through modern irrigation techniques based on scientific research and institutional collaboration at federal, provincial and international levels.
Federal and provincial governments are undertaking projects to remodel, rehabilitate, and repair canals and barrages. These are typically large projects; however, the Bank would look for possibilities to finance appropriate project(s) in this field.
iv) Transport

The transportation sector accounts for about 10.5% of the country’s GDP. It provides over 6% of employment in the country and receives 12 to 16% of the annual Federal Public Sector Development Program (PSDP). Roads, railways, and other infrastructure is developed and maintained by the public sector; whereas, most of the logistics and transportation services are provided by the private sector. The latter is also developing and managing facilities at some of the country’s major ports. 
Although the sector is fairly well organized, its inefficiencies with long waiting and traveling times, high costs, and low reliability are dragging the country’s economic growth. These factors also add to the cost of the country’s exports, negatively impact the investment climate, and undermine efforts by businesses to become part of the global supply chains that required efficient and on-time delivery of products. There is growing recognition that the sustainability of economic growth is closely linked to the efficiency of its transport system. To support sustained growth and increase competitiveness, the government is taking a strategic and holistic approach to the transport sector and has launched a major initiative to improve the trade and transport logistics chain along the north-south ‘National Trade Corridor’ (NTC) linking Pakistan’s major ports in the south and south-west with its main industrial centers and neighboring countries in the north, north-west and east. Together the ports, road and railways along NTC handle 95% of external trade and 65% of total land freight serving the regions of the country.

The main objective of the NTC initiative is to reduce the cost of trade and transport logistics and bring it up to international standards in order to reduce the cost of doing business in Pakistan and ultimately enhance export competitiveness and country's industrialization.
Pakistan has a road network of around 260,000 kilometers (km) having around 180,000 KM of high type roads and 80,000 km of low type roads. Total road network has increased by around 9% in the decade upto 2009-10. Even then the road density in Pakistan stands at 0.32 which is low when compared with those of developed economies of UK (1.62) and Spain (0.68) and some emerging economies such as India (1.00). Over the past ten years, road traffic, both passenger and freight, has grown significantly faster than the national economy. Currently, it accounts for 91% of national passenger traffic and 96% of freight traffic.

NHA (National Highway Authority), a federal government agency, manages around 12000 km of roads that carries around 80% of commercial traffic. Over half of the national highways network is in poor condition, and the road safety record is poor. The country’s truck fleet is mostly made up of obsolete, underpowered, and polluting vehicles, and trucks are often grossly overloaded. Truck operating speeds on the main corridors are only 40 – 50 kph for container traffic, which is about half of the truck speeds in Europe. For trucks carrying bulk cargoes, the journeys take 3-4 times longer than in Europe
Pakistan Railways’ (PR) network consists of the main North – South corridor, connecting the Karachi ports to the primary production and population centers in the north. The track is generally in good condition with an axle-load of 23 tons and maximum permitted speeds of 100/110 kph but it needs repair and rehabilitation at certain points. Over decades, railways level of service has declined and its share of inland traffic has reduced from a high of 41% to 10% for passenger and 73% to 4% for freight traffic. However, in the last nine years (2000‐2009), Pakistan Railways has shown improving trend in both passenger and traffic registering an average increase of 3.2% and 4.0% per annum, respectively. However 2009-10 saw a decrease in passenger traffic as well as freight traffic, which decreased by 13.1%, over last year’s figure. The fall in growth rates for freight traffic during this period has been attributed to the less availability of locomotives for freight traffic because of non procurement of spares. The productivity of PR’s freight services is about 1/3 of Indian Railways (IR) and half of Thai Railways. In addition, PR continues to cross-subsidize passenger services from freight services, resulting in non-competitive freight rates over road transport. As a result, the PR has a very low and stagnant market share, carrying less than 10% of passenger traffic and 5% of freight.
Pakistan Railway is trying to bring in private sector investment into railway operations by offering certain sections of the network for running of passenger and freight trains by paying track access charges. It has also planned to procure around 200 new coaches and induct over 500 new wagons into the system. Railway track is also being doubled from Khanewal‐Raiwind (246 km). Possibility of extending rail link to China, Afghanistan and Turkey (via Iran) is being seriously looked at. 
There are 36 operational airports in the country. While Karachi is Pakistan's main airport significant levels of both domestic and international cargo are also handled at Islamabad and Lahore. Pakistan International Airlines (PIA), the major public sector airline, though facing competition from a few private airlines, carries approximately 70% of domestic passengers and almost all domestic freight traffic. New airports have been planned at Islamabad and Gwadar and facilities and infrastructure at current airports in Multan and Peshawar are being expanded for operation of wide bodied aircrafts.
The passenger volumes in terms of passenger kms were just one tenth of rail service and one hundredth of road service. Between 1995 and 2005, the average growth rate of export freight by air was about 7%, while the growth rates of import freight by air and domestic air freight were 3.4% and 3.8%, respectively.

Port traffic in Pakistan has grown at 8% annually in recent years. Two major ports, Karachi and Port Qasim, handle 95% of all international trade. Port Gwadar, which was inaugurated in March 2007 and is being operated by Singapore Port Authority, is aiming to develop into a central energy port in the region. Fourteen dry ports are located inland catering to high value external trade.
Port Qasim Authority (PQA) that initially had handling capacity of 40 million tonnes per annum has partnered with the private sector and undertaken capacity expansion projects in container handling, grain and fertilizer terminal, coal, cement, and LNG handling. These projects would result in increasing PQA’s capacity to 86 million tonnes per annum; an increase of 115% over initial capacity. PQA also plans to invest substantial amount of money in developing the infrastructure in nearby industrial estates. Recently, DP World has announced the opening of its new container terminal in Port Qasim, the country's first dedicated international container terminal. This has increased container capacity at Port Qasim to around 1.2 million TEU (twenty foot equivalent units) from around 900,000 TEU and marks the successful completion of the first of DP World's 3-phase development. 
The Bank would like to support both the public and the private sector entities in undertaking infrastructure projects that demonstrate clear development impact. It would be interested in supporting private sector participants in public-private-partnership transactions.
v) Manufacturing Sector

The manufacturing sector has achieved a growth rate of over 4% in 2009-10. For 2010-11, a growth rate of 5.6% is expected from the manufacturing sector as a whole while 4.9% and 7.5% growth rates have been fixed for large-scale and small-scale manufacturing, respectively. Major factors impacting achievement of these targets are law and order situation, power supply position, and reforms relating to tax administration and business regulation. 

The government is focusing its energies on development of common facility centres such as advanced computer aided design and manufacturing training centres, agro food processing facilities, and export processing zones. It is also supporting projects to develop ceramics, gem and jewellery, and marble and granite sector, textile and garment.

Key industries that are expected to witness major activity in investment, expansion, modernization, and replacement, in the coming years, would be steel, cement, and automobiles.
As per Pakistan Automotive Manufacturers Association there are 21 automobile manufactures / assemblers working in Pakistan producing passenger cars, light commercial vehicles, trucks, buses, tractors and 2/3 wheelers. The vendor industry comprising of 600 players is supplying parts to automobile sector. The total direct employment in the sector is over 0.2 million with a total investment of over (Rs.98 bln) USD 1.15 bln. The auto industry has played a significant role in the large scale manufacturing industry as it contributes USD 3.6 bln to the economy besides import substitution resulting in annual foreign exchange savings of over USD 1 bln.

In 2006, the government took a major policy decision and replaced the erstwhile deletion programme with a tariff based system in which customs duty charged for the raw materials was set at 0%, sub-components at 5%, components at 10%, and sub-assemblers at 15%. Moreover other incentives were given that included first year allowance or Initial Depreciation Allowance at the rate of 50% of Plant, Machinery and Equipment (PME). Moreover, remittance of capital, profits, dividends, etc. is allowed; 100% foreign equity is allowed.

The domestic consumption of steel products in Pakistan is around 5.6 metric tonnes per year. The present capacity of steel production is 4 million tonnes as against demand of over 6 million tonnes per annum, showing a gap of 2 million tonnes which is being met through imports. The steel production units are functioning below capacity because of raw material shortage.
The scenario of the steel sector in Pakistan indicates that this industry has a vibrant growth potential. The per capita consumption of steel in Pakistan is only 38 kilograms (kgs) as against global average of 175 kg. If a modest increase in per capita steel consumption takes place and reaches 80 kg in the next 10 years, the steel demand would be 16 million tonnes per annum for a population of about 200 million by the year 2020. In view of this, steel production targets are being estimated at 10 million tonnes for 2015 and 15 million tonnes for 2020.
Pakistan Steel has also started an indigenization programme to replace costly imported iron ore by locally available material. Expansion in the production capacity of Pakistan Steel to three metric tonnes per year or above has been planned. The plan is expected to be implemented in two phases and completed in around five years time.

The steel re-rolling industry of the country is presently facing numerous problems as it is not getting raw material in sufficient quantity and utilizing only 40% capacity against normal use of 80 to 90%.

Further development and expansion on the steel production capacity requires security of investment, technical expertise, continuous availability of raw materials at reasonable prices, uninterrupted supply of electricity.
The cement sector in Pakistan comprises of around 25 companies. The top 4 players have more than 40% of the production capacity in the industry. The sector is divided into the north and south zones. The former accounts for around 80% of the current capacity and comprises of 19 plants, while the latter has 20% of capacity with 10 plants. Domestic demand for cement hovers around 25 million metric tons per annum and in the past years this sector has exported around 10 million metric tons of cement to foreign countries. A number of companies launched capacity enhancement projects in the past few years and after completion of these projects the capacity of the domestic cement industry is expected to be around 51 million metric tons annually. The demand for cement has diminished domestically because of curtailing of public sector development programme under fiscal constraints and subdued activity in the real estate and construction sector because of weak domestic economic outlook and acute security situation. However as the economy stabilizes in the coming years and enters the growth phase of the economic cycle the demand for cement is expected to pick up. This should be further helped by extra demand from large scale infrastructure projects that would be taken up in near future such as Bhasha Dam and national highways. The reconstruction of flood affected areas and return of activity in the housing sector would also augment the demand.

On the external side Pakistan has traditionally exported cement to Afghanistan, India, Gulf and African region countries. Afghanistan has accounted for over 30% of the cement exports of the country. This market is expected to remain attractive for Pakistani exports in the medium term. In India new production capacities have come on line in 2010 which would greatly reduce the prospects of exports to that country in near future.

The Bank would support capacity enhancement and modernization projects in manufacturing sector. It would like to partner with other financial institutions in undertaking large projects.

vi) SMEs

SMEs play a very significant role in the economy of Pakistan. They constitute nearly 90% of all the enterprises in Pakistan; employ 80% of the non-agricultural labor force; and their share in the annual GDP is around 40%. They also contribute around 35% to manufacturing value addition and account for 25% of total exports. The size of the SMEs is generally small in the country with 5 or less people are working in 87% SMEs. In terms of business sectors, cotton and textile are the leading sectors, followed by wood and furniture, fabricated metal products, beverages, carpets, art silk, and jewelry. The sector as a whole faces numerous challenges that include limited access to finance as well as limited support in improving business practices.

International Labor Organization projects that economically active population in Pakistan is projected to increase from 63 million in 2008 to 93 million in 2020. SMEs will be the main source of employment and poverty reduction in Pakistan that will create the value and innovation for the country in the days to come. Government could achieve its goal for poverty reduction, economic progress and above all the value creation by promoting SMEs. Pakistan needs to invest in its SMEs to improve the value addition component of its products. It has been pointed out that Pakistan was converting one million bales of cotton for USD 1 bln, while India was converting one million bales into USD 2 bln, and China USD 4 bln.
According to business leaders, the biggest hurdle being faced by SMEs is limited access to finance. According to the reports of State Bank of Pakistan, SMEs financing by banks fell 6.6% to USD 3.8 bln (Rs.326 bln) in March 2010 from USD 4.3 bln (Rs.349 bln) in March 2009.
Federal government has allocated Rs 10 bln under venture capital fund for SMEs, while the government has also resolved to provide a 50% guarantee for the credit to SME through banks. 
Some commercial banks have partnered with multilateral development agencies to deliver business skills’ training programmes in finance, accounting, and other business practices to their SME customers. According the related bank officials, these trainings have proved to be quite useful and effective and most of the trainees have started putting in the newly acquired skills into use immediately. 
The Bank would continue to support SME sector through its products that are offered through FIs. It would extend the coverage of its products by engaging mid-tier banks.
vii) Telecom Sector

In the past decade, telecom has been a major success in Pakistan with number of private operators providing communication facilities across the country. Currently the teledensity of the country is recorded at 62.4% with mobile phone component having the largest share. Number of mobile phone subscribers at the start of 2010 stood at around 96 million with a steady growth of around 2% per annum.

In the telecom sector, broadband could replicate the success of the mobile phone business in Pakistan. Although penetration rates are low the sector is witnessing explosive growth. The sector has witnessed double digit growth in the past few years and is expected to achieve penetration rate of 33% in the country in the next three years. It is fast and reliable as well as a cheap source of information dissemination and communication.  The latest technologies of WiMax and EvDo increase business opportunities emanating from this sector.

Telecom has remained the top sector in terms of attracting FDI over the past few years. This trend reversed in 2008-09 because of saturation of this sector and shortage of credit with the onset of global financial crisis. However, broadband offers attractive investment avenues to build on the investments made by telecom operators.

viii) Retail Sector

Pakistan has a growing population and amongst the South Asian nations it’s the most urbanized country with 33% of the population living in cities. This trend is expected to continue with more and more people living in cities in Pakistan. Given the agricultural and industrial base of the country, Pakistan offers a wide variety of grocery merchandise that is available in wholesale markets. 

Generally the Pakistani market is dominated by small ‘general stores’ and local market superstores. However, recently there has been a new trend whereby large investment has been made in super store by few multinational companies these include Metro, Macro, and Carrefour. There is evidence that despite some initial apprehensions the consumers have liked this concept due to the availability of all basic utilities under one roof which saves their time and also makes grocery shopping a whole family affair. 

This sector has shown significant growth over the last few years. The sector’s contribution towards GDP in the year 2008-2009 was 17.5%. Investment in this industry by private sector has also shown a progressive trend. 

Although the retail business in Pakistan is not providing large scale employment directly there are clear signs that indirectly it is contributing to the job creation in agribusiness and supply chain sector. Moreover, with more stringent quality standards in place the supermarket sector would lead to better practices in agriculture production, marketing, and product packaging leading to increase value addition in this sector. This would offer greater variety and better quality to the consumers as well. The consumers are steadily shifting towards buying packaged/branded products. Companies are striving to come up with better quality products.

Factors supporting the growth of this sector in the country include easy availability of merchandize and human resources; growing population; expanding cities; increasing trend of enjoying the convenience of shopping under single roof; and acceptable level of technological intervention required. 

The challenges faced by these businesses in the sector are heavy taxes in the form of sales tax and income tax; high competition from small neighbourhood shops; less likelihood of suppliers giving credit to newly entrants; and competition from initial entrants into the market.
The Bank would seek to finance projects that aim to develop retail infrastructure as well as strengthen the supply chain of agriculture and industrial merchandise to organized retailers.

V. 
Conclusions
Under the IMF programme, Pakistan is trying to bring its macroeconomic situation under control. Expenditure is being reduced to cut deficit financing, policy rate has been raised to keep inflation in check, and measures are being taken to increase taxation revenues. It is hoped that this would provide the environment necessary for growth and investment to take place. Sustainable economic growth, among other things, is dependent upon:
· Adequate and stable energy / power supply situation. There is considerable potential for hydel, coal, and wind energy projects. The Bank would like to engage in suitable power generation projects that would help to increase power generating capacity on one hand and improve the energy mix on the other.

· Agriculture remains the mainstay of majority of population living in the rural areas. Lately high food prices domestically and internationally have increased household incomes in the rural areas. This offers opportunities to support ventures that would improve agriculture productivity and promote agribusiness activities in areas of dairy and livestock, horticulture, and trading of agriculture produce. The Bank would engage in projects that aim to improve agriculture infrastructure and promote agri-business activity.
· Strong performance in the agriculture sector would make a major impact in reducing rural poverty, in particular, and creating surplus for the growth of economy, general. Agriculture production is dependent upon adequate water supply. Pakistan’s vast irrigation network is undergoing rehabilitation and repair. The Bank would seek to support suitable project that would strength and development irrigation facilities in the country. 

· Infrastructure deficit and bottlenecks add to the costs of production and transportation in Pakistan. Traffic congestion in commercial centres and ports as well as non-availability of adequate water supply and sewage facilities in expanding urban centres are negatively impacting individuals and businesses. Urgent investment is needed to remove these impediments opening up growth opportunities for small and large scale enterprises. The Bank would provide financial resources to both public and private sector entities to undertake vital infrastructure projects.
· SMEs have proven to be the most resilient and entrepreneurial segment of the economy. Its growth vital for providing employment opportunities to the growing population. The Bank would continue to expand its products to support development of this sector in Pakistan.
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