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Pakistan has gradually made progress with economic reform since the IMF programme was agreed in
2013. Economic growth continues to inch-up and the external balances have improved, which has
been greeted by a sovereign upgrade by one external rating agency. Resilience is slowly improving
reflected in rising scores on several governance indicators. Although the political situation has
stabilized, security and regional geopolitical risk remains high.

Country Risk Analysis
Economic growth accelerating gradually. Average economic growth in the past
5 years has been just below 4% which is on the low side compared to other
economies in a similar risk class and those at a similar level of development.
Some acceleration in activity was seen in the past fiscal year ending in July when
real GDP expanded 4.2%, up from 4% in the previous year. Still, growth rates are
slightly less than we expected a year ago.
Improvements to the energy supply,
low oil prices and investment
activity related to the energy and
infrastructure project “ChinaPakistan Economic Corridor” (see
box) will contribute to lifting growth
further next year. Our forecaster,
Oxford Economics expects real GDP
growth to accelerate to 5% which is
slightly more optimistic than the
IMF but lower than the government
forecast of 5.5%.
Lower inflation and interest rates.
Inflation has declined during the past year on the back of lower food and energy
prices. Following the multi-year lows of 1.3% in September, inflation is expected
to rise as favourable base effects drop out and to average about 5% in 2016. In
response to the falling inflation, the central bank started to cut interest rates at the
end of 2014. Policy rates were cut significantly during 2015 to the current 6%.
IMF programme broadly on track. The Stand-By Arrangement with the IMF
agreed in 2013 is progressing, albeit with some hick-ups. Considerable progress
has been made with a wide range of structural reforms, including on
privatization and institutional and energy sector reform. Implementation of the
Fund programme has also led to more sound and credible economic policies and
has most likely contributed to the improvements seen in several governance
indicators. While the authorities recently missed performance criteria relating to
important
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the fiscal deficit and net domestic assets, it seems likely that the next loan tranche
will be released shortly. We base our country risk assessment on the assumption
of a continued timely implementation of the IMF programme bearing in mind the
country’s poor implementation record of previous programmes.
External balances continue to improve. Pakistan’s twin deficits that have been
spooking investors for many years are slowly becoming slightly less menacing
ghosts. The current account balance has improved lately with the deficit falling
below 1% of GDP in the past fiscal year. Low oil prices and a solid flow of
remittances have contributed to the shrinking deficit. Meanwhile, foreign direct
investment (FDI) and portfolio flows have been weak recently. Looking ahead,
higher costs for capital goods imports is likely to raise the current account deficit
again. At the same time, foreign investment is expected to pick-up although
remain at very low levels expressed as a share of GDP. Hence, intact IMF funding
will remain key for financing the small current account deficit.
International reserves rising
steadily. Two government bond
issuances, steady flows of remittances
and disbursements under the IMF
programme have contributed to
lifting reserves in the past two years.
They now cover nearly 4 months of
imports. This is well in line with other
countries in the same risk class.
Reserves are expected to rise further
in the next few years although they
may not fully keep up pace with
rising imports. While this is positive,
the events in 2013 when the country
due to dwindling reserves nearly was unable to repay the IMF show that the
situation can change very quickly.

China-Pakistan Economic Corridor
The corridor will connect Western China with Southern Pakistan via rail, road, and an
oil and gas pipeline. The project has been under discussion for many years as China
has sought for ways to shorten transport routes for energy imports from the Middle
East and also to get direct access to the Indian Ocean. At the same time, Pakistan has
huge need to improve its infrastructure and raise power generation capacity. The
initial investments in energy and infrastructure in Pakistan pledged by China total
USD 45 bn of which the lion share is in energy projects. All transport infrastructure
projects are scheduled to be completed by 2017-2018 but other projects span a period
up to 2030.
An obvious immediate implication of the construction activity will be to raise the
amount of foreign direct investment in the economy. China is already today the single
most important foreign investor in Pakistan. The Corridor is likely to also increase
bilateral trade between the two. The IMF notes that the Corridor has the potential to
raise Pakistan’s productivity and economic growth over the medium-term. The main
effects will come through boosting the economy’s supply side by providing better
power generation capacity and improving physical infrastructure.

Moderate external debt. External debt has remained fairly stable in the past two
years at 60-65% of GDP. Most of this is government debt and on concessional
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terms from multilateral or bilateral donors. The average maturity is relatively
long.
Fiscal policy not as tight as expected. Fiscal consolidation continues, albeit at a
more gradual pace than expected a year ago. The general government deficit
declined to 5.4% of GDP from 5.7% in the previous fiscal year. The IMF
programme’s target of 5% was missed as federal revenues, among other items,
were lower than budgeted. The government aims at a 4.3% deficit for the FY
2015/16 whereas our house forecasters Oxford Economics are less optimistic.
Pakistan suffers from chronically low government revenues that are highly
dependent on taxes. Although continued progress has been made in the past year
in broadening the tax base, revenues are just 13-14% of GDP which is among the
lowest of all countries we cover. Moreover, one third of the revenues are
consumed by interest expenses.
Government debt stable at about 65% of GDP. After bringing the government
debt down from above 80% of GDP in 2000, the ratio has stabilized at about 65%
in the past few years. This is on the higher side compared to most other countries
in the similar risk class. About one third of the debt is denominated in foreign
currency, according to Moody’s, making the debt service sensitive to fluctuations
in the exchange rate. Furthermore, although the average maturity on domestic
debt has risen marginally, nearly one half has a maturity of one year or less. This
naturally increases the government’s vulnerability to roll-over risk. The IMF
expects debt as a share of GDP to decline only marginally in the next few years.
Monetary policy framework more
effective. Since our last review,
reforms, such as the establishment of
an independent monetary policy
council and the introduction of an
interest rate corridor has made the
monetary policy framework more
credible and effective. These
measures should facilitate liquidity
management in the interbank
market and may ultimately help
anchor inflation expectations.
Political risk remains high. The
domestic political situation has remained relatively stable since the democratic
elections in 2013. Recent local election results also showed strong support for the
government. Following one of the most deadly terrorist attacks in Pakistan in
2014, the government stepped up its fight against extremists. The result has been
a much lower frequency of militant attacks, but concerns remain over the
sustainability of the operation’s success once the army winds down operations.
The events also showed the government’s strong and increasing dependence on
the army for national security and for foreign policy. Political volatility and the
risk of internal security threats in the form of terrorist and sectarian violence will
remain high.
Banking system indicators see small improvements. Most aggregate bank
sector indicators are relatively sound, benefiting from the past couple of years’ of
reform. Capital adequacy ratios have risen in the past year to about 17% while
profit growth remains strong. The bank sector’s nonperforming loans (NPLs) has
declined marginally in the past year and stood at just above 12% of total loans in
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June 2015. Banks still have a significant exposure to the government and public
sector enterprises implying some concentration risk.
Moody’s raised Pakistan’s government bond rating one notch in June 2015 based
on the improving external liquidity and progress on structural reform under the
IMF programme. We share most of their reasoning.
Positive outlook. Given Pakistan’s low level of development, expectations of
economic growth inching up towards 6% in a few years is not unrealistic. A
necessary condition is that investment activity which has been very low since the
global financial crisis picks up. Although there will be many challenges on the
road to implementing the CPEC, we expect that it will be an important driver
behind rising investment and FDI. A continued implementation of the IMF
programme is also expected to continue to yield improvements to economic
policy and to various areas of governance. We assume that government balances
improve over the medium term as the tax base is broadened and tax compliance
is being improved.
Risks to the positive main scenario related to failure of IMF programme. One
of the most important risks to our rather benign outlook is if the authorities, for
domestic or externally related reasons, fail to stick to the IMF programme. Here
the country’s track record is not impressive. This could of course have serious
negative economic and financial consequences. Another important risk is that of
increased political instability that translates to economic or financial instability.
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Disclaimer
Confidentiality Notice
The information in this document has been compiled by SEB Merchant Banking, a
division within Skandinaviska Enskilda Banken AB (publ) (“SEB”).
Opinions contained in this report represent the bank’s present opinion only and are
subject to change without notice. All information contained in this report has been
compiled in good faith from sources believed to be reliable. However, no
representation or warranty, expressed or implied, is made with respect to the
completeness or accuracy of its contents and the information is not to be relied upon
as authoritative. Anyone considering taking actions based upon the content of this
document is urged to base his or her investment decisions upon such investigations
as he or she deems necessary. This document is being provided as information only,
and no specific actions are being solicited as a result of it; to the extent permitted by
law, no liability whatsoever is accepted for any direct or consequential loss arising
from use of this document or its contents.
SEB is a public company incorporated in Stockholm, Sweden, with limited liability. It
is a participant at major Nordic and other European Regulated Markets and
Multilateral Trading Facilities (as well as some non-European equivalent markets) for
trading in financial instruments, such as markets operated by NASDAQ OMX, NYSE
Euronext, London Stock Exchange, Deutsche Börse, Swiss Exchanges, Turquoise and
Chi-X. SEB is authorized and regulated by Finansinspektionen in Sweden; it is
authorized and subject to limited regulation by the Financial Services Authority for
the conduct of designated investment business in the UK, and is subject to the
provisions of relevant regulators in all other jurisdictions where SEB conducts
operations.
SEB Merchant Banking. All rights reserved.
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