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Pakistan's economy continues to show signs of promise amid the ongoing drawbacks of

an energy crisis, systematic terrorist activity, and a high fiscal deficit, driven in part by

the costs associated with the former. Investment spending, which has underperformed

headline real GDP growth for several years, declining to around 15% of GDP at present,

looks likely to accelerate over the coming years.

At present, Pakistan has the lowest investment rate in the whole of Asia, reflecting more

than anything else the low national savings rate in the economy. Over the coming years,

efforts undertaken by the government, with the assistance of the IMF, should help to

boost the domestic savings rate, freeing up resources for investment. Pakistan's

parliament has approved a relatively business friendly budget for fiscal year 2014/15

(July-June), which should see the fiscal deficit cut to 4.7% of GDP from an estimated

5.7% in FY2013/14. A reduction of subsidies should help to keep spending in check,

while a removal of tax breaks and efforts to penalise those not declaring income support

tax revenues as it looks to meet terms set by the IMF and reduce its fiscal deficit to

4.0% of GDP by 2017.

The State Bank of Pakistan (SBP) held its policy rate at 10.0% at its May monetary

policy meeting, and we expect it to maintain this course of action for the foreseeable

future. The trend remains for lower consumer price inflation (CPI), with money supply

growth continuing to decline and international reserves picking up, reducing the scope

for monetary tightening. At the same time, economic activity is picking up pace and the

growth outlook is positive, preventing the need to lower rates. With the real (inflation

adjusted) policy rate at 1.7%, we do not see any impetus for change any time soon. The
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surprise strengthening of the Pakistani rupee beginning in December 2013

seems to have come to an end in April. We maintain our view that this was a one-off

move, and the currency will resume its steady depreciation over the coming months and

years. However, weakness will be much steadier than that seen over recent years,

given the slower pace of inflation and the improvement seen in foreign reserves.

The Tehrik-e-Taliban Pakistan's (TTP) attacks on Karachi airport, in response to the

Pakistan military's operations in North Waziristan in late May, indicate the increasing

intensity of the country's battle with militants from the neighbouring tribal region. The

latest attacks are likely to pave the way for an intensification of military strikes on the

tribal border region.

Major Forecast Changes

The only significant forecast change we have made since our Q314 Business forecast

Report is to upgrade fiscal year 2013/14 real GDP growth following the government's

most recent estimate. Growth came in at an estimated 4.1%, above the 3.4% originally

expected.
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