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Overview of Pakistan’s Current Economic Development
The global financial markets are abuzz these days with the success story of Pakistan’s economy. Pakistan has achieved this land mark as a result of commandable and outstanding performance of its economy and visible improvement witnessed in country’s business and investment climate during the past seven (7) years. Supported by high and sustainable economic growth during 2000 – 2007, Pakistan has made key inroads: poverty down to 24%, per capita income doubled to US$925 and there has been steady progress in other Millennium Development Goals (MDGs).

The success story of the economy continues to gain traction as it experiences the longest spell of its strongest growth in years. The government has been consistently pursuing business friendly policies during the past seven years. These policies are aimed at developing Pakistan into a global player in terms of contribution and also to gain investors’ confidence with a view to helping the economy progress further and touch new heights. Despite adversities in domestic politics, foreign private investment has risen 147% and continues to be dominant feature over the last three months which reflects the fact that the economy has arrived at a stage where it is not likely to be buffeted by politics.

In FY-07, Pakistan posted real GDP growth of 7%, slightly above the 6.6% of the previous year and well above the consensus market expectations. The real growth in GDP was achieved at the back of a robust growth in the agriculture, manufacturing and services sectors. The growth in agriculture was driven by a bumper wheat crop and the advent of corporate farming. Real GDP was also boasted by the services sector on the back of rapid growth in telecom and financial sectors. The industrial sector also gathered momentum with a 6.8% YOY growth compared to 5% of the last year, owing to growth in construction activities in the country.

The government is targeting 7% - 9% real GDP growth over the medium term. Though this target may seem aggressive against a 10 year historical average of close to 5%, the recent structural reforms and privatizations have improved the overall business and investment climate substantially in the country. 
Compared to the rest of emerging Asia, Pakistan’s GDP growth rate falls in the top half of the region’s fast growing economies.

Corporate earnings in Pakistan have grown at a double digit pace in FY-07 and are expected to continue to grow at the same pace in FY-08.

FDI surged from below US$0.5 billion in FY-02 to US$3.5 billion in FY-06 and has now touched US$6 billion mark. 

Market capitalization surged 5.5 times from US$7 billion to US$46 billion over a period of four (4) years, taking the stock market capitalization to GDP from 9% at end FY-02 to around 36% at end FY-06. These numbers are the highest in a decade. The robust growth in market capitalization has largely been a result of market re-rating by global investors due to strong macro performance coupled with sound structural reforms in the financial sector. The market’s 5 year CAGR at 51% pushes Pakistan in the top quartile of emerging markets over the last five years. Aggressive foreign interest in the domestic capital markets particularly in the banking sector (owing to the acceleration in the Mergers and Acquisition activity) along with strong bottom line growth allowed the market to remain buyout throughout most of the second half of FY-2007. 
Gross fixed capital formation has risen to over 20% of GDP in FY-07 from below 17% in FY -02.

In addition, the government has embarked on aggressive financial initiatives including the setting of a goal of double spending in educational health as a share of GDP within 10 years.

It is heartening to note that Pakistan’s foreign exchange reserves have recently touched new heights and crossed US$16 billion mark in the wake of increased inflow of foreign exchange from the foreign direct investment and remittances of overseas Pakistanis. These reserves are free from encumbrance and are now almost equivalent to finance six months of imports and this gives a great deal of confidence to the foreigners and other stakeholders.

However, the government needs to take concrete measures to improve the performance of the external indicators of the economy as these indicators continued to worsen during FY-07 due mainly to the rising global crude oil prices. During the same period, the country’s trade deficit widened to US$ 14 billion as compared to US$12.4 billion in FY-06. Although the remittances flow financed the trade deficit partially, the current account deficit widened to US$7.4 billion (5% of GDP) compared to US$4.6 billion last year (4.3% of GDP). The current account deficit continued to widen, however, the capital account surpluses mitigated the affects on the overall Balance of Payments.

Similar to the external side, fiscal discipline also deteriorated slightly in FY-07 with the financial deficit at 4.3% of GDP, the same as the last year, however, primary surplus turned to primary deficit in the last fiscal year. The fiscal deficit was partially financed by borrowing from the central bank, which contributed significantly to the reserve money growth thereby fuelling inflation. As a result the central bank is maintaining a tighter monetary posture. 

In term of sectoral performance, the banking sector topped the list with 56% growth with profitability driven by increased interest and non-interest income. Higher profits plus future potential resulted in the re-rating of the entire sector, primarily by the foreign investors. Over the lat seven (7) years, Pakistan’s banking sector landscape has changed
 drastically. Principally, both ownership and management have changed. Financial markets have been fully deregulated. Together these measures resulted in remarkable quantitative and quantitative change. Growth in bank assets, deposits and advances has been unprecedented. Profitability is high, and non-performing loans are at the lowest etc. Most notable has been:

· Rise in private sector credit from Rs.18 billion in FY-00 to over Rs.400 billion in FY-06.

· SMEs accounted for 17.4% of the total outstanding advances by December, 2006.

· Consumer credit accounted for 12% of the total outstanding advances by December 2006 from virtually negligible levels.

· Rise in agriculture credit from under Rs.40 billion in FY-00 to Rs.168 billion in FY-06.

· Housing loans rose from negligible levels to Rs.70 billion by December 2006.

· Microfinance loans increased from Rs.3 billion in 2003 to over Rs.10 billion by December 2006.

· Aggregate number of borrowers increased from Rs.2.7 million borrowers in 2003 to about Rs.5.5 million by December 2006.       
Cement sector outperformed the KSE-100 Index significantly as the price appreciation was driven by the strong local as well as the regional demand where the regional capacity deficit further fueled the export growth in the sector. 
Power sector had a good year (FY-07) owing to the shift of the sector from its defensive-yield mode to an expansionary mode owing to the growth in the demand of power and lower availability of gas forcing the GOP to reactivate capacity expansions of IPPs.

The automobile sector also outperformed the index by 10% because of significant earnings growth of major companies and announcement of sizeable expansion plans by major companies because of rapidly expanding middleclass in Pakistan.

In spite of the slowdown in the process of privatization, foreign direct investment continues to increase. In July 2007, the government estimate that received US$188 million as direct foreign investment. The government believes that foreign investors are coming to the country not because of the assets being put on the market by the public sector. They are attracted by what they see as the inherent strength of the economy.
The most significant and encouraging feature of the economic scene at the beginning of 2007 – 08 is that the growth in trade deficit appears to have been contained. This has drastically reduced the current account deficit to US$892 million from over US$ one billion recorded in July 2006. It was largely attributable to decline in trade deficit to US$ one billion this year from US$1.07 billion in July last year. Remittances have increased by an impressive 31% in July 2007 compared to the same month in 2006, reaching US$ 496 million.  The government expects that for the financial year 2007 – 08, the total amount of remittances will cross six (6) billion dollars equal to more than 4% of GDP.
The government has recently come by up with vision 2030. It is the longest distance vision in public life-23 years. This vision is much broader and marked for its generalities. In fact, it is platitudinous. 

The vision 2030 document seeks to undo injustices meted out to the common man all around in the country and aims at transforming Pakistan into “a well ordered and inclusive society where imbalances created by the continuation of an ancient order are resolved and national wealth is shared equitably. Vision 2030 will stand a chance of success and acceptability by the people of Pakistan only if it is implemented by governments which are democratic in character and motive.
Turnaround and transformation in banking sector, supported by privatization and restructuring and market oriented policies has already shown visible results on broadening, deepening and diversifying financial services in the country. However, the growth of financial sector has as yet not penetrated across all segments of population and across different regions. Recognizing this, the central bank of the country has launched a broad based strategy for enhancing access to development finance. A holistic and broad based strategy has been proposed for financial inclusion in Pakistan to achieve desired scale and sustainability. The central bank has now assumed a coordinating and supportive role with the alliance of government, private sector and partnership with development assistance to evolve and implement the financial strategy.

Financial inclusiveness is critical as 42% of Pakistan’s population is under fifteen (15) years of age and about 24% of the population lives below poverty line, both these segments can benefit from economic empowerment.

Recognizing the overwhelming size and intensity of financial exclusion in Pakistan, SBP in designing the second generation reforms for financial services industry is placing high priority on developing and implementing an effective strategy for financial inclusion.
A key objective of the financial inclusion strategy of Pakistan is to support the government’s target for halving the income poverty head count by 2015 and to reduce eventually poverty to a single digit. To realize this objective, the government and the central bank have for sometime been creating conducive policy, legal and regulatory framework across the board while adopting multiple approaches and modalities to extend its net of financial services to larger segment of population.

Keeping these perspectives in mind, Pakistan has adopted a holistic strategy for empowering the capacity of poor to contribute and participate in economic growth. On one hand, the government is focusing on enhancing public investment in education and health and a wide variety of poverty alleviation programs. On the other hand, the central bank has been steering a broad-based policy framework for promoting inclusive financial development with a view to achieving the desired results.                        

MUTUAL FUNDS INDSUTRY IN PAKISTAN

It is heartening to witness that the Global Funds Industry has continued to experience dramatic growth and evaluation for the last 15 years or so and has become a truly global financial sector. USA is the leading player in the sector with a major share of the total global mutual funds assets of US$21 trillion. These assets represent an enormous source of capital and stimuli to economic growth world wide.

The financial sector in Pakistan too is on a roll these days and has strengthened enormously in the last couple of years  due mainly to extraordinary and outstanding performance of the banking industry following the implementation of banking reforms and privatization of public sector banks together with strong upsurge in business activities in financial and equity markets due to continuity in business friendly policies of the government and the recent healthy development occurred  in the country prompting the acquisition of private banks by renowned foreign banking groups.  Standard Chartered paid an impressive US$487 million for acquiring a majority stake in Union Bank. ABN AMRO Bank has taken over Prime Bank and the official TAMASEC of Singapore has taken over PICIC Bank. Also, according to bankers, other international banks, such as Barclays and HSBC are on the lookout for other possible acquisitions. In addition, top international names such as JP Morgan and Credit Suisse are also exploring options to make their presence felt in Pakistan. All these are the positive developments witnessed on the economic and business scene of the country and reflect considerable improvement in the confidence of investors towards government’s reform programs and it’s on going policies.

Like banking sector, the performance of the Mutual Funds Industry in Pakistan has also improved significantly during the last five (5) years. The mutual fund industry in Pakistan is progressing by leaps and bounds these days and has grown a dramatic 432% during the past five (5) year period.. The industry has witnessed a phenomenal growth in its size mainly due to the government decision allowing private sector to establish open end mutual funds and due and consistent support of the government of Pakistan through its regulatory body, Securities and Exchange Commission of Pakistan.

The private sector at present is playing an increasingly prominent role in the mutual fund sector and holds about 50% of the total industry size. However, after the privatization of NIT which is on cards, the mutual funds industry will become the exclusive domain of the private sector as NIT holds about 35% of the total industry size. The moving of mutual funds industry into the private sector is a very healthy sign for the future of the industry. It would boost its growth through induction of new people and introduction of innovative products aiming to cater to the requirements of all types of investors-risk averse, return oriented as well as shariah compliant investors.
The beginning in respect of innovative products has already been witnessed in the market during the last couple of years. However, the industry is still in dire need of more different products in the market to address the different trends/preferences of the investors.

Moreover, the State Bank of Pakistan now allows mutual funds to invest 30 per cent of their assets abroad or US $ 15 million (whichever is lower). This initiative will allow fund managers to diversify their portfolio which will mitigate risk and enhance investors’ confidence in mutual funds.

The governing regulator, SECP has set up an effective regulatory framework for the industry and with the forthcoming amendments in the Non-Banking Finance Companies (Establishment and Regulation) Rules 2003, the regulator intends to become more vigilant in light of the ever increasing number of mutual funds and assets management companies coming in to the market.

The mutual funds industry already meets stringent standards in terms of how funds conduct their business. For example, it is mandatory for all assets management companies and their funds to acquire a rating, while weekly reporting of assets and liabilities of funds is also required. Moreover, the trustee structure, governed by NBFC Rules 2003, ensures that the custody of all assets in the funds is held with the trustee on behalf of the investors. The trustee structure provides yet another independent safeguard for the investors.

The aggregate size of the local funds industry that was Rs.25 million in 2002 has grown to Rs.291 million in 2007, spread over 73 funds that are managed by 30 assets management companies and investors advisors.

MUTUAL FUNDS INDSUTRY AT A GLANCE
Total No. of AMCs/IAs                                  :  30
Total No. of Mutual Funds


:  73

Open End Mutual Funds


:  49

Close End Mutual Funds


:  24

Total Assets Under Management

:  Rs.291 billion

Asset Under Management (Open-end)
:  Rs.247 billion    

Asset Under Management (Closed)

:  Rs.  44 billion

The world assets in mutual funds have been growing at a compound annual growth rate of 13.96 % since 2002, whereas the Asia and pacific has been growing at CAGR of 18.22 % In the same period, the Pakistan’s mutual funds industry has been growing at a CAGR of above 40 %. Open end funds in Pakistan are getting very popular with 49 funds managing approx. US$ 4 billion (Rs.247 billion).

Despite the substantial progress made during the past five years, Pakistan is still far behind in funds industry as compared to the level of growth and development achieved in this sector in the regional and global economies. Total assets under management in Pakistan are only 2 % of GDP or 5.8 % of bank deposits only or 6-7 % of stock market capitalization. Indian Mutual Funds Industry is 6 % of GDP, 13.4 % of banking deposits and around 10-12 % of stock market capitalization whereas in the United State, mutual funds are about 70 % of GDP, over 150 % of bank deposits and about 20-25 % of stock market capitalization.

MUTUAL FUNDS

    PAKISTAN
INDIA

    USA  

As percentage of GDP

   2

    6

      70

Bank Deposits



5.8

13.40

    150

Market Capitalization


6-7

10-12

   20-25

The above statistics reflects the potential room for growth available in the local funds industry. There is no denying the fact that Pakistani Market is a virgin land for cultivation of mutual funds. It is therefore suggested that the mutual funds industry in Pakistan needs to make concerted and sincere efforts on sustainable basis for its bright and shining future. However, it can be safely assured that the future of mutual funds industry in Pakistan is quite promising and encouraging in view of the following.

· Expected addition of substantial depth to the industry with the privatization in near future of country’s large public sector mutual funds holding a share of 35% (Rs.101 billion) against  the industry’s total assets under management of (Rs.291 billion)

· Launching of voluntary pension funds and REITS (Real Estate Investment Trusts)

· Attractive business prospects/avenues for assets management companies in view of the requirement of private and public sector entities for professional management of their proprietary, pension and provident funds portfolios

· Interest of foreign institutions for investment in local mutual funds.

· Availability of SECP’s support to the industry in terms of prudent management of its risk, provision of operational autonomy, reduction of fragmentation, protection of investors’ interest, dissemination of comprehensive disclosure requirements at the time of public offering and enforcement and prescription of subsequent reporting on the affairs of funds.

· Flexibility available to Assets Management Companies/Investor Advisors to establish their trusts or companies as well as to float equity, debt or hybrid funds.

· Continuous strong growth in the country’s stock markets.

With these positive developments in the country, it is expected to see the industry growing by up to 200 percent in the next four to five years.

Below are given some issues and challenges confronting the local mutual funds industry. It is suggested that the industry needs to make concerted and coordinated efforts to address and resolve these issues for overall growth of the industry while adhering to the code of ethics and relevant rules and regulations governing its operations.
1. THE TASK OF EDUCATING INVESTORS

This is an on going issue for all concerned attached to the industry. What is required to do to address this issue is that there should be proper and effective use of new and innovative tools available to the industry particularly the internet which can be used to educating investors to help them make sound and prudent investment decisions for achieving their long terms financial goals.

2. The need to develop close relationship with sales intermediaries in the interest of mutual investors
This is a big challenge for mutual funds industry of Pakistan as any lacking in this area can greatly affect the interest of fund investors who mainly rely upon the help and advice of sales intermediaries. 

3. CORPORATE GOVERNANCE AND DISCLOSURE

This is yet another very important area that needs to be addressed at all cost as the accuracy of financial information and securing the investors confidence in the integrity of securities markets are the pre-requisites and important goals for sustainable growth and development of the industry. In this connection, there is a pressing need to bolster independence of the accounting standards setting process, strengthen the oversight of public auditing and increase the authority and resources of the regulator.

4. TAXATION
Fund investors are subject to disparate tax treatment due to complex tax laws and regulations. There should be a “level playing field” for funds investors who choose to invest in the securities markets through mutual funds.

5. GLOBAL AND INTERNATIONAL DEVELOPMENTS
There is a need to have a joint and collective effort in making global securities market work more effectively and efficiently to secure the interest of investors of local mutual funds industry who invest in stocks, bonds and money market products through mutual funds. In this regard, it is essential to support initiatives and reforms that keep these markets competitive, transparent and liquid.
In a nut shell, mutual funds industry in Pakistan is at present set to takeoff to reach new heights. However in order to achieve this, concerted and consistent efforts are required both from the stakeholders and the regulators. It is quite encouraging to note that all concerned are playing their due role for common good and growth and development of the industry. On one hand, the government through SECP is taking a series of positive measures to create the necessary conductive working environment for investment through mutual funds. On the other hand, the stakeholders/ operators of the industry are striving hard, to create the requisite awareness about the mutual funds among the masses through media, training programs etc. and also by developing their good image and reputation through excellent performance and good payout records. If these efforts are made on regular basis, it can be assured that the mutual funds industry in Pakistan will be able to achieve phenomenal growth in medium to long term.
Mutual Funds Association of Pakistan

Mutual Funds Association of Pakistan (MUFAP), which was established in 1996, is a vibrant, efficient and effective entity run by a professional, competent and experienced management headed by a full time Chief Executive Officer to meet challenges of all sorts confronting the local mutual fund industry.

These days, MUFAP is playing an active role in taking the industry forward and is deeply engaged in resolving the industry’s issues that come its way from time to time. Some of the activities which the association undertakes on regular basis to achieve its set goals/ objectives are as under:

1. MUFAP disseminates on its website www.mufap.com.pk essential information on various funds, the fund managers, the stock market, regulatory regime under which open and close end funds operate, daily, weekly and monthly NAVs etc.

2. It conducts workshops, seminars, conferences, talk shows etc. to educate the investors and also to train the relevant people of the industry with a view to enhancing the concept of investment in mutual funds.

3. It submits to the government on regular basis budget proposals aimed at improving returns for the investors and as a result to encourage further investments in mutual funds.

4. It submits to SECP and other concerned government authorities issues and concerns of the industry from time to time.
5. MUFAP is instrumental in establishing liaison among its members and also ensures the establishment of smooth working relationship between the industry and SECP and other concerned government bodies.

6. It actively pursues affiliations in the global market of mutual funds.

In the recent past, MUFAP developed advertising and communication standards for AMCs, IAs and mutual funds to establish certain guidelines for compliance by its members. It submitted the advertising and communication standards and also the following to SECP:

i) MUFAP’s comments/ views/ recommendations on SECP’s draft rules/ procedures required to be followed under Continuous Funding System MarkII.

ii) MUFAP’s comments/ views/ recommendations on SECP’s draft amendments in NBFC’s Rules 2003.

iii) MUFAP’s Budget Proposal for the Federal Budget 2007-08.

iv) MUFAP’s definitions of following nine (9) categories of mutual funds in Pakistan:

· Equity Funds
· Balanced Funds

· Money Market Funds

· Debt Funds

· Income Funds

· Asset Allocation Funds

· Shariah Complaint Funds

· Fund of Funds

· Specialty Funds

v) MUFAP’s comments/ views/ recommendations on SECP’s draft rules on Reits.

vi) MUFAP’s comments/ views/ recommendations on the issue relating to changes made by the Government of Pakistan in National Saving Schemes (NSSs) allowing corporate to invest in such schemes. MUFAP is of the view that this step of the Government of Pakistan will hinder growth in mutual fund industry and will also impact negatively on the development of the government bonds and corporate debt market in Pakistan. MUFAP has advised the Government of Pakistan to reverse this decision or at least impose a cap allowing only 30% of the corporate’ total investment in NSSs.

Above all, MUFAP successfully organized in Lahore from March 13 to 16, 2007, the 12th Asia Oceania Regional Meeting 2007 of member countries of International Investment Funds Association, IIFA belonging to ASIA Pacific Region. The meeting was largely attended by the participants from India, Bangladesh, Taiwan, China, Korea, Australia, Philippines, Pakistan Hong Kong, Japan and Singapore.

PAGE  

