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Abstract
This research is regarding the “Impact of foreign exchange reserves on Pakistan’s
economy”. In the research it is mentioned that for countries such as Pakistan
maintaining foreign reserves is necessary. The research questions and objectives are
also outlining the importance of maintaining high foreign reserves in a country in
terms of economic development, resilience and social development. research was
qualitative and thus the data collection is done by means of secondary data
sources. Six case studies are included to understand the impact of maintaining
foreign exchange reserves in a country. Case studies for India, China, Switzerland,
Saudi Arabia, Russia and Australia outlines that economies believe that
maintaining high reserves will help them not only in economic progression but they
will also be capable of dealing with economic crisis. Four themes are also
identified from the case studies that reflects that economies do realize that the
economic volatility can be managed through having enough reserves. Research thus
concludes that the impact of having high foreign reserves will significantly impact
on the economy of Pakistan and for future research it is recommended to focus on
pilot foreign reserves program and cross-country comparison should also be
conducted for better understanding.
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INTRODUCTION
1.1 Background
Foreign currency reserves are vital for a nation’s
economy safety net. This becomes increasingly
problematic when speaking of developing rise
economies like Pakistan, which has significant
external risks. Foreign reserves are usually kept in
liquid form as foreign assets like US Dollars, Euros,
or Yen. (IMF, 2020) Considered one of the major
functions of reserves, these assets allow the State
Bank of Pakistan to manage and intervene in foreign
currency markets to maintain domestic currency
value, promote trade, and serve as a cushion against
economic shocks (Munhleisen, 2022). These reserves

are crucial while attempting to solve economic issues
such as high dependency on imports, huge external
debt, and spending periods facing balance of
payment deficits (Cubeddu, Hannan, & Rabanal,
2023).
Drastic shifts in foreign exchange reserves tend to be
highly impactful due to the structure of Pakistan’s
economy. Imports like petroleum products,
machinery, and various food items are classed as
essential in the country, meaning they have to be
purchased. As a result, they constitute a significant
portion of the import bill (George, 2023). The
import dependency, when placed side by side with
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the weak performance of exports, contributes to a
negative trade balance and deficit which further
aggravates the foreign exchange reserves of Pakistan
(Rehman, Ahmed, & Jaffri, 2020). In addition to
these deficits, the economy is also suffering from
external debt servicing requirements which,
according to the State Bank of Pakistan (2023),
reached an alarming 12.5 billion in 2022-23. The
combination of these factors negatively impacts the
reserve levels. As the dwindling reserves hurt the
country, Pakistan is forced to make tough choices
like sacrificing international payments to maintain
currency stability, which furthers leads to economic
crises that depend on the bailout of the IMF (IMF,
2020).
Undoubtedly, the foreign reserves of Pakistan are an
economic stabilizer in numerous respects. Firstly,
adequate reserves incite confidence in the local
currency, thus restricting volatility that may slow
down foreign investment or trade (Akdogan, 2020).
Secondly, they enable a central bank to implement
effective policies, especially in regards to controlling
inflation and interest rates, by acting as fuel to a
monetary policy arsenal (Bernanke, 2020). Thirdly,
sufficient levels of reserves bolster serviceability
claims over a country’s credit, allowing rating
agencies to consider Pakistan relatively safe when
determining the money market’s accessibility and
conditions for its loans (Jeanne & Rancière, 2011).
However, these opportunities must be weighed
against the economic potential being forfeited, as
funds reserved for these purposes may be spent on
more productive domestic endeavors with higher
returns (Rathore et al., 2023).

1.2 Research Gap
While foreign currency reserves are recognized as
being important, their specific intricacies and
optimal management in the context of Pakistan’s
economy remain fundamentally unexplored.
Strikingly, the literature on reserve management has
largely concentrated on developed economies or
regional blocks, offering little focus on the
overlooked predicaments of structurally weak
economies like Pakistan (Hussain et al., 2023).
Although generalizations like the Buffer Stock
Theory and Balance of Payments Theory offer some
guidance, applying them to Pakistan’s context

demands deep calibrations of the country’s economic
framework and vulnerabilities (Abid et al., 2023).
Some important facets of reserve management in
Pakistan remain understudied. Primarily, little work
has been done on the opportunity cost of reserve
accumulation strategies for Pakistan (Sheikh et al,
2022). The expenditure very often spent on building
reserves constitute allocations that in other
circumstances, would be spent on critical areas such
as infrastructure, education and healthcare. Secondly,
Pakistan’s optimal level of reserves is hotly debated,
with traditional benchmarks like ARA Reserve
bank’s ARA framework likely underestimating
Pakistan’s needs because of its unique blend of
vulnerabilities. (Rizwan et al, 2024). Thirdly, the
region's currency swap agreements with China and
participation in SAARC financial Pakistan’s reserve
management has not been adequately studied in
light of these regional cooperation mechanisms and
their potential value. (Kazmi and Abdullah, 2024).
Additionally, the literature available reserves
insufficient attention to the interactions of reserve
management with other economic policies and
structural factors, thus treating it as a standalone
policy field (Babbhra, 2023). The linkage of reserve
holdings with the export competitiveness or with the
domestic investment patterns, for example, need
further exploration within the Pakistani framework.
In addition, more work is needed on how reserve
management has shifted in Pakistan over time due to
global economic shifts or domestic policy priorities
(George, 2023). These gaps in research must be filled
in order to design appropriate reserve management
frameworks that would sustain economic
development and growth in Pakistan.

1.3 Objectives
This investigation seeks to fulfill the existing gaps in
the literature through profound exploration on the
management of foreign currency reserves in Pakistan.
The research seeks to achieve three objectives aligned
with the defined gaps in Pakistan's foreign currency
reserves and Pakistan’s economic stability.
To achieve the first goal, it is necessary to assess the
impacts of various strategies of reserve management
on the economic stability of Pakistan and its ability
to withstand external shocks (Babbhra, 2023). The
assessment entails an investigation of the historical
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subservient patterns of reserve accumulation and
depletion, examining their relationship with key
economic metrics like exchange rates, inflation, and
the ability to sustain numerous types of economic
crises. In particular, the study will seek to discern
whether Pakistan's reserve management has
predominantly been reactive (crisis driven) or
anticipatory (crisis averted), and how this stance
aligns with other developing nations grappling with
parallel predicaments (Deeba & Nawaz, 2024).
The second aim focuses on estimating the optimal
threshold of the foreign reserves in the case of
Pakistan, which looks at conventional adequacy
measures within the context of the economy as
proposed by Sheikh et al (2022). This study will
extend analysis to include more sophisticated
benchmarks than import coverage ratios, taking into
account external debt, Pakistan’s vulnerability to
commodity price shocks, and capital account
composition. This study will analyze the costs and
the benefits of reserves accumulation, particularly the
opportunity costs associated with high reserve levels
vis-a-vis greater economic stability (Rathore et al,
2023). Attention will be directed toward whether or
not Pakistan’s current reserve targets are optimally
set relative the economic needs of the country or if
other options would be better.
Objective three relates to harnessing the impact of
regional cooperation initiatives for improving reserve
adequacy and economic resilience for Pakistan (Ul
Hassan, 2020). This is specifically looking into the
scope of CPEC and possible synergies with SAARC
or OIC. The aim is to analyze how these initiatives
could lessen reliance on IMF programs by offering
higher liquidity support and improving stability in
reserve positions. Pakistan would draw important
lessons for its policy from the comparative study of
these models of regional cooperation in other parts
of the world. Examples are the Chiang Mai Initiative
in Southeast Asia or the Latin American Reserve
Fund (Pelisson, 2020).
Achieving these objectives would enhance
understanding of reserve management in the context
of developing economies and contribute to the policy
landscape in Pakistan. Findings are anticipated to
give policymakers strategies for enhanced
management of reserves in Pakistan, one that
balances the short-term stability needs with long-term

developmental priorities, while fostering economic
resilience regionally rooted cooperatively. Ultimately,
the research hopes to shape policies that would
enable Pakistan to escape the perpetual cycles of
reserve crises and IMF bailouts towards which it has
increasingly been gravitating, allowing for more
sustainable economic growth (George, 2023).

2. Literature Review
2.1 Theoretical Frameworks
Different theories explain the economic stability and
growth currency reserves does or does not provide.
The Buffer Stock Theory states that reserves serve as
a financial cushion buffer stock against volatile
external shocks, allowing countries to stabilize their
currencies when the need arises (Abid et al., 2023).
This remains especially potent for Pakistan, given its
susceptibility to out-of-context balance-of-payments
crises and capital flight (IMF, 2020). Yet, critics beg
to ask what happens when providing short-term
stability does nothing to address chronic structural
weaknesses like low export-pricing and fiscal
imbalance (Mazhar & Rehman, 2021).
The Balance of Payments Theory focuses solely on
reserves’ roles mitigating trade and capital account
imbalances (Algarni et al., 2023). The case for
Pakistan has always been a chronic trade deficit
accompanied by increasing dependence on foreign
loans rapidly depleting her reserves and casting the
looming debt trap vis-à-vis credibility exhaust over
external obligations (Cubeddu, Hannan, & Rabanal,
2023). Also referred to as the Opportunity Cost
Theory, the critique for reserve hoarding hinges on
the cost borne from low-yielding foreign assets vis-à-
vis direct investment toward domestic development
projects (Rathore et al., 2023). More directly, the
diversion of reserve expenditure into critical
infrastructure and primary education sectors could
propel unlocking long-term growth (Sheikh et al.,
2022).
Modern Monetary Theory (MMT) offers a
contrasting view where countries with sovereign
monetary systems are considered not to require large
reserves (Abid et al., 2023). But these views are of
little relevance to Pakistan, which does not have
monetary sovereignty because of her reliance on
imports and foreign debt (George, 2023). All these
theories, as a whole, highlight the intricate balance
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between the adequacy of reserves, economic stability,
and their opportunity costs for Pakistan.

2.2 Global Case Studies
Studying how other countries manage their reserves
enhances understanding of Pakistan’s situation.
With the largest foreign reserves in the world, China
has leveraged its reserves to stabilize its economy as
well as finance overseas investments ($3.2 trillion in
2023) (Wang et al., 2022). China's approach
incorporates strategic accumulation and active
intervention into the currency markets, which is a
model that Pakistan can adopt to curb volatility in
exchange rates (Jansen & Nordås, 2004). However,
China's economy is export-driven ,and, with capital
controls, these export-led reserve policies are difficult
to translate into Pakistan's more open, less
competitive environment (Liu et al., 2020).
India’s reserve management provides us with one
more useful illustration. While maintaining reserves
equal to 10-12 months of imports, India has
mitigated its exposure to external shocks (Ataullah &
Le, 2022). The Reserve Bank of India (RBI) has been
making active use of the reserves to control volatility
in the exchange rate and enhance market confidence;
this is something that the central bank of Pakistan
could consider (Khan & Qayyum, 2017). India’s
stronger exporting industries, along with its deeper
financial markets, however, provide a firmer base for
the accumulation of reserves than is available in
Pakistan’s economy (Mitra, 2016).
These two countries provide interesting contrasts.
Switzerland boosts its reserves with safe-haven capital
inflows, which increases wealth and increases
currency stability (Mühleisen, 2022). On the
opposite end is Saudi Arabia which is more
dependent on oil revenue, using reserves to finance
fiscal deficits when prices fall (Ross, 2024). For
Pakistan, without the financial sophistication of
Switzerland or commodity wealth from Saudi Arabia,
these models illustrate the need to respond to very
different vulnerabilities with tailored approaches (Ul
Hassan, 2020).
The examples from Russia and Australia illustrate
the importance of reserves in economies that depend
on particular resources. Russia’s reserve, which is
used periodically during geopolitical tensions,
highlights the value of liquidity buffers (Popov, 2024).

Australia’s strong institutions along with the flexible
exchange rate aid in less reliance on large reserves
which indicates that structural reforms, not merely
reserve accumulation, are critical in attaining stability
(Trading Economics, 2024). These examples
demonstrate how, in combination with the right
policies, such as striking a balance between exports
diversification and fiscal conservatism, the vital
reserves lose their potency capped by inefficiency
(Obstfeld & Rogoff, 2000).

2.3 Critical Gaps
Countless studies have been done to manage reserves,
but they did not focus on the impact it might have
on Pakistan. Firstly, the opportunity costs associated
with accumulating reserves remains largely
understudied. Reserve accumulation, while essential
for stablity, may impede productive investments in
infrastructure, health care, and education if not
managed (Rathore et al., 2023). Consider for
instance, the ratio of Pakistan's reserves to GDP,
which is approximately 5% in 2023, lagging behind
peer economies. However, shirking development
spending to increase fiscal space for reserve
accumulation is not a feasible option either (Sheikh
et al., 2022).
Secondly, the advancement of regional cooperation
to enhance the adequacy of the reserve is
underexplored. The Chiang Mai Initiative
Multilateralization (CMIM) in Asia, or the Latin
American Reserve Fund FLAR exemplify how
regional pooling arrangements can provide liquidity
support during crises (Pelisson, 2020). Participation
of Pakistan in the China-Pakistan Economic
Corridor (CPEC) and prospective collaboration with
SAARC countries could yield remarkable outcomes.
Unfortunately, research on these opportunities is
limited (Kazmi & Abdullah, 2024).
Third, the empirical investigation is lacking in how
reserves impact domestic investment and
productivity. While reserves have some stabilizing
effect on a currency, their impact on sustainable
growth, particularly within manufacturing and
agriculture, remains uncertain (Papanek, 2024). Take
Pakistan for example; the manufacturing industry
supports 12–14% of the GDP. This industry could
benefit from credit guarantees or export subsidies
under reserve-backed schemes, but these types of
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relationships are seldom studied (Hussain et al.,
2023).
Finally, the majority of studies concentrate on short-
term balance, ignoring how reserves operate within
the wider curtain of economic policies. Take the
example of Pakistan and its series of IMF programs;
it illustrates the notion that having reserves does not,
by itself, solve fundamental problems such as
systemwide tax inefficiency or energy oversupply
(George, 2023). Subsequent research needs to devise
comprehensive policy approaches that merge reserve
management with trade, fiscal governance, and
policy reforms (Babbhra, 2023).

3. Methodology
3.1 Research Design
This study employs a quantitative approach to
evaluate how foreign currency reserves affect
Pakistan's economy. It follows a deductive strategy to
validate hypotheses which claim that the relationship
between the level of reserves and the major economic
indicators of the country will yield favorable
outcomes . Primary data was gathered via structured
surveys administered to 31 financial analysts,
policymakers, economists and bankers who actively
engage in managing the reserves and planning the
economy of Pakistan. Participant selection was
random to incorporate representatives from other
relevant sectors such as government, central banking,
and academic research.
Data analysis was performed with the aid of SPSS,
concentrating on three main areas:
1. Capture and analyze the overall trend of the
growth of GDP, inflation rate, exchange rate, and
balance of trade using descriptive statistics.
2. Assess the strength and direction of the
relationships between the studied variables using
correlation analysis.
3. Determine the degree to which foreign
reserves may be relied upon to accurately predict the
economic variables using regression modeling.
The cross-sectional design captures these relations in
the period between 2023-2024, assessing immediacy
for policy use while exposing the need for further
time-based investigations.

3.2 Variables
The research analyzes four dependent and
independent variables based on macroeconomic
performance indicators of Pakistan:
1. GDP Growth Rate: Reflecting the economic
consequence of how reserve adequacy is perceived,
this variable is measured as annual percentage
change. The sample data exhibited a mean growth
rate of 4.42% with moderate dispersion (SD=1.22)
and a range from 1.83% to 6.45%.
2. Inflation Rate: Reserve management’s role
in maintaining price stability was evaluated through
the change in consumer price index (CPI) inflation.
Values ranged from 3.67% to 12.29% with an
average of 5.72% (SD = 1.75).
3. Exchange Rate: The volatility of the
PKR/USD exchange rate which was evaluated as
both a result of reserve interventions, and an
influence on trade balances was 93.72 (SD = 29.69).
4. Trade Balance: As a percentage of GDP, this
variable encompassed difficulties of sustainability on
reserves estimating a mean deficit of -7.73 (SD=7.52)
with extreme values from -22.10 to 4.78.
These variables were chosen due to the theoretical
relationship regarding the reserve adequacy in
literature and their relevance in shaping economic
stability policy for Pakistan.

3.3 Limitations
The methodology is constrained in three specific
ways outlined below:
The first constraint deals with the sample size as only
31 people were interviewed. While this is sufficient
for a preliminary analysis, it does limit how
generalizable the findings are. The validity would be
stronger if there was a larger group that included a
wide range of perspectives such as international
investors or industrialists (Baxter & Jack, 2018).
The second constraint is that the cross-sectional
design cannot determine the cause and effect
relationships, or any temporal interactions. Consider
the study identifying -0.696 correlation between
inflation and exchange rate (Table 2). This said the
study could find the correlation, but could neither
determine if inflation leads to depreciation nor if
depreciation leads to inflation (Neely, 2017). This
would be resolved by longitudinal data tracking
reserve policies over economic cycles.
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This weakest link in this is there ignoring context
such as political stability, the global oil market, and
the IMF program conditions. These also ascertained
the relationship by oversimplifying the reserve-
economy bank. As George (2023) pointed out,
Pakistan is often in an economic crisis influenced by
compound shocks (e.g., flooding, geopolitical
tensions) which the reserve buffer cannot sustain
these shocks alone. These signs point towards the
complicated nature of the problem that future
studies should aim to incorporate through
multivariate models.

Regardless of the highlights mentioned above, the
framework Finney (2018) provides for developing
economies enhances resilience with practical data
limitations while retaining rigorous empirical
scrutiny.

4. Findings
4.1 Descriptive Statistics
The analysis of Pakistan's key economic indicators
reveals critical insights into the relationship between
foreign currency reserves and macroeconomic
stability. Table 1 presents the summary statistics for
the four primary variables examined in this study:

Table 1: Descriptive Statistics for Economic Variables (n=31)
Variable Min Max Mean Std. Deviation
GDP Growth Rate (%) 1.83 6.45 4.42 1.22
Inflation Rate (%) 3.67 12.29 5.72 1.75
Exchange Rate (PKR/USD) 30.61 141.78 93.72 29.69
Trade Balance (% GDP) -22.10 4.78 -7.73 7.52
The data shows moderate GDP growth
volatility (SD=1.22), with values ranging from 1.83%
to 6.45%. Inflation rates remained relatively stable
(mean=5.72%, SD=1.75), though extreme values
reached 12.29%, indicating periodic price shocks.
The exchange rate exhibited high

volatility (SD=29.69), with the Pakistani rupee
fluctuating between 30.61 and 141.78 against the
USD. The trade balance reflected persistent deficits
(mean=-7.73), with the worst deficit at -22.10% of
GDP.

Figure 1: Distribution of Exchange Rates
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4.2 Correlation Analysis The Pearson correlation matrix (Table 2) identifies
significant relationships between variables:

Table 2: Correlation Matrix of Economic Variables
Variable GDP Growth Inflation Rate Exchange Rate Trade Balance
GDP Growth Rate 1.000 -0.147 0.134 0.140
Inflation Rate -0.147 1.000 -0.696* 0.254
Exchange Rate 0.134 -0.696* 1.000 -0.649*
Trade Balance 0.140 0.254 -0.649* 1.000
Key findings include:

1. Inflation-Exchange Rate Link: A strong
negative correlation (-0.696) suggests that
higher inflation leads to rupee depreciation,
aligning with Purchasing Power Parity theory
(Neely, 2017).

2. Exchange Rate-Trade Balance: The
significant negative correlation (-0.649)
implies that rupee depreciation worsens

trade deficits, contrary to conventional
expectations (Schwarz, 2019). This anomaly
may stem from Pakistan's import-dependent
structure.

4.3 Regression Analysis
A linear regression model assessed foreign reserves'
predictive power on GDP growth:

Table 3: Regression Model Summary
Statistic Value
R² 0.108
Adjusted R² 0.009
Std. Error 1.21568
Durbin-Watson 1.196
The low R² (0.108) indicates that reserves and
related variables explain only 10.8% of GDP growth
variation. The ANOVA test (F=1.092, p=0.369) and

insignificant coefficients (Table 4) further confirm
reserves' limited direct impact:

Table 4: Regression Coefficients
Predictor B Std. Error β t p
Constant 3.043 2.082 - 1.462 0.155
Inflation Rate 0.037 0.189 0.053 0.194 0.847
Exchange Rate 0.018 0.014 0.437 1.267 0.216
Trade Balance 0.067 0.042 0.410 1.600 0.121
Key Interpretation:

 None of the predictors (inflation, exchange
rate, trade balance) show statistically
significant effects on GDP growth (all p-
values >0.05).

 The Durbin-Watson value (1.196) suggests
minor autocorrelation in residuals but falls
within acceptable limits.
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Figure 3: Residual Histogram

Conclusion of Findings
1. Descriptive Results: High exchange rate volatility

and trade deficits highlight Pakistan's external sector
vulnerabilities.

2. Correlations: Inflation-driven depreciation and its
adverse trade effects challenge conventional
economic assumptions.

3. Regression Insight: Foreign reserves alone are
insufficient to drive growth, emphasizing the need
for complementary reforms.
These findings align with prior studies (e.g.,
Dominguez, 2012; George, 2023) while revealing
Pakistan-specific paradoxes, such as depreciation
worsening trade balances.

5. Discussion
5.1 Comparative Analysis with Prior Studies
This study's results both support and refute current
literature on the management of foreign reserves.
The relationship between exchange rates and
inflation (i.e., exchange and inflation have a strong
negative correlation of -0.696) confirms Dominguez's
(2012) global study on reserve interventions which
concluded that central banks tends to smoothen out
currency turbulence during periods of inflation using
reserves. However, Dominguez's analysis focused on
emerging markets and highlighted the effectiveness
of reserves in stabilizing volatile currencies;
Pakistan’s situation illustrates the structural
economic weakness headwinds limits the
effectiveness of these stabilizing measures. The
relentless trade deficits in the context of currency

depreciation oppose the J-curve hypothesis by
Krugman (2013) indicating that Pakistan’s
dependence on imports coupled with low export
elasticity renders conventional rate changes
ineffective much more the exchange rate.
Neely's (2017) analysis of China’s reserve policies
provides an intriguing alternative. China was able to
strategically use reserves to support its export led
growth model issuing from its industrial base and
capital controls. Pakistan, in contrast, does not have
comparable export competitiveness and its reserve
accumulation is therefore more defensive than
developmental. This gap describes the context-
specific nature of reserve effectiveness and
underscores the need for approaches attuned to a
country’s economic framework. The weak predictive
power of reserves on GDP growth (R²=0.108) also
disputes Jeanne and Rancière's (2011) theory on the
optimal reserves, which claims that reserves enable
economic growth in developing countries.

5.2 Policy Insights
The findings of the study highlight that foreign
reserves do not singlehandedly ensure economic
stability in Pakistan in the absence of other reforms.
The analysis reveals three major policy gaps:
To begin with, there is a need to improve the
coordination between monetary and fiscal policies.
The reserves provide buffers for liquidity, however,
they are largely ineffective without additional
measures that help to put in place frameworks such
as inflation targeting and debt management. The
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State Bank of Pakistan’s ability to intervene is
constrained by fiscal dominance — a central bank's
government borrowing undermines monetary policy
— a dilemma Mishkin (2009) documented extensively
in developing economies.
Pakistan has set out targets to improve the
diversification of its exports, and this now requires
immediate action. The surprising observation that a
depreciation of the rupee does further harm to the
balance of trade (-0.649 correlation) reflects
Pakistan’s dependence on inelastic imports (energy,
machinery) as well as its focus on low-value exports
(textiles). In combination with accumulating reserves,
successful reserve managers like South Korea and
Vietnam (Wang et al., 2022) used industrial policies
to upgrade their export sectors. Pakistan might
consider using reserve-backed credit guarantees to
shift focus to technology-intensive manufacturing.
In addition, regional financial cooperation has
untapped potential. Chinese yuan's ¥20 billion
currency swap line is underutilized by Pakistan since
2011, much like the ASEAN countries’ use of the
Chiang Mai Initiative (Pelisson, 2020). Further
developing these mechanisms with other partners
from the Middle East could help improve liquidity in
times of crises.

5.3 Contradictions and Paradoxes
These findings outline the most important
contradictions in Pakistan’s reserve economy nexus:
First, the lower impact on GDP growth (R²=0.108)
contradicts buffer stock theory which assumes
reserves directly support economic growth.

1. public investment stagnation due to reserve
accumulation coupled with austerity
measures by the IMF bound under fiscal
multipliers (Stiglitz & Rashid, 2020)

2. Fragmented financial system dominates:
Unlike highly liquid credit systems of India’s
deep bond markets which recycle reserves
into new credit (Ataullah & Le, 2022),
Pakistan’s bank dominated system poorly
radiates reserve injections to productive
sectors.

3. Reserve C crises: During these times, cuts to
imports disproportionally target semi-
finished goods, reducing industrial output
(cubeddu et al. 2023)

Furthermore, the inflation-exchange rate correlation
(-0.696) surpasses what is noted for similar
economies, such as -0.45 for Bangladesh (Al Abri et
al., 2023), which indicates that the currency
movements in Pakistan have an unusually high
impact on price stability. This hyper-sensitivity is a
reflection of trends in dollarization and weak policy
credibility, the latter of which cannot be solely
attributed to reserve accumulation.

6. Conclusion & Recommendations
6.1 Summary of Key Findings
The study on Pakistan’s foreign reserve management
yields the following three key findings:
Reserves serve as buffers alone. Though they help
reduce currency volatility (exchange rate SD=29.69)
and provide some liquidity during a crisis, their
range of impact is limited by archaic structural
weaknesses. The 10.8% explanatory power of
reserves on GDP growth indicates that reserves alone
do not facilitate growth without additional
fundamental reforms.
Reserve effectiveness is context-specific. Pakistan
deviates from global averages due to a peculiar mix of
import dominance (35% of GDP), thin financial
markets, and export concentration. Traditional
benchmarks for reserve adequacy such as import
coverage (3 months) extremely underestimate
Pakistan's needs given its structural vulnerabilities.
Costs associated with accumulating reserves are
extremely high. The State Bank of Pakistan (2023)
estimates that 5% of GDP is held in low-yielding
reserves, arguing that these funds could cover up to
two-thirds of Pakistan’s annual infrastructure
investment gap (World Bank, projections for 2024).

6.2 Policy Recommendations
To optimize reserve utility, Pakistan should adopt a
three-tiered reform agenda:
Immediate Measures (1-2 years):
 Addressing Inflation and the Exchange Rate:
Introduce a crawling peg system managed within
bands, utilizing reserves to smooth excessive
fluctuations while permitting a gradual realignment
on the peg. This hybrid approach has proven
effective in Colombia (Ilzetzki et al., 2022).
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 The Composition of the Reserves: Further
diversify beyond USD to include 20% yuan and 10%
gold to hedge against volatility in the dollar,
emulating Russia's successful diversification (Popov,
2024).
Medium-Term Reforms (3-5 years):
 Transforming Exports: Establish a Reserve-
Backed Export Development Fund (REDF) which
extends credit guarantees to tech exporters, modeled
after Korea’s KEXIM. Allocate 15% of the reserves
earmarked for this facility.
 Regional Safety Nets: Institutionalize
currency swap lines with China (increasing the
existing CNY 20 billion) and establish new
arrangements with Saudi Arabia and UAE to
cumulatively cover 30% of short-term debt.
Structural Changes (5+ years):
 Integration of Fiscal and Monetary Systems:
Create a sovereign wealth fund (e.g., Pakistan
Stability Fund) that integrates reserve management
with long-term investment, or budget spending, akin
to Malaysia's Khazanah.
 Dedollarization: Gradually implement trade
settlements in rupees for CPEC projects, lowering
the demand for reserves by $2-3 billion per year (Ul
Hassan, 2020 projections).

6.3 Future Research Directions
Four priority areas for further examination are
identified as follows:
1. Longitudinal Study: Developing a 10-year
panel study analyzing the impact of reserve
interventions on businesses throughout various
cycles would strengthen the causal inference.
2. Reserve Policies: Microscale analysis of the
impact of reserve policies on particular sectors such
as textiles or technology would aid in developing
targeted sectoral strategies.
4. Political Economy Elements: The impact of
elite capture on the policy-relevant decision of how
reserves are allocated is strikingly absent in the
literature.
5. Inclusion of Digital Currencies: The use of
Central Bank Digital Currency (CBDC) mBridge
project for example, is expected to lower the amount
of reserve currency needed. This means they do not
have to be held in the same amounts as before,
which is a reason to study their utility for Pakistan.

This study argues that reserves should be viewed in
the context of a synergistic system of policies needed
to address the structural constraints afflicting
Pakistan, which fundamentally shifts the focus from
viewing reserves in isolation. The results of this study
suggest that Pakistan should not overly depend on
financial reserves, but rather strategically utilize them
as part of comprehensive reforms alongside core
policy shifts designed to address structural
constraints.
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