
 Volume 4, Issue 5, 2026 
 

  

https://ijssbulletin.com                      | Fatima et al., 2026 | Page 857 

BRIDGING THE DEFICIT: PAKISTAN’S STRATEGIC SHIFT TOWARD 
REGIONAL CONNECTIVITY AND EXCHANGE RATE STABILITY 

 
Arooj Fatima*1, Wazir Akhtar2, Anas Maqsood3, Rashid Ali4 

 
*1,2,3,4School of Economics, Huazhong University of Science and Technology, Wuhan, China 

 
*1aroojfatima1.af@gmail.com, 2wazirakhtar405@gmail.com, 3anasmaqsood007@gmail.com, 

4rashidali08mar@gmail.com 
 

Corresponding Author: * 
Arooj Fatima  
DOI: https://doi.org/10.5281/zenodo.20305308 
 

                 Received                     Accepted                     Published 
                        23 March 2026                         03 May 2026                              20 May 2026 

 
ABSTRACT 
Pakistan is currently navigating a fundamental transition in its national security paradigm, 
moving from a security-centric focus to a geo-economic framework. Central to this shift is the 
leverage of its unique geographical location to foster regional connectivity, primarily through the 
China-Pakistan Economic Corridor (CPEC). This article examines how such connectivity aims to 
bridge the persistent trade and fiscal deficits while stabilizing the volatile exchange rate of the 
Pakistani Rupee (PKR). 
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Introduction 
In early 2026, Pakistan’s economic landscape is 
defined by a rigorous, multi-front attempt to 
maintain macroeconomic stability through 
tightly coordinated monetary and fiscal policies. 
Navigating the aftermath of severe historic 
inflation which peaked at an unprecedented 
38% in mid-2023 the State Bank of Pakistan 
(SBP) aggressively utilized contractionary 
monetary tightening to anchor long-term price 
stability (Mashhood, 2026). While proactive 
monetary measures successfully brought 
baseline headline inflation down to 
approximately 5.6% by December 2025, the 
economy remains highly vulnerable to supply-
side shocks, structural bottlenecks, and 
fluctuating global energy costs (Mashhood, 
2026; Qayyum, 2026). 
Concurrently, the country’s National Security 
Policy (NSP) 2021 formally introduced 
"geoeconomics" as the mandatory pivot for 
sustainable growth, shifting national defense 

and development paradigms from a purely 
security-centric focus to one rooted in 
economic resilience and commercial diplomacy. 
By 2026, this vision has translated into high-
stakes diplomatic activism and aggressive 
infrastructure expansion aimed at transforming 
Pakistan into a primary transit, trade, and 
energy hub connecting Western China, Central 
Asia, and the Middle East (Hussain, 2026; 
Santos, 2025). 
This geoeconomic transformation hinges on 
the evolution of the China-Pakistan Economic 
Corridor (CPEC). Moving past its foundational 
"early harvest" infrastructure and energy phases 
(2015–2018), CPEC has transitioned into a 
"CPEC Plus" long-term framework post-2025, 
emphasizing advanced industrial clustering, 
business-to-business (B2B) tech transfers, and 
regional cross-border extensions into 
Afghanistan and Iran (Hussain, 2026; Khan & 
Khan, 2026; Santos, 2025). Total capital 
commitments under the framework have grown 
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to an estimated $65 billion (Hussain, 2026). By 
utilizing Gwadar Port as a deep warm-water 
gateway, Pakistan intends to offer landlocked 
Central Asian Republics (CARs) a streamlined, 
multimodal southern trade route, 
circumventing complex geopolitical barriers 
and establishing a critical alternative to 
competitive regional architectures (Santos, 
2025; Woo, 2026). 
However, maintaining the delicate balance 
between internal stabilization and external 
connectivity remains an uphill battle. While the 
fiscal strategy for the 2026–2027 cycle centers 
on continuous revenue consolidation and 
target-subsidizing growth sectors like the digital 
economy, external disruptions continue to test 
domestic resilience (Body, 2026; Mashhood, 
2026). For instance, an unexpected surge in 
global crude oil prices during the first quarter 
of 2026 directly forced domestic utility and 
transport inflation up to 7.3%, compelling the 
SBP to pause its monetary easing cycle at 10.5% 
to protect the fragile Pakistani Rupee (PKR) 
(Mashhood, 2026). Ultimately, Pakistan’s 
transition from potential to actual "economic 
dexterity" depends on combining these rigid 
domestic structural reforms with persistent 
regional diplomatic stability (Apostolou, 2025; 
Mashhood, 2026). 
 
1. Regional Connectivity as an Economic 
Catalyst 
The China-Pakistan Economic Corridor 
(CPEC) remains the flagship project of the Belt 
and Road Initiative (BRI), representing a 
massive investment in transportation, energy, 
and industrial zones. Transitioning from its 
early harvest infrastructure milestones (2015–
2018) into its long-term phase (post-2025), 
CPEC focuses on sustainable growth, industrial 
clustering, and regional expansion (Hussain, 
2026; Tong et al., 2026). Total investment 
commitments under the framework have grown 
substantially, reaching an estimated $65 billion 
(Hussain, 2026). 
 
Transit Trade: Projects like Gwadar Port offer 
landlocked Central Asian Republics (CARs) 
and Western China an alternate trade route, 
potentially reducing transportation costs and 
generating transit revenue (Tong et al., 2026). 
The operationalization of the corridor aligns 

with broader regional multimodal transport 
initiatives, enabling Pakistan to compete and 
coordinate with adjacent networks like the 
Middle Corridor to facilitate cross-border trade 
(Rifaat, 2026). 
 
Public Perception: Approximately 72% of 
Pakistani citizens view CPEC as beneficial for 
the socioeconomic landscape, associating it 
with job creation and industrial growth. 
Following the 14th Joint Cooperation 
Committee (JCC) meeting, an "upgraded 
CPEC" framework introduced five new sub-
corridors: Growth, Innovation, Green, 
Livelihood, and Regional Connectivity 
(Hussain, 2026). 
 
2. Addressing the Exchange Rate Challenge 
The stability of the PKR is intrinsically linked 
to Pakistan's external account health. Structural 
issues such as large sovereign portfolios, shallow 
foreign exchange markets, and historical fiscal 
dominance have traditionally diluted the 
transmission mechanism of macroeconomic 
policies, making the exchange rate highly 
volatile (Mahmood, 2026). By February 2026, 
the State Bank of Pakistan (SBP) projected 
foreign exchange reserves to reach $18 billion 
by the end of the fiscal year, building on the 
consolidation gains and import management 
strategies initiated during previous stabilization 
programs (Ullah, 2025). 
 
The Remittance Pillar: Remittances remain a 
vital source of foreign exchange, exceeding $30 
billion annually. Policy shifts across 2025–2026 
focus on creating digital platforms to sustain 
these inflows to offset the widening trade 
deficit. Robust inward remittance flows have 
historically acted as a primary buffer to sustain 
external balances and defend the current 
account balance (Apostolou, 2025; Ullah, 
2025). 
 
Monetary Precision: A cumulative reduction in 
the policy rate (totaling 1,150 basis points since 
mid-2024) was utilized to support moderate 
economic recovery while attempting to anchor 
inflation within the target range. In late 2025, 
headline inflation successfully decelerated to 
approximately 5.6% year-on-year. However, the 
SBP prudently paused its monetary easing cycle 
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in March 2026, holding the policy rate at 
10.5% to anchor expectations against fresh 
supply-side commodity disruptions. 
3. Empirical Landscape: Key Economic 
Parameters 

The operational performance of Pakistan's 
macro-economy under the geo-economic 
transition is captured by key macro-financial 
indicators across the fiscal and external 
accounts: 

 

Macroeconomic 
Indicator 

FY24 
Performance 

FY25 
Estimates 

FY26 Targets / Status (Early 2026) 

GDP Growth Rate 2.38% 
2.05% – 
3.60% 

3.71% (H1 Recovery) 

Headline Inflation 
(YoY) 

26.0% 
12.0% – 
16.8% 

5.6% (Dec 25) $\rightarrow$ 7.3% (Mar 
26) 

Policy Interest Rate Peak (22.0%) 12.0% 10.5% (Paused in March) 

Annual Remittances ~$27 Billion >$30 Billion Projecting >$30 Billion Growth 

Fiscal Deficit (% of 
GDP) 

7.4% 5.9% Continuous Consolidation 

Sources: Compiled from SBP policy statements, IMF Regional Economic Outlook (Apostolou, 2025), 
and independent faculty research series (Ullah, 2025). 
 
4. Strategic Risks and "Structured Instability" 
Pakistan's connectivity vision is not without 
obstacles. Geopolitical conflicts in the Middle 
East and tensions at western borders pose 
significant risks to maritime chokepoints and 
trade stability. For instance, the outbreak of 
external shocks in early 2026 triggered a severe 
global energy crisis, driving domestic fuel and 
utility costs upward and reversing the 
decelerating inflation trajectory back to 7.3% 
by March 2026. 
Unlike international competitors who may 
adapt more easily to "structured instability," 
Pakistan’s geoeconomic model depends heavily 
on regional peace, institutional credibility, and 
unified trade governance frameworks for its 
transit corridors to yield optimal strategic 
dividends (Rifaat, 2026). 
 
Conclusion 
Bridging Pakistan's deficit requires more than 
just physical infrastructure; it demands a 
synergy between regional diplomatic stability 
and domestic structural reforms. As the nation 
targets a sustainable pickup in growth for FY27, 
the focus remains on transforming 
"geographical potential" into "economic 
dexterity." Mitigating structural frictions and 
transitioning successfully toward a flexible 
inflation-targeting regime will determine 
whether Pakistan can sustainably convert its 

transit potential into a permanent foundation 
for exchange rate stability (Mahmood, 2026). 
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