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Foreword

The Asian currency and financial crisis has had far-reaching effects on the regional economies and their
trading partners. These effects have threatened to wash away the region’s significant social and economic
advancement achieved during the preceding years of rapid growth. The crisis has also unveiled many intri-
cate problems and challenges in macroeconomic management, banking and capital markets management,
institutional capacity, and governance of the financial systemsin theregion.

Recognizing the urgency of addressing these problems and challenges, the Economics and Devel opment
Resource Center of the Asian Development Bank undertook a regional study of financial markets in nine
developing member countries. People’s Republic of China, India, Indonesia, Republic of Korea, Malaysia,
Pakistan, Philippines, Thailand, and Viet Nam. The objectives of the study were to analyze and deepen the
understanding of the sources of the crisis in currency and financial markets, to provide a useful basis for
designing and implementing preventive measures and refocused country strategies, and to help the Bank and
its member countries build robust and sustainable financial systemsin the region.

The study was designed, supervised, and coordinated by S. Ghon Rhee, Resident Scholar, 1997-1999.
A large number of Bank staff and renowned scholars and experts contributed to this studly.

Regional policy issues and recommendations based on the findings of the study were discussed at the
High-Level Workshop on the Asian Financial Crisisin Tokyo, on 25-26 March 1999. This workshop was
hosted by the Bank, the ADB Institute, and the Institute of Fiscal and Monetary Policy of the Ministry of
Finance of Japan.

The present series of publications seeksto bring the research findings to amuch wider audience and hopes
to contribute to a better understanding of the Asian financial crisis and how its recurrence can be prevented
in the future.

Jungsoo Lee
Chief Economist



Preface

Rising to the Challenge in Asia: A Study of Financial Markets presents the findings of a study carried out
under Regional Technical Assistance 5770: Study of Financial Markets in Selected Member Coun-
tries. Many Asian Development Bank staff members and outside experts contributed to the study’s success-
ful completion.

The coremembersfor the study were Ramesh Adhikari, David Edwards, Tobias Hoschka, Sudipto Mundle,
Soo-Nam Oh, Pradumna Rana, Yutaka Shimomoto, Reza Siregar, Peggy Speck, Ramesh Subramaniam, and
Vo Van Cuong. The outside experts were Stephen Cheung (Hong Kong, China), Yoon Je Cho (Republic of
Korea), Jang-Bong Choi (Republic of Korea), Catherine Chou (Hong Kong, China), G.H. Deolakar (India),
Maria Socorro Gochoco-Bautista (Philippines), Akiyoshi Horiuchi (Japan), Masahiro Kawai (Japan),
Mohammad Zubair Khan (Pakistan), Joseph Y. Lim (Philippines), Sang-Koo Nam (Republic of Koread),
Anwar Nasution (Indonesia), Edward Ng (Singapore), Jacha Park (Republic of Korea), Mohd. Haflah Piel
(Maaysia), Ken-Ichi Takayasu (Japan), Khee Giap Tan (Singapore), S. K. Tsang (Hong Kong, China),
Stephen Wells (United Kingdom), Richard Werner (Germany), Min-Teh Yu (Taipei,China), and Barents
Group LLC (KPMG).

Thirty-seven reports are contained in a series of 12 volumes:

Volume 1: Regional Overview Volume 3: Sound Practices
» Macroeconomic Poalicy Issues « Corporate Governance (Hong Kong, China)
 Banking Policy Issues * Currency Board (Hong Kong, China)
* Capital Market Policy Issues * Central Provident Fund (Singapore)

* Dichotomized Financia System (Singapore)

Volume 2: Special |ssues . o
* Banking Sector (Taipei,China)

» Asset Management Entities
* Deposit Protection Schemes Volumes 4-12: Country Studies
» Macroeconomic Policy Issues
 Banking Policy Issues
* Capital Market Policy Issues

Thevolumesbenefited extensively from constructive commentsfrom the Bank interdepartmental working
group, and the ministries of finance, central banks, and securities and exchange commissions of the nine
member countries that participated in the regional technical assistance study program and in the High-Level
Workshop on the Asian Financia Crisisin Tokyo, on 25-26 March 1999. Mitsuo Sato, former President of
the Asian Development Bank; Bong-Suh Lee, former Vice-President (Region West); and Peter Sullivan,
Vice-President (Region East) provided strong support and guidance throughout this project.

Soo-Nam Oh coordinated the research and publication activities. Wilhelmina Paz, Lagrimas Cuevas,
Anthony Y grubay, Ruben Mercado, Virginia Pineda, and Rosalie Postadan provided administrative and
technical support. The volumes were edited by Gloria Argosino, Mary Ann Asico, Graham Dwyer, and
Muriel Ordofiez. Typesetting, computer graphics, and conceptualization of the cover design were done by
Segundo de la Cruz, Jr.

S. Ghon Rhee

K. J. Luke Chair of International Finance and Banking
University of Hawaii

Resident Scholar of the Asian Development Bank
(June 1997-June 1999)
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Executive Summary

Pakistan adopted economic stabilization and struc- :
tura reform policies in 1988 in an effort to reduce :
domestic financial imbalances and external deficits. -
However, there have been problems with the imple- :
mentation of these policies, in terms of consistency |
and sequencing. The period 19881996 was charac-
terized by repeated attemptsto stabilizethe economy
amid weak effortsat structural reforms. Since policy -
measures were not able to achieve their objectives, -
the Pakistan economy continued to be trapped ina -
vicious circle of poverty, low growth, low savings, -
and low investment, which further hampered growth

and poverty aleviation.

Economic difficultiesworsened asafinancia cri- -
sis hit Pakistan at the end of May 1988. Reserves -
plummeted from $1.2 billion to about $0.6 billion, and
default seemed imminent. The crisis was triggered
by the country’ stesting of nuclear deviceson 28 May -
1998 amid threats of economic sanctions from the
United Statesand other countries. Unjustifiably, fear-

ing capital outflows, the Government froze all for-
eign currency accounts. As a natural response, pri-
vate sector remittances also practically ceased, cut-
ting off about $2.5 billionininflows projected for that
fiscal year. Commercia bank short-term lending to
the Government and State Bank of Pakistan (SBP)
dropped drasticaly. Two sourcesof foreign exchange
borrowing—official sources and private transfers—
which had remained seemingly insensitive to changes
in economic fundamental's, now dueto political rea-
sons (in the case of official inflows) and poor deci-
sions by the Government (in the case of foreign cur-
rency accounts) suddenly dried up and precipitated
afinancia crisis.

Government policy reformsinitiated in the finan-
cia and monetary sectors refer back to policies in
1987/88 to support structural reformsin the areas of
fiscal and trade policy. At thetime, the consolidated
federal and provincial fiscal deficit which was6 per-
cent of gross domestic product (GDP) or more in
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- the 1980s reached 8.5 percent of GDP and became

unsustainable. Thus, fiscal reformsbecamethemain
focus of reform efforts. The deterioration of Pekis-
tan’s fiscal position reflected, inter alia, persistent
expenditure overruns, the narrow and inequitabletax
base, low elasticity of the tax system, and a heavy
reliance of revenuesoninternational tradetaxes. The
medium-term fiscal reformsinitiated at thetimeaimed
to reduce the deficit through structural reforms of
direct and indirect taxes and a forceful restraint of
current spending.

Pakistan has gradually liberalized its tariffs, re-
ducing the maximum tariff rate from 225 percent in
1986/87 to 65 percent in 1995/96. Until end-March
1997, however, the country’s complex and exemp-
tion ridden tariff regime continued to giveriseto high
levelsof effective protection, nurtured inefficient in-
dustries, generated a strong antiexport bias, put a
heavy burden on consumers, diverted resources to
rent-seeking activities, and encouraged corruption and
smuggling.

The Government has pursued an export promo-
tion policy in oneform or another sincethelate 1950s.
The year 1988 marked a watershed in economic
policymaking in Pakistan, as the country turned de-
cisively away from inward looking policiestowards
tradeliberalization and export promotion. Successive
governments consistently strengthened thesepolicies
inthe subsequent period. While considerable progress
was made in the design and implementation of these
policies, asreflected in substantial growth in export
earnings, there is much scope for improvement in
tradeliberalization and export promotion policies.

Tariff policy remains one of the most important
policy instrumentsto influence resource all ocation or
investment decisions, by affecting relative prices and
profitability in the country. However, its impact is
eroded to a large extent by the Government’s credit
policy and by itsinvestment policy administered through
the Board of Investment (BOI). Furthermore, devel-
opment finance ingtitutions (DFIS) and commercial
banksareformally andinformally guided by the Gov-



ernment in selecting particular industrial sectors for -
venture capital investment. Apart fromtheexport pro- -
cessing zones (EPZs), there is no separate ingtitution

for financing investmentsin export activities.

Privatization of State-owned enterprises (SOES) :
has been pursued in Pakistan since 1991, following :
thewave of liberalization, deregulation, and minimi- :
zation of the role of the state in economic activity :
across the world. In the first two years, the pace of :
privatization wasrapid and 70 unitswere privatized. :
But after 1993 it slowed due to various factors such -
as demand for greater transparency and financial :

vulnerability of some of the units.

Building on the basic economic programsof previ- :
ousgovernments, the Government in March 1997 ini- :
tiated structural reforms and stabilization measuresto -
stimulate growth, reduce inflation, improve the bal- 3
ance of payments, and strengthen Pakistan's com-
petitiveness in world markets. Yet economic activity
isin deep recession, inflation perssts, and externa -
reservesare not improving. Government inactionand -
conflicting statementsand signa sbeforeimplementa- -
tion of structural reform policiessuggest alack of com-
mitment and stamina. To compound matters, thereare -
apparently some miscalculations emerging about the
response of the economy, the size of the marketsin -
Pakistan, and the combined impact of some of the .
structura policiesbeingimplemented. Totopitall, the
financia support from multilateral agenciesfor such
- thority (WAPDA). There are pressures to deal with

Reducing the fiscal deficit is one of themost im-
portant corrections needed. Not only isthe extent of
fiscal adjustment asubject of debate, especially seen
inathree-year context, the quality of adjustment also -
needs a review. Government effortsto achieve more -
revenues from income and sales taxes have suffered
for a number of reasons. On the expenditure side, -
rigidities dueto debt service and defense needslimit -
the scope of adjustment except by improving public -
sector productivity. Apart from awavering commit- :
ment to downsize or rightsize, the Government has :
not undertaken an extensive and indepth review to :

an extensive reform process istoo small.
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improve the efficiency of its spending. As always,
cutsin the development budget are most prominent.
But all fiscal efforts are discredited by the pursuit of
large and costly luxury projects such as motorways,
airports, and rail systems that cannot be justified in
terms of relative rates of return.

Reform of the banking sector is pivotal to the re-
vival and development of the economy. Unfortunately,
the processis beginning to falter. Theloan recovery
process is also marked by perceptions among de-
faulters of unequal treatment by the Government,
and the banking courts have yet to prove that the
new law is adequate for speedy recovery. Notwith-
standing the above, the reforms overestimate the
speed at which loans can be recovered. It would be
better to transfer these bad assets to a separate fund
for the lengthy process of recovery, and as a result
lower the burden of the bad portfolio on banks so
that they could reduce the spread between the de-
posit and lending rates.

Thereisconsensusin the country on privatization
of public corporations. However, the poor financial
state of the corporations and the slowdown in mar-
kets have been major constraints.

Thereare other considerationsthat warrant acare-
ful review of existing policy. More problems con-
fronting the economy include the hugely indebted
public corporations and the inadequate financial re-
sources of the Water and Power Development Au-

the latter issue through tariff increases, particularly
in electricity. However, there are arguments against
raising tariffs on a continued basis to address
WAPDA'sfisca gap. First, atariff increase will not
only be unbearable to consumers but will cripple an
aready uncompetitive industrial sector. Currency
devd uation may follow to shore up theuncompetitive
industries. Since fuel prices are indexed to the ex-
change rate, aspira of inflation would follow. Sec-
ond, WAPDA isamonopoly and, therefore, itsdistri-
bution losses of 29 percent of generated power can
be largely attributed to the company’sinefficiencies.



Thus, passing onthe cost of theseinefficiencieswould
be unreasonable. It is estimated that about PRsL bil- -
lion could be saved for each percentage point reduc- :
: ductivity and higher energy costs.

tioninlinelosses.

A tradeliberalization policy through tariff reforms :
has been proposed to reduce protection given to im- :
port-substituting industry and to encourage the ex- |
port sector, so that existing industrieswould become
more efficient and new resource alocation would
shift toward more competitive export industries. This
policy, however, hasbeen poorly implemented. There
isaneed to shift the focus from further tariff reduc- -
tions (except on inputs) to direct assistance to the
export sector in improving marketing and technical
know-how, productivity enhancement, reducing over-
- and benefits that accrue in the medium term and,

head costs, and increasing credit avail ability.

Tariff reform did not progress due to anumber of
mutually reinforcing reasons. First, it wasundertaken
simultaneously with ongoing tax reformsthat aimed
to broaden the tax base, promoteincometax compli-
ance, and introduce a genera sales tax. Second, to -
complicate matters, alarge fiscal imbalance existed

even in 1993, and correcting this was crucia to sta-
bilization of domestic pricesand improvement of the
external reserves position. With laxity in public cur-
rent expenditures, and a need to reduce the fiscal
deficit, there was no room left for pursuing tariff re-
form with rigor. Third, the pace of tariff reductions
wasrelatively fast considering the ability of the Gov-
ernment to develop alternative sources of revenue
and private industry to make adjustments.

The exchange rate policy of the Government that
had dual objectives of restraining inflation and pro-
moting exports has not been successful. Through
periodic step devaluationsfollowing periods of rela-
tive nominal stability, the exchange rate policy has
sought to recover export competitiveness that has
been eroded as a result of higher domestic inflation
compared with trading partner countries. In effect,
the policy has accommodated persistent fiscal and
monetary slippages and assured authorities that ex-
pansionary financia policies would not erode com-
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petitiveness. In fact, targeting of the real exchange
rate index has failed to compensate exporters for
theloss of competitivenessdueto declining labor pro-

The current economic program is the sum and
extension of initiativestaken by various governments
during the last 10 years. The menu of reform is ex-
tensive and ambitiousinitstargets. It aimsto rectify
distortionsdevel oped during many decades. Itisaso
cognizant of the need to provide socia safety netsto
the labor force directly affected by the reforms. It
must equally recogni ze the needs of industry and ag-
riculture to respond to the new set of relative prices,
competition, and opportunities. Most structura re-
forms by their very nature carry short-term costs

more important, some of these reforms are mutu-
aly dependent for their success. Not only are there
indications of wavering commitment of the Gov-
ernment to the total reform process, the resources
committed in support of such an extensive program
seem meager.

While Pakistan did not immediately suffer a fi-
nancial crisis when East Asian countries were eco-
nomically destabilized, there are certain underlying
weaknesses that are disturbing and pose a threat to
financial stability:

* Pakistan's financial sector remains weak, and
despite government efforts, the recovery of bad
loansismaking little progress;

« the Government is continuing with low priority,
long gestation infrastructure projects; and

* the East Asian crisis has increased Pakistan's
vulnerability to foreign exchangeliquidity prob-
lems.

There are several explanations why Pakistan did
not experiencethecrisisthat hit the East Asian econo-
mies.

» Whilethe East Asiaboom wasfinanced by highly
“sengitive” private sector capita in the form of
portfolio capital and short-term debt, Pakistan’s
deficits have been largely financed by official



flows and private sector bank deposits by resi-
dents and nonresidents that have displayed ex-
traordinary stability during repeated balance of :

payments crises in the 1990s.

» The foreign currency exposure of the private :
sector in Pakistan was low. Despite repeated :
attempts, this sector had limited successin rais- :

: openness after a period of controls and (ii) to direct

» WhilePakistan did receive some portfolioinvest- :
ment in 1994 at the peak of inflows into emerg- :
ing markets, its poor economic performance, :
political instability, and therelatively better pros- :
pectsin East Asiaat that timelimited such flows. :
The Karachi stock market peaked in 1994 and -
lost morethan onethird of itsvalue by July 1997. :
By then, most foreign ingtitutional investors had :

3 peated attemptsto stabilize the economy amid weak

« Banking reforms were introduced in early 1997
and, together with better monitoring of pruden-
tial regulations, put the brakes on poor credit de-

- traction due to tax evasion and the expansion of the

At the end of May 1998, afinancia crisisfinaly -
hit Pakistan and default seemed imminent. The two -
sources of foreign exchange borrowing—official
sources and private transfers—which had remained
stable and seemingly insensitive to changesin eco-
nomic fundamental's, suddenly dried up and precipi- -

- the private sector was partly compensated by over-

The Government took a number of stepsto re- .
store confidence but the market seemed unimpressed

by the measures. The loss of credibility due to the .

mishandling of the mediatrial of foreign investors, .

which caused the stock market crash, and the freez-

ing of foreign currency accounts will take time to -

- declinein bank profitability.

ing capital from international sources.

already withdrawn from the market.

cisonmaking.

tated the crisis.

recover.

Introduction
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controls, moreopeninvestment policies, and the adop-
tion of market-oriented monetary policy. Thechange
inpolicy direction coincided with areturn to democ-
racy and free elections after nearly 12 years of mili-
tary dictatorship.

The task before the Government was twofold:
(i) todevelop ingtitutionsand regul ationsin tunewith

the economy along more efficient lineswhileaccom-
modating the cost of adjustment. Unfortunately, the
period was mired by declining standards of gover-
nance from already low levels, further increases in
corruption, and politica instability. Seven administra-
tions ruled the country in the 10-year span covering
the period 1988-1998.

The period 1988-1996 was characterized by re-

effortsat structural reformsthat pushed the economy
into aseriesof viciouscycles. In particular, increased
taxation on ashrinking tax baseled to itsfurther con-

underground economy, and resulted in further tax
hikes. Sluggish budgetary revenues led to cuts in
public investment in human capital and infrastruc-
ture, undermining the profitability of private sector
investment and production, thus reinforcing weak-
ness in revenues. Low employment generation by

staffing in the public sector, which further reduced
itsefficiency. Double-digit inflation created the need
for nominal depreciation, which fed back into infla-
tion. Declining profitability in the banking system de-
pressed the rate of return on bank deposits, leading
to disintermediation, which in turn led to a further

More broadly, the Pakistan economy continued to

~ betrappedinaviciouscircleof poverty, low growth,
In 1988, Pakistan adopted policies geared towards -
economic stabilization and structural reforms, inan -
effort to reduce domestic financial imbalances and -
external deficits. The measures were also intended -
to promote trade liberalization, reduction in capital :

low savings, and low investment, which further ham-
pered growth and poverty alleviation. Moreover,
these structural problems eroded the institutional
fabric of society, contributing to deteriorationin gov-
ernance and in security conditions. The attempts



during recent years to correct macroeconomic im- -
balanceshavefallenvictimto dlippagesinpolicy, in- |
consistencies and sequencing problemsin adjustment :
policies, and sometimespolicy reversalstriggered by, :
among other factors, a slow response from the :
economy. Theresult hasbeen aworsening fiscal and :
external position, reflected most conspicuoudly in |
repeated foreign exchange crises and a ballooning
public debt. The country isat apoint wherereserves
can be depleted no further, nor further borrowing -
- anddlippagesin policy implementation started to sur-

The most troubling aspect is the Government’s
heavy reliance on foreign currency depositsto meet
external financing requirements. Inthe past twoyears,
inflows into resident foreign currency deposits
(FCDs) have covered one fifth to two fifths of the
trade deficit. Asof 28 May 1998, the total outstand- -
ing balance in foreign currency deposits stood at
$11.2 billion, equivalent to onethird of total external -
debt. About 86 percent of foreign currency deposits
were either demand deposits or had a maturity of
oneyear or less. In the shadow of thefinancial crisis

sustained.

of East Asia, thiswas of particular concern.

Overview of Macroeconomic
Developments During
1992-1998

In 1992/93, reflecting theimpact of devastating floods,
viral attacks on crops, and political instability, gross
domestic product (GDP) growth plummeted, and the
external current account deficit widened to 7 per-
cent of GDP creating a balance of payments crisis.

In mid-1993, Pakistan embarked on an ambitious
medium-term program of macroeconomic adjustment
and structural reform that sought to address deep-
rooted structural problems and mounting macroeco-
nomic imbalances that had led to a near balance of
payment crisis. The program achieved, initialy, re-
markable stabilization, including asharp reductionin
the external current account deficit, astrong buildup
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of reserves, and decrease in the budget deficit to
6 percent of GDP, 2 percentage points lower than in
the previous year. Significant progress was madein
privatizingindustrial units, deregulating economic ac-
tivities, liberalizing thefinancia system, and opening
up the economy through a relaxation of trade and
exchange restrictions.

The stabilization achieved in 1993/94 was short
lived and its benefits quickly eroded as the adjust-
ment and structural reform process lost momentum

face, particularly with the proliferation of tax exemp-
tions and concessions. As aresult, inflation acceler-
ated, the trade deficit widened, and capital inflows
weakened. The announced 1995/96 budget clearly
confirmed the pause in the process of adjustment
and reform, eliciting an adverse market reaction. This
precipitated a rapid deterioration in the external re-
serves position, bringing the country back to the brink
of aforeign exchange crisisin October 1995.

During thisperiod, Pakistan'seconomy performed
below its potential. Following the sharp decline in
1992/93, the growth of real GDP recovered over the
next three years, helped in part by the recovery in
agriculture, investment in the energy sector in re-
sponseto the new energy policy in 1994, and expan-
sion of small-scale, export-oriented enterprises. But
recovery was modest and the growth rate fell from
an average of 6 percent in the 1980sto 4 percent in
1992/93-1995/96. This decline reflected, inter alia,
poor weather conditions, adeterioration inthe physi-
cal integrity of theirrigation and drainage systems,
inadequate public spending on essential infrastruc-
ture and its maintenance, distortionsin pricing poli-
cies, impaired internationa competitiveness, and stag-
nant productivity.

The authorities reacted by introducing, in late
October 1995, a package of corrective measures,
consisting of adevaluation of therupee by 7 percent
and fiscal measures in an amount equivalent to
1.7 percent of GDP on an annual basis, including a



10 percent regulatory duty onimports. Nevertheless, -
expenditure overruns and stagnant revenue fully re- :
versed the fiscal adjustment achieved in 1993/94— -
1994/95, and the budget deficit widened againto close :
to 7 percent of GDP. The 7 percent deval uation—in :
the absence of atightening of fiscal policy andinthe :
context of an accommodating monetary policy— :
proved insufficient to halt the deficit, which expanded :
to arecord high of close to 7 percent of GDP ($4.4 :
billion). This deteriorating trend continued in early :
1996/97, leading to adepletion of grossreservesand :
bringing the economy yet again to anear foreign ex- :
change crisis. In response, the Government intro- :
duced a second package of corrective measures in :
October 1996, including adevaluation of 8.5 percent :
and fiscal measuresamountingto 1.5 percent of GDP. :
In 1996/97, in the context of renewed political insta- 3
bility that undermined private sector confidence, -
growth declined to 3.1 percent, barely sustaining the
level of real GDP per capita. This poor performance -
was led by a negative growth of major crops, with -
repercussions on al other sectors. Growth of large- -
scal e manufacturing has been particularly weak and -
. deficit was hardly reversed in 1996/97 as imports

The fiscal year 1997/98 was marked by political -
and congtitutional crisis and the impact of the East
Asian crisis. It ended with the dramatic events of
nuclear testing by Indiaand Pakistan amid threatsof
sanctions from some Western countries. According
to official estimates, real GDP grew by 5.4 percent
supported by good crops and recovery in the manu-
facturing sector led by the sugar industry. Inflation
came down from 11.6 percent to 8 percent in the
first 10 months. On the external side the current ac- -
count deficit fell sharply asimports were cut dueto -
effective demand management policies and a gen- -
eral slowdown in the economy. The reserves grew
dlightly to about $1.2 billion, reflecting someimprove-
ment in exports, workers' remittances, and a sharp -
increase in the inflow of resident FCDs. The main -
weakness was in tax mobilization efforts, which to- :

became negative in 1996/97.
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gether with lower importsbelied the official estimate
of robust GDP growth rate.

Gross national savings continued tofall short of the
country’sinvestment expenditure, with the gap rising
from 3.6 percent of GDPin 1993/94 to 6.6 percent on
average during 1996/97-1997/98. The available data
suggest that the widening of the savings-investment
gap was primarily caused by a sharp deterioration in
national savings (about 12 percent of GDP) dueto a
declinein privateand public savings. Domegticinvest-
ment also decreased marginally (to about 18 percent
of GDP), with an increase in private investment off-
setting most of the declinein public investment.

Reflecting the savings-investment imbalance,
Pakistan's external accounts deteriorated substan-
tially over the three years ending 1996/97. The cur-
rent account deficit, which had been contained be-
tween 4 and 5 percent of GDP since 1988/89, wid-
ened to 6.8 percent of GDP in 1995/96. This was
mainly driven by import growth exceeding 16 per-
cent indollar terms on account of loose demand poli-
cies, and in the absence of timely exchange rate ad-
justments. The deterioration of the current account

and exports declined. In 1997/98 the deficit wasless
than 5 percent of GDP mainly on account of import
contraction.

The overall balance of payments turned from a
surplus in 1994/95 to increasing deficits during the
next three years, amounting to more than $1 billion
in 1996/97. The capital account surplus rose in
1995/96, mainly through public short-term borrowing
and theaccumulation of FCDs by nonresidents. How-
ever, these short-terminflows could not be sustained
in 1996/97, in part because of the unstable political
situation. As a consequence, the deficit was largely
covered by adepletion of the official reserves—from
the equivalent of 12 weeks of imports as of end-
1994/95 to less than three weeks in late 1996/early
1997, before partially recovering in June 1997/98.
From 1995 to 1998, thetotal external debt (including



thefinancial ingtitutions externd liabilities) increased -

substantially, reaching $30 billion at end-June 1998.

Developments in exports and imports have dis- :
played great variability over the last six years, re- :
flecting Pakistan’s dependence on agricultural out- :
put and highly volatile world prices, especialy for :
cotton products. Export trends show an average |
growth in dollar terms of less than 5 percent com-
pared to 8 percent inthe 1980s. Persistent antiexport -
biasesin trade and tariff policies, lagging structural -
reforms, and protracted commerciad tensionsin Pekis-
tan’s traditional markets are the main factors under- -
lying the declining export performance. Import growth
~ were demand deposits, while the rest were time
periodindollar terms, dightly lessthan GDP growth.
The country’s terms of trade have deteriorated by -
more than 10 percent cumulatively since 1993/94,
* external debt amounting to $29.6 billion at the end of
ported commoadities (petroleum products, wheat, ed- -
ibleoil) and, morerecently, adeclineinworld prices -

was dightly lower than 5 percent during the same

reflecting a sharp increase in the price of key im-

for its major exports (cotton and rice).

capital inflowsin 1995/96 to cover large current ac-
count deficits, mainly through FCDs and short-term
debt. This strategy, however, rapidly gave rise to
adverse market anticipations, accel erating the deple-
tion of official reservesand precipitating the foreign
exchange difficultiesin the second half of 1996. Fol-
lowing the elections, market confidence has been
increasing with the Government’s package of struc-
tural reforms, and some international lenders have
renewed their interest and support. Resident FCDs
increased by nearly $1.7 billion during 1997/98. How-
ever, nondebt creating inflows, particularly foreign
direct investments (FDIs), are still Sluggish and the
external situation remainsfragile.

Gross officia reserves (kept by the SBP) were
held above 12 weeks of importsin 1994/95, but fell
to five weeks of imports by end-1996/97 ($1.2 bil-
lion). During the near exchange crisis of Septem-
ber—October 1996, official reserves bottomed out at
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$600 million, equivalent to less than three weeks of
imports. This was followed by a gradual recovery
after the announcement of the October 1996 policy
package (which included an 8.5 percent deval uation
of the rupee), the reduction of political uncertainties
inthefirst half of 1997, and the launching of the new
Government’seconomic program. Foreign exchange
reserves stood at $700 million at end-August 1998.
Pakistan’sfragile external reservepositioniscom-
pounded by the accumulation of short-term foreign
currency liabilitiesby the banking system, mostly resi-
dents' and nonresidents FCDs. About 40 percent
of the$11.5 billion stock of FCDs at end-June 1998

deposits concentrated in three-month to one-year
maturities.
With a stock of public and publicly guaranteed

1996/97, Pakistan may be regarded as a highly in-
debted developing country. As aratio of exports of

" goods, services, and private transfers, the public and
Pakistan was able to increase the mobilization of

publicly guaranteed debt was close to 220 percent at
end-1997/98, and the related debt service reached
27.9 percent. Given the relatively limited openness
of the country, the debt-to-GDP ratio has been con-
tained to less striking levels—43.8 percent in 1996/
97, a slight drop from 44.5 percent in
1994/95. However, the decline in the external debt
to GDP ratio has not reduced Pakistan’'s vulnerabil -
ity to exchange rate fluctuations, because of the SBP
forward cover mechanism for FCDs.

The Liberalization Process,
1988-1998

Monetary Policy

To support structural reforms in the areas of fiscal
and trade policies, the Government initiated reforms
in the financial sector and in monetary policy in
1987/88. While continuing to exercise credit control
through direct methods, it took stepsto improve debt



management and promote the establishment of a -
capital market. It also rationalized the rate structure :
of the National Savings Scheme (NSS) and intro- :
duced market-oriented rates of return on government :
debt instruments, including short-term Treasury bills :
(T-bills), asapreludeto eventually adopting market- :
oriented techniques of monetary control. The auc- :
tion of government securities began in March 1991. :

Whileforeign currency accountsfor nonresidents :
were introduced in 1973, resident FCDs were de- -
regulated in February 1991. Both types of accounts :
are protected from disclosure requirements regard- :
ing the source of funds. The interest rates payable :
on these accounts are capped at fractions of a per- :
cent above the LIBOR (London interbank offered :
rate), varying with maturity of deposit. Commercial :
banks are required to surrender foreign exchange to 3
the SBP in aswap agreement, with the period of the -
swap corresponding to the initial maturity of these -
deposits. In June 1992, the SBP phased out itspolicy
of providing free full forward-exchange cover to fi-
nancial ingtitutionswith respect to these depositsand -
introduced a forward exchange fee of 3 percent of -

the deposits per year.

On 1 July 1992, the SBP adopted the credit-to-
deposit ratio and the auction of T-billsto developits
ability to control monetary and credit aggregates, al-
though direct credit controls also remained opera-
tional. It also limited the use of mandatory lending
and credit to nonbanking financial institutions
(NBFIs). The objectives of financial sector reform

at thistime were to:

« strengthen financial intermediation through the
rationalization of structures of rates of returnon
~ernment securities has left the financial system of

awide range of debt instruments,

« reduce the distortionary effects of mandatory -
- for thisisthat therate of return onthe T-bill givesan

and concessional credit allocation,

« strengthen thefinancial system through enhanced

supervision and regulation, and

* encourage private sector participationin domestic :

banking.
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Privatization of banking hasbeen animportant com-
ponent of the authorities’ financia sector reform pro-
gram. It wasintended to increase the competitiveness
and efficiency of the banking system. Before the re-
form program, nationalized commercia banks(NCBs)
dominated domestic banking. Sincetheir nationaliza-
tionin 1974, the NCBs had lost their commercial ori-
entation, adversely affecting their efficiency, market
responsiveness, and financial strength. Consequently,
the Government sought private sector participationin
domestic banking through the privatization of NCBs
and the establishment of new, privately owned banks.

In January 1992, the SBP issued new prudentia
regulations to enhance the supervision and regula-
tion of the banking system. The new guidelinesin-
cluded more stringent limits on credit concentration
and on contingent liabilities, stiffer guidelineson the
separation of bank ownership and management,
tighter margin requirements on equity-based ad-
vances, and strengthened system of classification and
provisioning for nonperforming assets (NPAS). In ad-
dition, amendments were made to the Banks Na-
tionalization Act of 1974 aimed at enhancing the ad-
ministrative and advisory role of the Pakistan Bank-
ing Council incommercia banking.

In 1993, through an amendment to the State Bank
Act of 1956, the SBP was given operationa inde-
pendence to conduct monetary policy and regulate
and supervise the banking sector.

In 1994/95, the Government continued efforts to
move toward the adoption of indirect instruments of
monetary control and took measuresto liberalizein-
terest rates further.

The development of the auction market for gov-

Pakistan with an important role. One of the reasons

approximate idea of the market’svaluation of alow-
risk asset. Inthis context, the Government introduced
the auctioning of government securitiesin 1991 and
rationalized the structure of national saving schemes.
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MARKET-BASED MONETARY CONTROL

Considerable progress has been made in the years |
prior to 1997 in the use of market-based instruments :
for monetary control. Building on theintroduction of :
an auction system for government securities, the SBP |
has been managing domestic liquidity, to alarge ex- :
tent, by intervening in the secondary market through |
open market operations. For a period following the
elimination of absolute credit ceilings, the limitsfor -
credit expansion by the commercia banks were de- -
termined through acredit-to-deposit ratio mechanism
(which has also been abolished). Ceilingsonlending
rates have been removed and the scope of manda-
tory and concessional credit schemes substantially

curtailed.

During 1997/98, monetary reforms were carried
out further with greater reliance on market-based -

instruments, asfollows:

« the authorities initiated a reform of the primary

dealer system for government securities;

* T-bills covering arange of maturities (threeand
six months, and one year) were introduced by

stepsin 1997/98; and

nated as they were not well suited for trading in
the secondary market.

Within thisimproved environment, the operational
procedures for open market operations were re-
fined with a view, among other things, to reduce
short-term interest rate volatility in the interbank
market. This included introducing two-way open
market operations and a deposit facility at the SBP
to absorb surplus overnight funds; the SBP also
changed the reserve requirement from a daily to a
weekly average basis. Asaresult, public debt man-
agement improved through the channeling of anin-
creasing share of financial savingsinto marketable
debt instruments both broadening the market for
government securities and ensuring comparable and
market-related terms on the various debt instru-
ments.

REGULATORY AND SUPERVISORY REFORMS
The Government views the weaknesses of the fi-
nancial system as aleading factor behind the slow-
downinthereal growth of the economy, the decline
in domestic savings, and the emergence of unsus-
tai nable macroeconomic imbalances. Accordingly, it
hasendorsed and isfully implementing legal and regu-
latory/supervisory reformsin thisarea, specifically:

* laws have been enacted to strengthen the au-
thority and autonomy of the SBP, to insulate the
State-owned banks and DFIs from political in-
terference, tofacilitateloan recovery, and to unify
the banking court system;

« banking regul ations have been upgraded and the
SBP ssupervision capacity isbeing strengthened;
and

« the management of the State-owned banks and
DFlshasbeen professionalized whileaction plans
to reduce operating losses, principaly through
appropriate downsizing, are being implemented
under the direction of the SBP.

The continuing strategy isto insulate the banking

- systemfrom political interferencein order to provide
» theexisting six-month federal bondswereelimi-

proper governance and impose financia discipline.
Further reforms will be based on a three-pronged
approach, asfollows:

« privatization of banksand DFIs. Theprivatization
plan cals for divestiture of the Government’s
ownership interests in the banks and replace-
ment of the bad assets (net of capital and re-
serves) of these ingtitutions by government se-
curitiesat thetime of their privatization. In addi-
tion, with technical assistance from multilateral
institutions, the Government is studying possible
privatization of two mutua funds (Investment
Corporation of Pakistan and National |nvestment
Trust), as well as an insurance company (State
Life Insurance Corporation);

« enhancement of the ability of the SBP to super-
vise banks and effectively enforce regulations
(see Appendix 1); and




* improvement of the legal environment for loan
recovery and enforcement of financial contracts. :

In addition, further steps are being taken to en- :
hance the regulatory and supervisory system, and to :
improve the legal environment and strengthen judi- :
- TAXREFORM
After Pakistan conducted nuclear testson 28 May :
1998 amid threats of economic sanctions from the -
United States and some other countries, the SBP, -
fearing that depositors would withdraw their FCDs, :
stopped all foreign exchange withdrawal s from both :
resident and nonresident foreign currency accounts. :
However, depositors were allowed to encash their :
deposits in rupees at PRs46/$ while the official ex- :
change rate was PRs44/$. In the ensuing days, the :
exchange rate in the open market fluctuated widely, :
rising as high as PRs70/$. By 12 September 1998
the rate was PRs58/$. On 22 July, the Government
announced that exporters and importers would ex-
change their currencies at the average of the official
exchange rate and the interbank rate, which was
hovering at around PRs54/$. The Government has -
offered five-, seven-, and ten-year foreign currency
bonds for nonresident depositors, but with little suc- -
- major structural distortion has provided an environ-
- ment conducive to progress with reforms at both the
- federal and provincia levels. As a result, provinces
The consolidated federal and provincial fiscal defi-
cit, whichwas 6 percent of GDPor moreinthe1980s,
reached 8.5 percent of GDPin 1987/88, and became
unsustainable. The overall public sector borrowing
requirement was even larger due to large deficits .
incurred by public enterprises, the main factor be-
hind Pakistan’s economic difficulties. Thusfiscal re-
forms have remained the main focus of the contin- -
ued stabilization and structural reform effortsof suc-
cessive governments since 1988. The deterioration
of the country’sfiscal position was reflected, anong
other things in persistent expenditure overruns and
weak revenue generation system, including the nar- :
row tax base, inelastic tax system, and a heavy reli- :
ance of revenues from international trade taxes. The -

cia institutionsfor loan recovery.

cess o far.

Fiscal Policy
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medium-term fiscal reforminitiated at thetimeaimed
to reduce the deficit through structural reform of di-
rect and indirect taxes and a forceful restraint of
current spending (see Appendix 2).

Thethrust of the tax reform program isto promote a
more equitable distribution of the tax burden and
greater compliance with tax documentary require-
ment. The salient features of the reforms are reduc-
tionsin tax rates and a broadening of the tax baseto
include previously untaxed income and undertaxed
sectors, supported by improvementsin tax adminis-
tration. These actions are being taken in the context
of a new revenue-sharing arrangement under the
1997 Nationa Finance Commission Award between
the federal Government and the provinces, which
hasincorporated all federally collected taxesinto the
divisible pool and established auniform sharing ratio
across taxes. The new arrangement has removed
the strong disincentive to tax reform that was asso-
ciated with the allocation of most import taxesto the
federal government and the bulk of revenues from
domestic taxes to the provinces. Removal of this

will be able to reduce their dependence on nonman-
datory grants and loans from the federal Government
and, with a strengthened own-resource mobilization
effort, will be able to better forecast and protect their
priority expenditures on basic social services.
Significant progress has been made over the last
two yearsin reforming the General Sales Tax (GST)
into a modern, broadly based value-added tax. Im-
portant amendments to the 1990 General Sales Tax
Act were introduced in June 1996, expanding the
horizontal coverage at the manufacturing and im-
port stages, removing excise-type features, and es-
tablishing aturnover threshold for registration. This
wasfollowed by improvementsin the 1997/98 bud-
get, including compul sory registration of importers,

11
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wholesalers, and distributors, and abolition of replace-
ment invoices; effective extension of the GST to two :
major sectors of the economy, namely textiles and :
steel; improvements in refund procedures; and :
strengthening of thelegal provisionsto deal with de- :
linquent taxpayers, curb tax fraud, and minimizeeva :
sion. Also, following asimplificationin March 1997 |
in the 1997/98 budget, the GST rates were unified -
- suitable facilities, equipment, and supplies. To pro-

Steps aimed at expanding the income tax base
have already been taken, effective 1 July 1997. The
concept of taxable income has been redefined toin-
clude perquisitesin cash and inkind, and certainde-
ductions have been reduced. With regard to the rate
structure, personal income tax rates have been de-
creased to 5, 10, 15, and 20 percent (from 10, 20, 30,
and 35 percent, respectively) while corporatetax rates -
have been lowered to 30 percent for public limited
liability companies (from 33 percent), to 35 percent -
for private limited liability companies (from 43 per-
cent), and to 55 percent for banks (from 58 percent).
~ to a shrinking economy). Moreover, tax reform is

into asingle standard rate of 12.5 percent.

These changes took effect on 1 July 1998.

The Government committed to implement mean-
ingful taxation on agricultural income. The recent
enactment of land-based taxes by all four provinces
represents a breakthrough in the tax policy area.
The imposition of these taxes is expected to meet
the dual objectives of promoting equitable sharing
of the tax burden across different sectors as well
astapping apotentially significant additional source
of revenues for the provinces. Initialy, the provin-
cial governments opted for a presumptive land-
based tax, with exemption limits based on farm size,
and variation in rates by irrigation status and cover-
age of types of farmland across the four provinces.
Theland revenue will continueto be collected with
thisnew tax. Simultaneously, domestic output prices
(especially wheat) in the agricultural sector will be
set at border prices to reverse the deterioration of
thetermsof trade of agriculturethat hastaken place
in the past, while credit availability to agriculture
will be enhanced.

REFORM OF TAX ADMINISTRATION

Effortsarebeing initiated and will beintensified over
the next three yearsto improve tax administrationin
support of the above policies regarding the GST and
income tax. In this context, the Centra Board of
Revenue will be strengthened through incentives to
assure continuity in recruitment, and will be provided
with appropriate resources to acquire and maintain

mote voluntary tax compliance, an information ex-
change program encompassing incometax, GST, and
customs is being developed. The Central Board of
Revenue is being restructured under a new |leader-
ship from the private sector, into the Pakistan Rev-
enue Service (PRS) with the aim of improving tax
administration. The capacity of the PRS is being
strengthened, tax collection processes reengineered,
and management improved. Enhancing the tax ad-
ministration will be a challenging task for the Gov-
ernment since the costs of adjustment will have to
be borne at atime when revenues are declining (due

changing the emphasis from traditional sources of
revenue, while taxpayers willingnessto pay isat a
low point dueto poor provision of public services.

EXPENDITURE REFORMS

In line with the policy to emphasize greater effec-
tiveness and improve developmental impact, in
1996/97 the Government took measures to control
thelevel of expenditures, rationalized itsinvestment
program, and made considerable progress in reduc-
ing spending on lower-priority activities. Expenditures
on defense, civil administration, and subsidies have
been contained in nominal terms, while nonpriority
expenditures of the development budget have been
sharply cut.

With regard to the Public Sector Development
Program (PSDP), the authorities continued to better
prioritize, manage, and implement the Federal PSDP
and will encourage the provinces to make similar
efforts. The Planning Commission has shifted itsfo-




custoward strengthening the monitoring and evalua-
tion of the PSDP. The Government has recognized :
the need to restore public investment in core areas :
~ tomaintain forei gn currency accounts and were free
~ to transfer their balances abroad.

of public sector responsibility.

Exchange Rate Policy

Before 29 May 1998, the exchange rate arrange- :
ments of Pakistan consisted of a managed float un- :
der which the SBP set the daily exchange rate at :
which it would purchase and sell dollars (the inter- :
vention currency) initsdealingswith authorized deal - :
ers. Therate was adjusted frequently, taking into ac- :
count the competitiveness of the tradable sector and :
- with specified countries. Paymentsfor invisiblesare

Since 1982, the Pakistan rupee has been unpegged :
from the dollar and operated in a floating rate sys- :
tem based partly on a trade-weighted basket of ma- -
jor currencies. Market forcesplayed alimited rolein -
the short-term determination of the exchange rate, -
sincethe SBPfixed daily buying and selling exchange -
ratesin transactionswith banks and other authorized -
dedlers.” In recent years, the SBP has sought to man- -
age the rupee/dollar rate in away that strikes a bal- -
ance between containing inflationary pressures and
maintai ning acompetitive tradable sector. Thispolicy -
has resulted in long phases during which the SBP .
implements minor “technical” adjustmentsvis-a-vis -
thedoallar, interspersed with more substantial stepde-
valuations that have allowed the real effective ex- .

the need to contain inflationary pressures.

change rate to recover eroded competitivenass.2

FOREIGN EXCHANGE REGULATIONS

Pakistan has a highly liberalized foreign exchange -
system. As of July 1994, it has adopted current ac-
count convertibility of the rupee and removed all
multiple currency practices. As a result, it has ac-
cepted and fulfilled its obligationsunder Article VIII
of the Articles of Agreement of the International
~ the SBP against rupees for on-lending in Pakistan.

Pakistan’sforeign exchangeregulations have also :
been liberalized for most aspects of the capital ac- :

Monetary Fund (IMF).
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count. There are no restrictions on repatriation of
profits and capital associated with FDIs. Before 29
May 1998, residents and nonresidents were allowed

The SBP has delegated authority to a number of
banksand financial institutionsto deal inforeign cur-
rency, to supervise surrender requirements, and to
sell foreign exchange. Exchange receipts and pay-
ments abroad must be effected through an autho-
rized foreign exchange dealer in any convertible cur-
rency. Letters of credit for imports must be estab-
lished in foreign currency except certain settlements

controlled by the SBP and, in some cases, require
prior approval.

Exportersare obliged to collect and surrender for-
eign exchange receipts with the SBP within four
months of shipment, although the SBP may allow an
extension to this period. Since 22 July 1998, export-
ersare alowed to surrender half of their earningsto
the interbank foreign exchange market.

In recent years, the SBP took important steps|ead-
ing to agradual withdrawal of the SBP from its ear-
lier central role in the foreign exchange market and
the development of an interbank foreign exchange
market.

After 29 May 1998, with the freezing of foreign
exchange accounts, the rules and regulations were

. changed.

FOREIGN CURRENCY DEPOSITS

Before29 May 1998, residentsand nonresidents could
open foreign currency accounts with banks and
NBFIs. Since current banking regulations prohibit
banks from lending in foreign currency and permit
them to maintain only small uncovered positionsin
foreign exchange, banks surrender these depositsto

The banks are then required to close the open posi-
tion by purchasing aforward contract from the SBP.

]
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On 29 May 1998, the SBP suspended withdrawal
of foreign currency from all foreign currency ac- |
counts. Withdrawal s could only be madein rupeesat :
~ theauthoritiesreversed further theliberalization pro-
© cess by introducing atemporary 10 percent regula-
: tory duty on imports.5 Theliberalization processre-
Several minor additional liberalization measuresre-
garding capita inflows have beenimplemented since
1994/95. Most of Pakistan's remaining restrictions -
on capital movements pertain to outward transac- -
tions. Residents (including firms) are not permitted -
to invest abroad except by purchasing foreign ex- -
change bearer certificates.” Permission is subject to
the condition that all proceeds should be repatriated
to Pakistan through normal banking channels. Re-
garding inflows, foreign-owned companies can bor-
row any amount abroad but they need to obtain Gov-
ernment and SBP approval for the issuance of the -
~ tions remain overly detailed and are characterized

PRs46/$.

CAPITAL ACCOUNT RESTRICTIONS

debt instruments abroad.

Trade Liberalization
TARIFF REFORMS"

Pakistan has gradually liberalized itstariffs over the
last few years, including asequential reductioninthe

maximum tariff rate from 225 percent in 1986/87 to
65 percent in 1995/96. Until end-March 1997, how-
ever, the country’s complicated and exemption-laden
tariff regime continued to giveriseto high levels of
effective protection, nurtured inefficient industries,
generated a strong antiexport bias, put a heavy bur-
den on consumers, diverted resources to rent-seek-
ing activities, and encouraged corruption and smug-
gling. It consisted of statutory rates modified by a
comprehensive set of end-user exemptionsand con-
cessions, most of them linked to sectora and re-
gional policies, thus making it in effect a dual sys-
tem, where about 40 percent of imports received
special treatment.

Efforts to reform the tariff regime were limited
and sometimes reversed during the period under
review. The 1995/96 budget reduced the maximum
import duty rate from 70 to 65 percent, but increased

several intermediate rates for revenue purposes.
Shortly after, with the stabilization program that ac-
companied a 7.5 percent devaluation of the rupee,

sumed in March 1997 as the new Government re-
duced the maximum tariff rate to 45 percent and
merged the 14 duty rates into a six-band system
(10, 15, 20, 25, 35, and 45 percent). The 10 percent
regulatory duty was eliminated, except on a few
items, and thelist of zero-rated imported goodswas
reduced to a minimum. As a result, a number of
exemptions and concessions became redundant. An
outcome of this reform is that the average rate of
import duties is estimated to have fallen from
19 to 17 percent, with a significant parallel reduc-
tion in the dispersion. However, several tariff posi-

by the distinction between goods made in Pakistan

"~ and others.

Pakistan continuesto use asystem of import trade
prices, rather than actual transaction values, in de-
termining import values for customs purposes for a
substantial proportion of imported items. The sys-
tem, thus, spawns overstatements of import values,
which leads to additional import protection. Under
the General Agreement on Tariffsand Trade (GATT)
Uruguay Round, Pakistaniscommitted to aninvoice-
based system by the year 2000, and to adjusting its
Customs Act accordingly. The authorities have can-
celled, effective March 1997, the contract of
preshipment inspection with the Swiss company
Sociéte Geénérale de Surveillance, which had beenin
force since 1995.

Apart from the remaining import restrictions,
mainly based on health, security, environment, and
religious reasons, there are at least 28 nontrade bar-
riers aimed at protecting local producers, and sev-
eral schemes restricting imports. The negative list,
which has been reduced to 68 items (from 214 in
1989) still contains several textileitemsthat can com-




pete with local products (cotton fabrics, carpets, and -
other textilefloor coverings, knitwear, and bed linen). :
At least 17 products are subject to procedura re- :
guirements, that de facto restrict imports, some of :
which are clearly geared toward protecting local in- :
dustry. These include motor cars—which can only :
be imported unassembled and according to a spe- :
cific program of progressive replacement of the im- :
ported parts by locally manufactured parts (the “de- :
letion program”)—and tractors.” Imports of petro- :
leum products, lubricants, and specificinputsfor the :
oil industry require administrative authorization, to :

protect the local petroleum industry.

EXPORT PROMOTION POLICIES’

Pakistan has pursued an export promotion policy in :
one form or another since the late 1950s. One such -
policy was the export bonus scheme that operated -
from 1959 to 1972. The foundation of the existing -
export incentive systemwaslaidin 1972 followinga -
devaluation and unification of the exchangeratesys-
tem. The export incentive system during the 1970s -
was designed in particular for manufactured exports -

and included thefollowing:

* exemption of exports from salestax and central

excise duty;

 a duty drawback scheme covering sales tax,
central excise duty, and customs duty on inputs -
- substantial growth of export earnings, there is till

used in exports;
* export tax on raw material used in exports;

» aconcessionary finance and export credit guar-

antee scheme; and

« facilities for import of raw materials and ma- -

chinery used in the manufacture of exports.

However, these export incentives were limited in 3
comparison to incentives for domestic production. -
Economic policy, in general, also had abiasin favor
~ country’scapacity to react promptly to growing com-

Theyear 1988 wasamilestonein economic policy
making in Pakistan as the country turned decisively :
frominward-looking policiestoward tradeliberdiza- :
tion and export promotion. These outward-looking :

of import substitution activities.
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policies were consistently strengthened by succes-
sive governments. There was significant progressin
the liberalization of the exchange and trade system,
reform of the financial sector, liberalization of do-
mestic and foreign investment, and initiation of awide-
ranging privatization program that opened up areas
of the economy previously reserved for the public
sector.

The current system of export incentives in Paki-

stan is based on three elements:

* concessional tariff rates on imports for re-exp-
orts, including a duty drawback system that al-
lows reimbursement for import duties and do-
mestic taxes paid on imported inputs that enter
production for exports;

» exemptionsunder EPZs and bonded warehouses,
and

« export financing at concessional ratesthrough a
refinancing facility provided to commercial banks
by the SBP. Duty drawback rates were substan-
tially increased in October 1995. More recently,
export incentives have been made more attrac-
tive, including accelerating duty drawback re-
payments, zero-rating of imports of raw materi-
asused mainly for exports, and making awider
range of exportseligiblefor concessional export
financing schemes.

Despite considerable progress, as reflected in the

much scope for improvement both in the design and
implementation of tradeliberalization and export pro-
motion policies. Pakistan faces a number of tariff
and nontariff restrictionson itsexports, some of them
requiring specific export policies. On textile prod-
ucts, the share of restricted exports is estimated at
63 percent. The authorities have introduced some
improvements in these policies as well as in the

mercial disputeswith its main trading partners.
Pakistan has been managing, since 1974, a sys-

tem of quotasfor textile productsimposed by Canada,

European Union, Norway, and US under the
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Multifiber Arrangement (M FA).8 The arrangement -
was amended and integrated into the GATT Uru- |
guay Round concluded in 1993, under the Agree- :
ment on Textiles and Clothing (ATC). As provided :
by the ATC, the MFA is to be phased out in stages :
by 2004, with the importing country transferring to :
normal World Trade Organization (WTO) rules. This |
is not immediately expected to make a substantial
impact on Pakistan’stextile exports. In addition, the -
liberalization process for textile products has been -
counteracted by the multiplication of antidumping -
and countervailing investigations, in 1996/97, three -
of Pekistan's largest export items (cotton yarn, fab-
rics, and bed linen) were subjected to antidumping

duties.

The existence of quotas has required a compli-
cated administrative system that hasimposed hidden -
costs on the economy. In the past, the alocation of -
guotas was often viewed as discretionary and politi-
cally motivated, leading to efficiency lossesand ex- -

pensive trading among exporters. The authorities
have taken steps to make quota allocations more ef-
ficient, progressively shifting from a quantity-based
to a value-added system. However, quotas remain
alocated to established exporters, which makes it
difficult for new exporters to break into the export
allocation system.

Exports of noncotton products have increasingly
faced trade barriers, as public opinion in industrial -
ized countries has registered growing concerns about
labor, environment, and health standardsin develop-
ing countriesin general, andin Pakistanin particular.
For instance, the US withdrew the Generalized Sys-

Foreign Investment, 1992-1998 ($ million)

tem of Preferencesfor carpetsand rugs, sportsgoods,
and surgical instruments on 20 October 1996, over
theissue of poor labor standardsin Pakistan, includ-
ing those relating to child labor. Moreover, surgica
goods have been facing antidumping measures and
import restrictions for health and safety reasons, in-
cluding the need to meet international standards such
as the 1SO 9000 series.

Investment Policy9

Tariff policy remainsone of the most important policy
instruments to influence resource alocation or in-
vestment decisions, through its impact on relative
pricesand profitability inthe country. However, this
impact is eroded to a large extent by the Govern-
ment’scredit policy and itsinvestment policy admin-
istered through the BOI. Furthermore, DFIs and
commercia banksareformally andinformally guided
by the Government in selecting particular industrial
sectorsfor venture capital investment. Apart from the
export processing zones, there is no separate ingtitu-
tionfor financing investmentsin export activities.

The BOI was established as a“one-stop shop” to
tap the opportunities for investment in Pakistan. It
performs afacilitating and coordinating role for do-
mestic and foreign investors to meet al their needs.
It haslaunched aworldwide campaign of investment
promotion and projecting Pakistan as an investor-
friendly country.

Over the past few years, the Government hastried
to encourage privateforeigninvestment in various sec-
tors of the economy. Foreign investment on a
repatriatable basis in the services/infrastructure, so-

Item 1992/93 1993/94 1994/95 1995/96 1996/97 1997/98 (July—March)
Direct Investment 310 360 440 1,106 703 436
Inflow 310 362 442 1,106 713 436
Outflow 0 2 2 0 10 0
Portfolio Investment 137 289 1,090 202 268 204
Inflow 137 289 1,090 205 268 204
Outflow 0 0 0 3 0 0

Source: State Bank of Pakistan. Annual Report (various issues).




cia, and agriculture sectorswas also allowed, subject
to certain conditions. Inthepadt, foreigninvestorshave :
been weary of kickbacks and other “gray” dealingsin :
sanctioning various projects, but the Government has :
tried to mitigate their concerns through the Corrupt :
Business Practices Ordinance of 1998. Private for- -
eign investment remains the primary focus of policy :
initiatives sincethe 1990s’ broad-based economicre- -
formswereinitiated and the stance of economic policy :

was changed from inward to outward looking.

Privatization Program

privatization to minimize any negativeimpact.

LIBERALIZATION AND ECONOMIC CRISIS IN PAKISTAN

« small manufacturing units and thermal power
generation of WAPDA, which are for outright
sales,

* large-scale manufacturing and servicesto be sold
in suitable tranches on the national and interna-
tional stock exchanges; and

« utilities and services such as electricity genera-
tion and distribution, banks, gas, and telecommu-
nications, whichwill befirst sold partialy.

Privatization schemes and procedures have been

- des gned to assure widespread dispersal of owner-
- shi p (incorporating provisionsfor participation of em-
Privatization of SOESs has been pursued since 1991, :
following thewaveof liberalization, deregulation, and :
minimization of therole of statein economic activity :
across the world. In the first two years the pace of :
privatization wasrapid and 70 unitswere privatized, 3
but after 1993 it slowed due to various factors such -
as demand for greater transparency and financial
vulnerability of some of the units. Theemphasishas -
been changed from speed to greater level of scru- -
tiny and transparency. The slower pace is dso due -
to Government efforts to restructure public enter-
prises and institute a regulatory framework before -

The SOEsidentified for privatization are divided -

into three categories, asfollows:

IELICPE Privatization of State-owned Enterprises

ployees and management) without excluding experi-
enced entrepreneurs, especialy in the sectorswhere
manageria efficiency is of vital importance. These
measures include transparency in the process of sale
or transfer; thoroughness in the preparation of re-
ports, information sheets, and bidding documents; and
strong public awareness campaigns to build under-
standing and support among employees, investors,
and the public.

Export Processing Zones Authority

To exploit the full export potential of Pakistan, the
Export Processing Zones Authority (EPZA) was es-
tablished in 1980. Its purpose was to plan, develop,

- and manage EPZsin economically viable areasacross

Item 1991/92-1993/94

1994/95-1995/96

1996/97 1997/98 Total

Automobiles 7
Cement 9
Chemicals 7
Fertilizers 1
Engineering 5
Ghee 16
Rice 7
Roti plants 12
Banks 2
Power

Hotels, Resorts 0
Miscellaneous 4
Total 70

N O P OO Fr, ONOOU DN O

=
w

0 0 7
0 0 11
0 0 12
0 0 1
0 0 7
0 0 16
0 1 9
0 1 iLg
2 1 5
0 0 1
0 8 8
0 0 6
2 11 96

Source: Privatization Commission.
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the country. The Karachi Export Processing Zone -
was its first project in 1981, with the objective of |
attracting foreign capital, technology, and modern :
management skills for export-oriented industries as :
- and theincreas ng trend toward regionalism in trade

well as opening new employment opportunities for
the country’s workforce.

Industrial Estates

Soon after Independence, given the country’s low

trial estate, the Sindh Industrial Trading Estate Ltd.
Karachi, was established in 1947. The number of

these industrial estates.

Assessment of Degree
of Globalization

As Pakistan hasbecome moretightly integrated into
world trade and financial markets, prospects for
growth will be increasingly influenced by changes
inthe external environment and by policy responses
to those changes. Although integration provides new
opportunities for expansion, it also broadens the
channels for transmission of external shocks com-
mensurably.

Greater linkages have better positioned the coun-
try to take advantage of expected stronger growth in
world trade, of markets opening to free competition
in textiles and related goods covered by the MFA, of
significant potential in the area of “long-distance”
services trade and an accompanying reduction in
pressuresfor migration, and of increased availability
of externa finance from private sources, especialy
FDI and portfolio equity flows. All of these factors

are broadly supportive of domestic private sector ac-
tivity and improved economic growth performance.

But at the same time, competition for export mar-
ket sharein basic manufacturesislikely to bestrong,

(North American Free Trade Area [NAFTA], Asia
Pacific Economic Cooperation [APEC], and even-

tual eastward expansion of the European Union) con-
- fronts Pakistan with the risk of possible margin-
industrial base, policymakers banked upon small in- -
dustrial estatesto groom an entrepreneurial classthat
was nonexistent at the time. Pakistan’s first indus-

aization within the context of larger blocs. More-
over, despitethe potential benefitsof removal of MFA
restrictions, long-run income elasticities for textiles

- and related products are low, particularly in contrast
~ with higher-technol ogy manufactures. Continued re-
industrial estatesincreased to 72 by theend of March
1997. Industrial estates enjoy varying degrees of -
exemption from customs duty on imported machin- -
ery, and have other incentivesand facilitiesavailable -
under the rural industrialization scheme, where ap- -
plicable. Infrastructurefacilitiesarea so providedto -

liance on cotton and cotton-based products could
subject the country to high degrees of uncertainty
and potential instability of export revenues.
Additionally, therisk of escalationin pricesof ail,
food, and raw material (as occurred during 1994)
could boost import bills significantly. Financial un-

- certaintiesfacing Pakistaninamoreintegrated world
~economy include an expected further declinein glo-

bal aid, potential volatility of private capital flows,
and exposureto therisk of higher international inter-
est rates and to swings in key currencies.

The pace of Pakistan's trade and financial inte-
gration has been largely favorable, but thereremains
asignificant gap with the country’s competitors.

Asglobalization accel eratesin the coming decade,
policies will need to be shaped not only to capture
the opportunities for growth, but also to manage in-
creasing exposureto risk inthe external environment,
such asfinancial shocks, including rapid shiftsin ma-
jor currency values as well as volatility in oil and
commodity markets.

Macroeconomic Policy
Management

Extending the basic economic programs of previous
administrations, the Government has undertaken
structura reformsand stabilization measuresto stimu-
late growth, reduceinflation, improve the balance of




payments, and strengthen Pakistan’s competitiveness
in world markets. These initiatives have been for- -
malized in a three-year economic program (July :
1997—-June 2000), supported by financial assistance :
from the Asian Development Bank (ADB), IMF, :
World Bank, and bilateral donors. Six months into -
the program, serious concerns arose about the re- :
- would do so, not to mention a society that is being

form process.

The performance of key economic variablesshould :
not bejudged on amonthly basissincethere are con- :
flicting indicationsabout the direction of inflation and :
balance of payments. Yet it is safe to infer that eco- :
nomic activity isin deep recession, inflation persists, :
and external reservesare not improving. Inaction and :
conflicting statementsand signal sfrom top function- :
aries, even before most of the structural reform poli- :
cies have been implemented, suggest alack of com- 3
mitment and staminaon the part of the Government.
To worsen the problem, some miscalculations are
apparently emerging about the response of the -
economy, the size of the markets in Pakistan, and
the combined impact of some of the structural poli-
cies being implemented. To top it all, financial sup-
port from the multilateral agencies to support such -
. formal to formal economic transactions to facilitate

Reducing the fiscal deficit is one of themost im-
portant corrections needed. Not only isthe extent of
fiscal adjustment a subject of debate, especiadly ina
three-year context, but the quality of adjustment also
needs review. Government efforts to achieve more .
revenues from income and sales taxes have suffered
for several reasons. First, no attempt has been made
to promote people’'s willingness to pay taxes by im-
proving the public servicesfor which peoplearepur- -
ported to pay taxes; nor have equity concerns, both
horizontal and vertical, been adequately addressed.
Public perceptions about tax evasion by influential
people persist. Refusal to pay taxes by groups of
communities has been weakly addressed. Although
the latter phenomenon partly reflects the erosion of :
State authority duetoitsbad reputation, it isalso due :
to the Government’ sbowing to political considerations :

an extensive reform process is too small.
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at the expense of the larger national interest. It can
also be argued that part of the problemis due to the
Government’s inadequate preparation for launching
asalestax at theretail level. Second, while it was a
good idea to reduce marginal income tax rates, it
was haive to expect voluntary payment of taxes.
There is hardly any community in the world that

taxed for the first time. Third, an equally simple-
minded approach was used to improve tax adminis-
tration by sacking afew officershere and there sum-
marily without due investigation of their offenses.
Many taxpayers would agree on the predatory and
exploitative attitude of sometax officias, but chang-
ing that requires a reengineering process, change of
management, and the introduction of checks and
balances. Government action has not made tax as-
sessment more just, revenues have not increased,
nor hasthe moral e and efficiency of thetax adminis-
tration improved. Recent efforts to form a Pakistan
Revenue Servicewill requiretheinduction of anum-
ber of tax experts. Irrespective of how well the Gov-
ernment improves tax administration, it should not
overestimate the speed of transformation from in-

tax collection. The Government has overestimated
revenue increases from income and sales taxes, and
in anticipation, decreased tariffsaccordingly. Reduc-
tions in maximum tariffs have been too rapid, espe-
cially since tariffs on intermediates and raw materi-
as have not been fully adjusted to allow domestic
industry to cope with lower protection.

On the expenditure side, apart from a wavering
commitment to downsizeor rightsizethe bureaucracy,
the Government has undertaken no extensive or in-
depth reviewstoimprovethe efficiency of its spend-
ing. Cutsinthe development budget are most promi-
nent. However, efforts to continue the process of
identifying acore development budget that isimmune
to cuts and leaves enough room for new projectsin
the following years is an encouraging sign. But all
fiscal efforts are discredited by the pursuit of large
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and costly luxury projects such asfreeways, airports,
and rail systems that cannot be justified in terms of |
relative rates of return. The obsession with freeways :
illustrates the general approach to Pakistan’s devel- :
opment. While many would agree that awell-devel- :
oped road network in the country would contribute :
greatly to the development of agriculture, industry, |
and commerce, few would agree that this “need” :

trandates into a single freeway between two cities.

benefit as would the economy. The Government

dioseprojectsisall themoreunjustifiableif the scar-
city of resources, the threat of bankruptcy, and the
pitiable condition of the majority of the population
are considered.

Trade liberalization policy through tariff reforms
has been pursued to reduce protection to import-sub-
stituting industry and to encourage the export sector,
so that existing industries would become more effi-
cient and new resource allocation would shift toward
more competitive export industries. Although the pro-
cess of trade liberalization began in 1988, there are
still no discernible indications of benefits. Instead,
there are examples of industries closing down. The
fault is not the policy itself, but its implementation.
First, the pattern and schedule of tariff reductions
have not been followed, resulting in a squeezing of
tariff slabs to protect revenue generation on raw
materials, and sending mixed signals to the market
about price changes. Second, tariff cuts have been
too rapid to allow industry to restructure and thereis

no financial and technical support availableto helpit
dothis. Third, while Pakistan has been quick to liber-
alize imports, export production has not been sup-
ported directly in an adequate manner. New invest-
ments and sales efforts in exports are hampered by
lack of market intelligence, insurance devices to
spread risks, and the reluctance of banksto lend for
new projects, products or markets, or to support new

exporters. Thisisaserious problem since expansion
Contribution to devel opment would be much higher -
if, for the same cost, asystem of parallel roads (also
of international standard) was built between every
magjor city inthecountry. The populaceat largewould
~ duce tariff for the time being (except on inputs) to
needsto befiscally responsible and to spend national
resourceswisely and not accordingtoitswhims. The -
Planning Commission has time-tested methods of -
selecting projects for development. If these proce- -
duresare circumvented, it would not be surprising if -
the country were further burdened by debtsand in-
flation as aresult of projects with low economic re-
turn rate (such as freeways). The selection of gran-

of exports comes from precisely these areas. The
Government and external financing agencies con-
templating further assistance in trade liberalization
should shift their focus from programsto further re-

direct assistance to the export sector in improving
marketing and technical know-how, enhancing pro-
ductivity, reducing overhead costs, and accessing
credit.

There isaconsensusin the country toward priva
tizing public corporations. However, the poor finan-
cial state of the corporations and the slowdown in
economic activity have been major constraints to
privatization. Apart from the general demand that
the process should be transparent and proceeds should
gotoretirepublic debt, there are other considerations
that warrant acareful review of existing policy. There
is an urgent need to consider the capacity of the do-
mestic market to absorb large public assets accumu-
lated over many decades. This is against the back-
drop of banks preparing to sell PRs120 billion-worth
of collateralized assets to recover bad loans. More-
over, the capital market is underdevel oped and mo-
bilization of equity isaseriousimpediment toinvest-
ment in the country. Hence, the policy question is
whether to divert the limited private sector invest-
ment capacity to purchase inefficient public invest-
ments (which would effectively mean a transfer of
assets to the nationa Government, not new invest-
ments) or to encourage the private sector toinvest in
new, high-technol ogy, high-val ue export-based indus-
tries. Lack of information about new investment op-
portunities has tended to bias market decisionin fa




vor of public assets. Thiswill have significant conse- -
guences on industrial investment in the country and :
will undermineitsability to compete and develop fur- :
ther its export potentials. Another consideration in :
privatizing public corporations is the need to intro- :
duce professiona and autonomous management in :
corporationsbeforethey are privatized. Thiswill mini- :
mize further losses and prepare corporationsfor pri- :
: problem, before resuming their earlier commitments.

More problems confronting the economy include :
the hugely indebted public corporations and the inad- :
equate financia resources of WAPDA. There are :
pressures to deal with the latter issue through tariff :
increases, particularly in electricity. However, there :
are arguments against raising tariffs on a continued :
basis to address WAPDA's fiscal gap. First, a tariff -
increase will not only be unbearable to consumers 3
but will cripple an already uncompetitive industrial
sector. Currency deval uation may follow to shoreup
the uncompetitive industries. Since fuel prices are
indexed to the exchange rate, a spira of inflation -
would result. Second, WAPDA is a monopoly and -
therefore, itsdistribution losses of 29 percent of gen- -
erated power can be largely attributed to the -
company’s inefficiencies. Thus, passing on the cost
of these inefficiencies would be unreasonable. It is
estimated that about PRsL billion could be saved for .

vate ownership and management.

each percentage point reduction in line losses.

Related to this problem isthefinancial obligation -
to buy back all private sector power when it comes
on line. With economic activity inrecessionand con-
sumer demand adjusting to higher prices, WAPDA's
and Pakistan’sfinancial woeswill become morecom-
plicated. The issue is that electricity for immediate -
consumption isanontradable good, which the nation -
has to produce using dollars and sell locally in ru-
pees, causing a drain on foreign exchange. Unless -
users of power generate (or save) enough foreign -
exchange earnings from their products, the net re- -
sult will be a drain on reserves. Some people have :
argued for arenegotiation of the buyback price with :
private generators. This will create a dilemma for :
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the Government. On the one hand, reopening a deal
reduces the credibility and reliability of investing in
Pakistan to foreigners, while on the other, the coun-
try could face financial collapse. It would probably
be best for the managers of the power industry to
realizetheir collective gainsin suggesting and agree-
ing to a new price for an interim period, to help
WAPDA and Pakistan overcome the medium-term

The current economic program is the sum and
extension of initiativestaken by variousgovernments
over thelast 10 years. The menu of reformis exten-
sive and ambitiousin itstargets. It isaiming to rec-
tify distortions devel oped during many decades. Itis
aso cognizant of the need to provide social safety
nets to the labor force directly affected by the re-
forms. It equally recognizes the needs of industry
and agriculture to respond to the new set of relative
prices, competition, and opportunities. Most struc-
tura reforms by their very nature carry short-term
costs and benefits that accrue in the medium term
and, importantly, some of thesereformsare mutualy
dependent for their success. Notwithstanding the
unwavering commitment expressed by the Govern-
ment to the total reform process, the resources com-
mitted in support of such an extensive program seem
meager. During the three-year program period, total

- project and nonproject aid from multilateral and bi-

lateral creditors committed so far ($12.2 billion)
barely equals the amortization and repayments of
officia loans that are due during the same period.
Theremaining financing gap is expected to befilled
by private sector medium- and long-term capital and
short-term capital inflows. If thefinancia supportis
inadequate, the short-term costswill seem more bur-
densome and the benefits will accrue much later. In
the pracess, thewill and commitment to reform might
falter, thus jeopardizing the entire reform process.
With the scarcity of concessiona long-term financ-
ing, Pakistan has increasingly relied on costly com-
mercial and short-term external borrowing. Although
still asmall proportion of total outstanding external
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debt, short-term external borrowing has almost -
doubled in thefour yearsending in 1996/97. Theto- |
tal commercia debt as a share of total public and :
publicly guaranteed debt rose from 2.3 percent in :
1992/93 to 7.1 percent in 1996/97. The Government |
has also relied heavily on FCDs to meet external :
financing requirements. During 1995-1997, inflows |
into resident FCDs have covered one fifth to two
fifths of the trade deficit. As of 31 December 1997,
thetotal outstanding balancein FCDs stood at $10.5
billion, equivalent to onethird of total external debt. -
About 86 percent of foreign currency deposits are
either demand deposits or have a maturity of one
year or less. Nondebt-creating inflows have not im-
proved in recent years, with total foreign portfolio
and direct investment remaining below $1 billionin
~ tariffs on final products were reduced, but tariffs
~ on raw materials and inputs were not reduced at
- the sametime (asthe latter were important sources
The lack of progressin implementation of tariff re-
formisexplained by anumber of mutually reinforc-
ing reasons. First, the tariff reform was undertaken

1996/97.

TARIFF REFORM

simultaneoudy with an ongoing tax reform that aimed
to broaden the tax base, improve people's compli-
ance with income tax, and introduce a general sales
tax. Beforethat, tax revenueswere mainly from cus-
toms duties and, therefore, a reduction of these de-
pended to alarge extent on the successin mobilizing
more revenue from income and sal es taxes. Second,
to complicate matters, a large fiscal imbalance ex-
isted even in 1993, and correcting it was crucia to
stabilization of domestic pricesand improving the ex-
ternal reserves position. With laxity in public cur-
rent expenditures, and a need to reduce the fiscal
deficit, there was no room left for pursuing tariff
reform with rigor. Third, the proposed reduction in
tariffs was relatively fast considering the Govern-
ment’s ability to devel op alternative sources of rev-
enue. Also, the three-year period for reaching the
target rate of 50 percent from 92 percent in 1993
was too short for private industry to make adjust-
ments. The plight of private industry was worsened

by failuresin policy implementation. For instance,
the Tariff Reform Committee failed to follow its
own advice and never announced a three-tariff
schedule to clearly lay out the reduction in phases
of tariffs. As aresult, industry could neither plan
accordingly, nor voiceits complaintsto the National
Tariff Commission of impending anomalies. Further-
more, asupportive credit policy to help industry re-
structure in response to tariff changes was never
put together. In fact, interest rates remained high
throughout the period dueto thelargefiscal deficit.
The policy of helping labor relocate in the event of
industrial restructuring never arose, athough theim-
pact on employment could create additional pres-
sures against restructuring. Most important, indus-
trial profits were unduly squeezed when maximum

of tax revenue).

The effectiveness of the tariff regime in genera
and of thereform processin particular was subverted
and eroded in several ways by policiesprior to 1993
that remained intact or resurfaced in new shapes
during the reform period. First was the reintroduc-
tion of paratariffsin the form of surcharges. Second
wastheimposition of aregulatory duty of 10 percent
on amost al imports (with a few exceptions at 5
percent). Rationalized by the Government for rev-
enue considerations, the measure not only reversed
the earlier reduction in statutory rates, but also de-
creased the differentia in rates between raw mate-
rials, intermediates, and final products. Theresult was
an unexpected and unjustified squeezing of domestic
value-added in many industries. Thisled to demands
for relief, which industry received through exemp-
tionsand madificationsannounced through self-regu-
latory organizations. The lesson to be learned isthat
across-the-board changes in tariffs of such a large
magnitude (10 percent compared with a maximum
of 55 percent) are bound to create anomalies in the
tariff structure in a complicated real world where




items cannot be uniformly classified as inputs and -
- warrant specia treatment for certain situations. In

outputs across all industries and firms.

Thethird factor undermining the effectiveness of :
tariff reform involved the administrative difficulties -
in controlling smuggling. High tariff ratesthemselves :
were amajor disincentive to payment of duties and :
therefore provided the authorities with an incentive :
to speed up reform. But in effect, Pakistan's geo- :
graphical proximity with Afghanistan (which hasno :
administration to control illegal movements) and ob- :
ligationsto provide free accessto the transit trade to :
- After al, tariff reform is proposing to redirect

Last comesthe valuation of imports. In principle, :
Pakistan moved correctly toward preshipment inspec- :
tion to help customs authorities determine price and :
classification of imports. But the cost of the service :
provided by theinternational companieswasconsid- 3
ered too high compared with the benefitsaccruingto
the Government in the form of better customs rev-
enue collection. Following therevelation of somemis- -
taken valuations in a couple of cases, and due to -
lingering doubts about the appropriateness of the -
original preshipment inspection contract, the valua- -
tion of importsreverted back to the use of acustoms
international trade price manual. The latter method -
continues to suffer from customs officers discre-

itslandlocked neighbor complicate matters.

tionary powers, with the potential for corruption.

In essence, the tariff reform process has become -
unpredictable. Not only has the Government failed -
tofollow through onitsannounced path, but theabove
factors have complicated theimpact of tariffson do-
mestic relative prices. As a result, it is difficult to
claim that reforms have had a significant impact on
resource allocation in the case of new investments.
Much less can be claimed for any benefit for exist-

ingindustry.

Tariff policy by itsnatureisacollection of diverse -
decisionsregarding taxes on thousands of commodi-
ties. Tariff reform in Pakistan has attempted to in-
troduce a certain degree of uniformity of treatment :
and cultivate an environment of automaticity while :
discouraging discretionary treatment of issues. Yet :
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the complexities of the microeconomic world will

view of the need to deal effectively with the seem-
ingly conflicting aims of introducing uniformity and
addressing specia problems, proper implementation
of the tariff reform is crucial to its success.

The most critical aspect of the implementation
strategy is an unwavering commitment by the Gov-
ernment to implement the reforms in full. This will
be continuously tested by those segments of the
economy that bear the brunt of the adjustment costs.

Pakistan’s industry toward exports more decisively
than ever before and in the process will affect an
industrial base that has operated under a different
policy environment for 50 years. Moreover, the com-
mitment to change will also be tested by the bureau-
cratic and institutional mindsetsthat have grown ac-
customed to regulating industry. Theimplementation
strategy must develop a momentum that can over-
cometheinertiagenerated by vested interests, while
remaining responsiveto the genuine problems of the
adjustment process.

In addition, to facilitate successful implementa

tion of the reform, the following are essential:

« the reform package should be announced well
in advance of changesto allow industry and the
labor market to adjust. The phasing and timing
of changes, once announced, should be strictly
adhered to. Industry should be given at least five
years to adjust before the fina maximum tariff
rate of 35 percent is enforced;

« aclear and unambiguous articulation of the re-
form package, its contents, aims, and timing are
essential to assure proper transmission of thein-
centives; and

« to accommodate the views of industry on the
classification of itemsin various categories en-
joying different duty rates, astanding committee
should be set up in the National Tariff Commis-
sion, including representatives of the Central
Board of Revenue and Ministry of Industries.
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To help industry and the labor market to adjust to -
the changes in incentives, the Government should :

undertake the following measures:

* ensure adequatelinesof credit through DFIsand
commercial banks to finance industrial restruc- -

turing;

absorption of displaced labor; and

» providetechnical advisory servicesto theindus-
tries hit hardest by the reform, to facilitate their -

- decelerated.
Finally, these principlesshould resultinthe prepa-
ration of model tariff schedulesfor each of theyears
covering the reform package. The National Tariff
Commission should take responsibility for producing
these and making them available to the private and -
public sectors for their comments and suggestions,
beforeincluding theminthe budgetsfor futureyears.

adjustment.

EXCHANGE RATE POLICY

Thecurrent exchangerate policy of the Government,
with its dual objectives of restraining inflation and
promoting exports, has been unsuccessful. Through
periodic step devaluationsfollowing periodsof rela-

tive nominal stability, the exchange rate policy has
sought to recover the competitiveness of exportsthat
has been eroded through domestic inflation that is
higher than in trading partner countries. In effect,
the policy has accommodated persistent fiscal and
monetary dippages and provided the authoritieswith
the assurance that expansionary financial policies
would not erode competitiveness. In fact, targeting
the real exchange rate index has failed to compen-
sate exporters for the loss of competitiveness dueto
declining labor productivity and higher energy costs.
At the same time, the exchange rate policy has con-
tributed to inflation since the market has recognized
the policy goals and discounted all devaluations
through price and wage indexation. It would be pref-
erableto restrict exchangerate policy to maintaining
competitiveness, while monetary policy is assigned
the exclusive target of inflation.

Vulnerability to Crisis

The financia crisis that hit five East Asian econo-
miesduring 1997/98 resulted in large deval uations of
their national currencies, sharp declines in stock
prices, and substantial increases in interest rates as

the countries attempted to stem the outflow of capi-
* set up labor retraining programs to enable swift

tal. The erosion of confidence following the crisis
led to a severe cut in gross foreign capital inflows
and areversal of net capital flows to the five coun-
tries. Economic growthinthese countries, asagroup,

Theeconomic situation prevailing in Pakistan dur-
ing this period was similar to the economic and fi-
nancial environment that contributed to thefinancia
crisis in East Asia. The country’s financial sector
was burdened by alarge portfolio of bad debts, the
regulatory framework was only starting to be re-
formed, and the management of public sector banks
had only recently been taken over by professionals.
Macroeconomic mix-management led to persistent
external current account and budget deficitsreflected
in an unsustainable debt burden that was increas-
ingly composed of variable interest rate and short-
term debt at about one month’s worth of imports.
Aboveall, short-term foreign debt, including nonresi-
dent FCDs, was nearly 10 times the gross official
foreign exchange reserves of the SBP.

There are severa reasons why Pakistan did not
experience the crisis that hit the East Asian econo-
mies.

» The East Asiaboomwasfinanced by highly “sen-
sitive” private sector capital in the form of port-
folio capital and short-term debt. But Pakistan's
deficits have been largely financed by official
flows and private sector bank deposits by resi-
dents and nonresidents and have displayed ex-
traordinary stability during repeated balance-of -
payments crises in the 1990s.

 The foreign currency exposure of the private
sector in Pakistan was low. Despite repeated
attempts, the private sector has had limited suc-
cessinraising capital from international sources.




» WhilePakistan did receive some portfolioinvest-
ment in 1994 at the peak of inflows into emerg- :
ing markets, poor economic performance, politi- :
cal instability, and therelatively better prospects : o
in East Asiaat that time limited such flows. The - CT1SIS Management

Karachi stock market peaked in 1994 and lost :

more than one third of itsvalue by July 1997. It :

seemsthat most foreign ingtitutional investorshad :

: tifiably, fearing capital outflows, the Government

* Banking reforms were introduced in early 1997 :
and, together with better monitoring of prudential :

- ceased, thus cutti ng off about $2.5 billion of inflows

Although Pakistan did not immediately suffer a :
financial crisiswhen the East Asian economieswere -
economically destabilized, there are certain underly- :
ing weaknesses that threaten the country’s financial :

- official sourcesand private transfers, suddenly dried

« Pakistan’s financial sector remains weak, and -
despite Government efforts, the recovery of bad
loans is making little progress while the weak
economy iscontributing to further businessfail-

- political reasons (in the case of official inflows) and

aready withdrawn from the market.

regulations, limited poor credit decision making.

stebility:

ures.

» The Government is continuing with low-priority, -
long gestation infrastructure projects, thus fur-
ther worsening fiscal and external accountsim- -

. Government adopted the following measures after

balances.

» The East Asian crisis has increased Pakistan's
vulnerability toforeign exchangeliquidity prob- -

lems.

* The worldwide market and investor confidence
haveweakened, resulting in reduced willingness
to provideforeign capital to developing countries
and harder terms. Inflows of medium- and long- -
term private capital to Pakistan, whichwererda-
tively small in the first place, have further de-
clined in the aftermath of East Asia's financial

crisis.

« Demand for some of Pakistan's exports to af-
fected East Asian economies, such ascottonyarn, -

has fallen.

* There has been much stronger price and non- :
price competition from East Asiain third mar-

LIBERALIZATION AND ECONOMIC CRISIS IN PAKISTAN

kets as aresult of the large devaluations of their
currencies. This could affect key exports such
astextilesand rice.

At the end of May 1998, afinancial crisis, triggered
by the nuclear tests, hit Pakistan. Reserves plum-
meted from $1.2 billion to about $600 million. Unjus-

froze all foreign currency accounts. Asanatural re-
sponse, private sector remittances also practically

projected for the current fiscal year. Commercial bank
short-term lending to the Government and the SBP
fell drasticaly.

The two sources of foreign exchange borrowing,

up and precipitated a financial crisis. They had fi-
nanced Pakistan’s economy, and had remained stable
and seemingly insensitive to changes in economic
fundamentals. The change came about because of

poor decisions by the Pakistan Government (in the
case of foreign currency accounts).
Since the fundamentals were already weak, the

the crisis of May 1998:

e it introduced a new two-tier exchange rate
mechanism (22 July 1998) comprising the offi-
cia rate (on 25 July, PRs46/$) and the floating
interbank rate (on 25 July, PRs52/$). With offi-
cial, open-market money changers alowed to
operate, there are now four exchange rates op-
erating: the officia rate, the interbank rate, the
money changers' rate, and the “havala’ (black-
market) rate;

« it removed the SBP band (previoudly fixed at
PRs46 for spot buying and PRs46.46 for spot
sling);

« it increased gasoline prices by 25 percent;

« it introduced new dollar bonds of five-, seven-
and ten-year termsavailableto holdersof foreign

25




26

A STUDY OF FINANCIAL MARKETS

currency accountsand new dollar depositors. The
bonds offer LIBOR, LIBOR plus 1 percent and -
LIBOR plus 2 percent for the three different :
terms. Exemption from taxesand identity of source :

of funds apply. They are redeemable in dollars
upon maturity;

* it gave permission to open new foreign currency |
accounts with fresh foreign exchange inflows.
With these accounts, the difference isthat com-
mercial banks do not have to surrender the for- -
eign exchange to the SBP. Banks are expected,
according to the new prudential regulations, to
onlend foreign exchange, while covering their

exchange rate risk; and
« with the introduction of the two-tier exchange
rate system, it allowed exportersto retain half of

intheinterbank market. Similarly, importersmust

in the same market.

Two Government decisions were particularly
harmful. First, the freezing of foreign exchange ac-
count and the second was the decision to conduct a
mediatrial of irregularitiesin the award of contracts

to build private power projects by foreign investors,

particularly that given to acompany called Hub Power
Company (HUBCO).

The market seemed unimpressed by the Govern-
ment’s measures. The loss of credibility due to the
mishandling of the mediatrial of foreign investors,
which caused the stock market crash, and the freez-
ing of foreign currency accounts, will take time to
recover. More than $2 billion has been encashed for
rupees from the $11 billion in foreign currency ac-

- counts. Fluctuations and rupee depreciation in the
- free market suggest that depositors have taken their
their foreign exchange holdingsand encashthem -
~ expected to devalue further.
seek half of their foreign exchange requirements

funds abroad. The open market exchange rate is

Credibility is very crucia and the Government

 should exert greater effortsto regain it.




Notes

Iwith intermediation marginslimited to 0.5 percent.

2Following a stable period in 1994/95 when the nominal

exchange rate was only marginally adjusted downward, -
the rupee started appreciating against major currencies
(in line with the appreciation of the dollar), putting pres-
sure on foreign reserves and leading to an increase inthe -

parallel market premium to morethan 6 percent.

In October 1995, the rupee was devalued by 7 percent :
against thedoallar, following which it waskept stablefora
few months to check inflationary expectations. Creeping -
depreciation resumed in January 1996, leading to an addi- .
tional depreciation by June 1996 of 2.5 percent against the
dollar, but which fell short of protecting thereal effective -
exchange rate (REER). During the summer of 1996, this
policy did not prove credible and the premium onthe par- -
allel exchange market roseto 10.4 percent. In September—
October 1996, two step devaluationswereimplemented, a
total of 11.8 percent, which wasfollowed by aperiod with- -
out any adjustment until April 1997. Thereafter, four mod- .
est adjustments reduced the value of the rupee by less -

than 1 percent.

Between 1995 and 1997, the REER (against a trade-
weighted basket of currencies) waskept broadly constant, .
although fluctuating widely, as increases in the REER -
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caused by the positive consumer price inflation differen-
tial with competing countrieswere periodically eliminated
by step devaluations. Between November 1996 and June
1997, however, the substantial appreciation of the dollar
and the absence of significant exchange rate adjustments
increased the REER by an estimated 11.5 percent. The
steep depreciation of several currencies in Southeast
Asian countries had an impact on Pakistan's competitive
position, reflecting the overlap of these countries’ mar-
kets with those of Pakistan.

3These are one-year government papers, denominated in
foreign currency, mostly in dollars, for which there is a
secondary market.

4See Appendix 3.

SThis regulatory duty was capped for the higher tariff
positions, so that the consolidated maximum tariff rate
was kept at 65 percent.

SHowever, specific schemes permit individuals to import
cars for their own use, provided they pay import duty
ratesin the 100265 percent range.

"See Appendix 4.

8| n addition, a system of quotas on Turkey'simports was
initiated in October 1996.

9For recent trends in foreign investment see Appendix 5.
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Appendix 1

State Bank of Pakistan
Prudential Regulations

The SBP revised prudential regulations with respect
to various operations of commercial banks in July -
1998 in view of the continuing changesin thefinan-

cia sector. These regulations pertain to:

* limitation on a bank’s exposure to a single per-

Son;

« limitation on a bank’s exposure against contin- -

gentliabilities;

Appendix 2

Overall Fiscal Developments,
1989-1998

toring procedures were strengthened.

Despite repeated efforts, the budget deficit re-
mained high and again climbed to 8.2 percent of GDP
in 1992/93, reflecting the continuing failureto gener-
ate much revenue. Thetax/GDPratio remained stag-
nant at about 13.5 percent, despite higher tax rates
and amultiplicity of taxes.

Fiscal reforms had to address|ong-standing struc-
tural issues such as extending income taxation to
agriculture, federal-provincial revenue sharing, im-
provementsin tax administration, broadening the base
of the GST, and reducing taxes on international trade.
On the expenditure side, fiscal managers had to deal
with the large share of defense spending, rising in-
terest payments, compression of development spend-
ing, and chronic expenditure overruns.

During 1993/94 and 1994/95, there was substan-
tial progressin reducing the fiscal deficit to 5.9 and

« limitation on abank’ sexposure against unsecured
advances;

« linkage between a borrower’s equity and total
borrowing from a bank;

» maintenance of debt-equity ratio;

« financing facility against shares;

« dealing with directors, major shareholders, and
employees of banks;

« classification and provisioning for loansand other
assets,

* management requirements; and

« bank charges and opening of accounts.

5.6 percent of GDP, respectively, mainly through a

- curtailment in both current and devel opment expen-
- ditures by more than 3 percentage points. This was
- supported by adlight recovery inthetax effort, reach-
The 1989/90 budget included stepsto expand thebase -
of incometaxesand improve auditing. Salestax was -
extended to domestically produced and imported -
goods with plans to introduce a GST from 1 July -
1990. Specific rates of customs and excise duties -
were revised, while expenditure control and moni-

ing 13.7 percent of GDP in 1994/95, but offset by a
reduction of 1.4 percent of GDP in nontax revenues
as inefficiencies in public corporations decreased
transfers to the budget.

The 1995/96 budget targeted a consolidated defi-
cit of 5 percent of GDP—a downward adjustment
by 0.6 percentage points compared with the outturn
for the previous fiscal year. To thisend, it incorpo-
rated a host of revenue measures, including removal
of tax exemptions and concessions for special in-
dustrial zones, higher withholding taxes, increased
Productivity Index Unit values for the wealth tax
(by 25 percent), and a doubling of the excise duty
on banks and travelers’ checks. Also, there was a
further expansion of the excise duty to cover more
goods, services, and certain professions. Despite
these measures and their reinforcement by the fis-
cal package of October 1995, budgetary revenue
remained flat in relation to GDP and the consoli-
dated budget deficit widened to 6.9 percent of GDP
in 1995/96, reflecting anincreasein current expen-
diture.

For 1996/97, the Government adopted a budget
with atargeted deficit of 4 percent of GDP, seeking




an adjustment of nearly 3 percent of GDP in the
deficit. To reach this target, a further package of :
revenue measures was announced that included -
important structural measures that would yield :
PRs40.8 billion. Among these measures were the :
extension of the GST to the import and manufactur- :
ing stages, with anincreasein the standard GST rate :
by 3 percentage points (to 18 percent), and a reduc- :
tion in the number of non-zero ratesto three (5, 18, :
and 23 percent). Most genera and industry-specific :
exemptions from the GST were eliminated, except :
for basic necessities, pesticides, fertilizers, electric- :
ity, and petroleum products. The 1996/97 Finance :
Bill dso provided for aturnover threshold below which :
firms pay a turnover tax of 2 percent, and for re- :
funds within a short period of the tax credit associ- :
ated with purchases of capital goods and inputs for 3
exports. The “fixed tax” schemes were eliminated, -

except for those on brick kilns.

The 1996/97 budget also included measuresre- -
garding direct taxes (curtailment of tax exemptions
and holidays), central excise duties (extension to -
certain services and imported items), customs du-
ties (withdrawal of exemptions and upward revi-
sion of some statutory rates), and increased fed-
eral taxation of the agriculture sector through the
wealth tax (the rate of wealth tax per productivity .
index unit was raised from PRs250 to PRs400 and -
the base of the tax was broadened). At the same
time, for revenue considerations, the authorities
decided to defer the planned reduction in the maxi-
mum tariff rate from 65 to the 50-55 percent range
and maintain the 10 percent regul atory duty imposed -

in October 1995.

The measures introduced with the 1996/97 bud- -
get caused serious adverse reactions, including dis- -
turbances and strikes. As a result, the Government
was under strong pressure to make concessions by
reintroducing some exemptions in virtually all cat- -
egories of taxes and by lowering some rates. Fur- :
thermore, it cleared the backlog of duty drawbacks :
from the previous years. The total loss from post- :
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budgetary adjustments and concessions amounted to
PRs12.8 hillion and contributed significantly to ade-
teriorationinthe budgetary situation and to the broader
aggravation of Pakistan's macroeconomic situation
in thefirst quarter of 1996/97.

Subsequently, on 22 October 1996, the authorities
introduced another PRs40 billion of measuresdeemed
necessary to attain the budget deficit target. The
package consisted of cutsin the noncore PSDP; re-
duced expenditures by provinces; lesser wheat and
railway subsidies; decreased allocations for durable
goods; banned fresh appointments; introduction of a
land tax by provinces; imposition of aservicecharge
for import inspection; higher petroleum surcharges,
excise duty on gasdistribution; and increased smaller
taxes and fees such as passport fees.

As in the preceding year, implementation of the
fiscal plan fell far short of the target despite the cor-
rective measures. Difficulties stemmed partly from
thefact that political turmoil and uncertainty adversely
affected the budgetary performance for the first half
of 1996/97 after the dismissal of the Government.
Equally important, the low rate of GDP growth and
the decline in imports contributed to lackluster rev-
enue performance. On the structural side, three im-
portant improvements were initiated by the interim
Government, which held office from November 1996
to January 1997. First, anew National Finance Com-
mission Award was issued to address the existing
structural distortions in the financial arrangements
between thefederal and the provincial governments.
Second, the concessionary GST rate of 5 percent
was eliminated in December with most of the goods
moved to the 10 percent group. Third, all four prov-
inces adopted ordinancesintroducing agricultural in-
come taxation, which were later approved by pro-
vincial assemblies.

The new Government took steps during 1996/97
to consolidate these structural reforms initiated by
the caretaker Government and, in addition, in April
1997, it implemented alowering of tax rates concur-
rently with a broadening of the tax base. Work was
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also started on arationalization of expenditureonthe -
of quoted industrial units was exempted from the

The 1997/98 budget consolidated the fiscal re- -
form efforts of the present Government. The ob- :
jective was to reduce tax rates and broaden the tax :
base to include the untaxed and undertaxed sector. -
Thelower tax rates aim to stimulate production and |
investment and hel p tax administration through vol-

basis of the Public Expenditure Review.

untary tax compliance. Specifically, the standard

Appendix 3
Tariff Policy Objectives and Details

Before the late 1980s, Pakistan’s trade policy em- -
phasized import substitution behind high tariff and -
nontariff barriers. Startingin 1988, Pakistan hasbeen
engaged in a broad program of economic reform, a
chief component of which hasbeen significant trade

liberalization. Although successive governmentshave
pursued tariff reform programs with varying levels
of success and zeal, in 1993, the caretaker govern-
ment produced a comprehensive document identify-
ing the objectives, targets, and strategy of tariff re-
form. While success in implementation and the tar-
gets have varied subsequently, the broad thrust of
the objectives and strategy has remained unchanged.

Efficiency gains from trade reform are likely to
be far-reaching, particularly as policy changes re-
dress the antiexport bias that has hampered the
growth of Pakistan's export base for many years.
Tariff reforms represent the most sweeping and
broad-based attempt to change the direction of Pakis-
tan’s industrialization policy. However, most of the
benefits of thisoutward orientation will accrueinthe
medium to long term, while some of the costs of the
changeswill befeltimmediately. Policymakershave

ers welfare, and investment in stocks and shares

wealth tax up to 50 percent of stocks. The sales
tax was to be extended to retail activities, but was
unsuccessfully enforced.

Preliminary estimatesindicate that the budget defi-
cit was reduced from 6.2 percent of GDPin 1996/97
to about 5 percent in 1997/98. Tax revenuesremained

- sluggish due to a slump in economic activity but
rate of the Generalized System of Preferenceswas -
reduced from 18 and 23 to 12.5 percent, persona
income tax rates were halved, corporate income
tax rates were reduced for those spending on work-

showed some improvement as a percentage of GDP,
while expenditure cutbacks were more significant
with the share of development expenditure in total
expenditure declining further to lessthan 15 percent.

- consequently adopted a cautious and pragmatic ap-

proach to phasing inthetariff changes, which hasbeen
necessary to allow both industry and labor marketsto
restructure in response to changing conditions.

OBJECTIVES OF TARIFF REFORM
The prime objective of tariff reform is the rational-
ization of thetariff structureto enhancetheefficiency
of exigting domestic activities, especialy inthemanu-
facturing sector, and to improve resource allocation
in the years ahead. In the process, tariff reform in-
tendsto reduce the bias against export activitiesand
minimize distortionsin the domestic price structure,
whichwould resultinamore equitableincentive struc-
ture for import-competing activities. Consideration
must also be given to decreasing the burden of pro-
tecting domesticindustry onfinal consumersand users
of protected goods and activities. The attainment of
these objectiveswill improvethe growth potential of
the country and increase empl oyment opportunities.
Within the framework of these broad objectives,
tariff reform aims for a number of more narrowly
defined objectives while remaining cognizant of in-
evitable tradeoffs. Restructuring of the tariff regime
and sales tax has been designed to bring down high
protection and incentives traditionally given to im-




port-competing activities, especially in manufactur- -
ing, thereby reducing the disincentive against export :
activities, The nominal tariff rate structure has been -
cascading, rising with the stages of manufacture in :
an attempt to encourage greater value added. Tariff :
reform has aimed for greater uniformity across ac- :
tivities at the same stage of production by limiting :
the number of tariff rate tranches. The system of :
taxing imports has been simplified by merging sur- :
charges, import license fees, and import duties into :
onerate. The distinction between commercia andin- -
dustrial importersshould eiminatewindfal profitsand :
improvetheavailability of inputs. Thereform seeksto :
encourage investments by lowering the cost of ma- :
chinery through atax reduction on imported machin- :
: pacts. On the positive side, the changes reduced the

Whiletrying to achievethese objectives, the pro- 3
cess of tariff reform has been constrained by con-
cern over limiting the revenue impact of tariff -
changes. While revenue neutrality is not theaim of
the tariff reform, fiscal feasibility of the new tariff
structure is nevertheless essential. Some reduction -
in revenue from import duties as aresult of there- -
form would not conflict with the need to reform -
Pakistan's overall tax system so that the current .
reliance on revenue from import dutiesislessened, -
while direct tax revenues are increased. At the
same time, the scope for raising income tax rev-
enues and broad basing the salestax islimited and
involves considerable time. In view of these con- .
siderations, tariff reform aims for atariff structure
whose adverse revenue impact could be compen- .
sated by other feasible tax measures over the pe-
riod of the reforms, minimizing adjustment costs -
arising from changes in relative prices and protec- -

ery thatisnot locally available.

tion of domestic industry.

RECENT APPROACHES TO TARIFF REFORM
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cies aimed at achieving targets in across-the-board
tariff reduction, simplification, and rationalization;
while on the other, it was recognized that problems
of specific sectorsand industries should beidentified
and addressed at an accelerated pace but remedies
should remain within the broad objectives of the over-
all reform.

In the first year of the reform, which coincided
with the budget for 1997-1998, the Government re-
moved the 10 percent regulatory duty, reduced the
withholding incometax from 5to 2 percent, lowered
the maximum tariff rate from 65 percent to 55 per-
cent, and decreased tariffs on raw materials by 5
percent.

The reform had both positive and negative im-

working capital requirementsin the industry and fi-
nance sectors. Moreover, with less pressure for capi-
tal, pressure on interest rates also subsided. These
measures also increased production and decreased
costs, thereby encouraging exports. On the other
hand, the changes resulted in a revenue loss to the
Government of more than PRs18 hillion.

Based onthe experienceof previoustariff reforms,
the new Government proposed the deceleration of
tariff reductions, reaching the target of 35 percent
from amaximum of 65 percent in five years starting
in fiscal year 1997/98. This would alow sufficient
timefor industry to adjust and for the Government to
develop other sources of revenue while restraining
expenditure. Thefirst cut lowered the maximum tar-
iff from 65 to 55 percent; thereafter, the maximum
rate will be progressively reduced to 35 percent, at a
rate of 5 percent per year, and the tariff tiers de-
creased to six.

Various additional issueswill be discussed during

~ the second phase of reform, including smuggling as-
. sociated with Afghanistan’s transit trade, the ratio-
Theinterim government that took over in November
1996 quickly assessed theimplementation of the 1993 :
reform. It suggested atwo-pronged approach toward :
further liberalization: on one hand, trade reform poli- :

nalization of the concessionary tariff regime, and tariff
rationalization procedures. Changesinthetariff struc-
ture have been recommended for textiles, engineer-
ing products, and leather.
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TEXTILE PACKAGE

ton growers.

RAW COTTON

field, the export of raw cotton was alowed without
any export tax. This enabled cotton growers to re-
ceiveapricefor their crop that wasin linewithworld
market prices. To assurethat raw material wasavail-
ableat world pricesto the spinning sector, theimport
duty on raw cotton was removed. Previoudly, raw
cotton imports were subject to customs duty, with-
holding tax, and aninspection fee. After including oc-
troi duties, total levies exceeded 15 percent. Hence

Appendix 4
Export Promotion Policies

In addition to ensuring a competitive exchange
rate and further lowering import duties to reduce
antiexport biases, the authorities have adopted atar-

- the 5 percent customs duty on raw cotton should be
Tariff changes for the textile industry introduced at |
end-1996 were designed to addressthe typical prob- :
lems that this vertically integrated industry facesin :
Pakistan. The country produces cotton productsfrom :
raw cotton to finished garments. The textile sector :
remains the largest industrial sector and exporter. |
The aim of the textile package wasto revitalize this
sector in addition to removing distortions and prob-
lems faced by other export groups. The underlying -
principle of the package isthat of neutrality, i.e., no -
sector should receive benefits at the cost of another. -

One of themajor problemsfacing thetextilespin-
ning sector is the high price of imported raw cotton
and man-made fibers, e.g., polyester, viscose, and
acrylic. The textile package aimed to reduce distor-
tions, while safeguarding theviability of investments -
in the man-made fiber sector, and the interest of cot-

eliminated and the withholding tax imposed at the same
rates as on the domestic trade in raw cotton. Thein-
spection fee, however, will remainasitisauser charge.
It is expected that irrespective of the size of the do-
mestic crop and the extent of exports of raw cotton,
the domestic spinning sector will not face shortages
or an increase in domestic costs.

MAN-MADE FIBERS

Pakistan’s textile products, at all stages of produc-
tion, have been adversely affected by existing poli-
cieson man-madefibers. Protection givento the man-
made fiber subsector has been at the cost of the rest
of the textile sector. The share of man-made fibers
in textile productsis in the range of 10-20 percent,
whereas the worldwide average is 55 percent.
Changes in the import duty structure and other in-

© centives are intended to rectify the structura defi-
" ciency inthe composition of raw materialsin thetex-
- tileindustry. Thiswill enabletheindustry to diversify
Inview of thelegitimateinterests of the cotton grow-
ers, and the objective of providing a level playing
- ability of Pakistan’stextile products. It will also help

and encourage the production of blended fabrics,
which will greatly enhance the value and market-

optimize the production of polyester fiber domesti-
cally, which now has substantial idle capacity

The need for working capital was greatly reduced
by alowing duty-free access to imports, since spin-
ners will no longer have to hold stocks of domestic
raw cotton for six months. The SBP was requested
toinsurethat adequate credit isavailable ontimefor
efficient inventory management by the industry.

geted export promotion strategy, the main elements
of which areinstitutional development and adminis-
trative streamlining. Specifically, the following re-
formsare being pursued: improving the computation
of duty drawback rates, expanding the number of
specific drawback rates, allowing exportersto claim




drawbacks on the basis of taxes and duties actualy
paid, integrating the duty drawback and sales tax :
refunds in one window to avoid unnecessary trans- :
actions, and strictly enforcing standards on timing of :
repayments. Pakistan has two schemes (temporary :
importation and bonded manufacturing) that permit :
exportersto hold tax and duties onimported inputsin :
suspense until the associated exports have been :
made; a key element of the schemes is to simplify :
their digibility and operating requirementsto encour- :

age their use.

Some exports remain subject to quantitative re- :
strictions, mainly to assure the adequacy of internal :
supplies at reasonabl e prices; however, most export :
duties were removed in 1994. In addition, exports :
are strongly encouraged through a multifaceted in- :
centive system. The Export Trade Control Order (is- 3
sued in 1997) lists 26 items (live animals, grainsand -
beans, edible oils, mineralsand ores, ferrousand non- -
ferrous metals, and sugar) as nonexportable; other
items need prior authorization from line ministries -
(raw cotton and fertilizers), the Export Promotion -
Bureau (rice), or a professional association (cotton -
yarn). Export quotasremain in placefor cementand -
clinker. Petroleum products are exportable only
through public sector agencies. Export dutiesareonly
enforced for unfinished leather productsand crushed
bones. In addition, nontextile exportsaresubjecttoa -
0.25 percent levy on their free on board value, the
proceeds of which are earmarked for the promotion

of exports through an extrabudgetary fund.

There are five schemes designed to remove the .
disadvantages that Pakistan’s exporters face in ac-
cessing inputs at prices that are comparable to those -

of their foreign competitors.

TEMPORARY IMPORT SCHEME AND
BONDED MANUFACTURING SCHEME
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manufacture of exports under official customs su-
pervision.

CUSTOMS DUTY (AND EXCISE)

DRAWBACK SCHEME

This scheme rebates at fixed rates customs and ex-
cisedutiesoninputsused in the manufacture of speci-
fied export products, after the product has been ex-
ported. It includes fixed drawback rates for al ex-
portersin standard and specific naotifications.

Previoudly, import-related salestax was refunded
together with excise and customs duties under this
scheme. Since 1 January 1997, refund of import-re-
lated sales tax is administered separately under a
different scheme.

The drawback scheme is the most widely used
export promotion measure in Pakistan. The Central
Board of Revenue has made a significant effort to
improve the administration of this scheme. In this
context, a large number of new notifications have
been issued, raising the total to more than 400 stan-
dard and individual notifications.

REFUND OF SALES TAX

Introduced on 1 January 1997, refund procedures
for import-related sales tax for exporters have been
merged with the refund procedures for domestic in-
put-related sales tax for exporters.

EXPORT PROCESSING ZONES

One EPZ isin operation in Karachi and another one
IS under construction in Sialkot. Both are operated
by the public sector.

UTILIZATION OF THE VARIOUS EXPORT
PROMOTION SCHEMES
Based on 1995/96 data, few exporters use the “no

- duty no drawback” schemes (i.e., temporary import
Exporters can obtain alicense under these schemes -
to manufacture export goods under bond. They must :
operate a warehouse facility to store the bonded :
duty-free and tax-free inputs, to be released for the :

and bonded manufacturing schemes). Similarly there
arelessthan 200 EPZ licenses, of which only afrac-
tion are in operation. Most exporters use the duty
drawback scheme.

33




34

A STUDY OF FINANCIAL MARKETS

Appendix 5

Recent Trends in Private
Foreign Investment

In recent years, many developing countries have in- :
creasingly resorted to private foreign investment as :
asource of capital, technology, managerid skills, and |
market access needed for sustained economic growth
and development. As a result, total FDI flows in
the world in 1996 reached $349.2 billion against
$203.8 hillionin 1990. Developing countrieshavesuc-
ceeded in attracting agreater share of global inflows -
of FDI from 17 percentin 1990 to 37 percentin 1996.
South Asia’'s inherent structural and institutional ri-
giditiesmadeit less attractivethanits East and South-
east Asian counterparts, but even then, its FDI in-
flowsgrew from $464 millionin 1990to $3.46 billion

in 1996. Pakistan's FDI inflows, in spite of political

upheavalsand policy inconsistencies, increased from -

$244 million 1990 to $690 millionin 1996.

The recent economic crisisin Southeast Asia has
eroded the competitiveness of countries in the re-
gion. Pakistan is also a victim of this. There was

JELICYACRE Foreign Investment ($ million)

a dlight improvement of 1 percent in net private
foreign investment in the first nine months of
FY 1997/98. The power sector received the largest
share of private FDI. Portfolio investment rose by
10 percent while FDI declined dlightly by 2.7 per-
cent during thistime.

Foreign investment has been fully protected and
hasenjoyed high returnsin the country. Transnational
companies experience has been good in terms of
their expansion and prosperity. Those listed on the
stock exchanges are regarded as “ blue chips.” Based
on their experience, Pakistan would have attracted
substantial foreign investment, but for the adverse
impact of political instability and the cumbersome
procedures causing inconvenience to foreign inves-
tors. Attempts have been made to remove these im-
pediments in the New Investment Policy of 1997,
which includes major policy initiatives. In the past,
foreign investment was restricted to the manufac-
turing sector, which accounted for only 18 percent
of GDP. Foreign investment is now allowed in sec-
tors such as agriculture and services, which consti-
tute more than three quarters of GDP.

1996-1997

1996-1997 (July—March) 1997-1998 (July—March)

Economy Direct  Portfolio Total Direct Portfolio  Total Direct Portfolio  Total
Canada 1.7 0.8 25 1.4 0.8 2.2 0.3 0.3
France 10.2 10.2 2.6 2.6 4.7 0.4 5.1
Germany 17.6 19.7 37.3 13.7 15.5 29.2 6.6 1.0 7.6
Hong Kong, China 7.5 (20.6) (13.2) 6.3 (22.1) (15.8) 2.0 200.6 202.6
Italy 1.8 — 1.8 1.7 — 1.7 0.1 0.1
Japan 36.6 6.9 43.5 16.0 6.9 22.9 12.5 1.2) 11.3
Korea, Republic of 7.3 — 7.3 54 — 5.4 4.2 — 4.2
Netherlands 0.7 3.5 4.2 6.1 1.6 7.7 24.4 0.2 24.6
Saudi Arabia (17.0) (17.0) (17.0) — (17.0) 1.2 0.5 1.7
United Arab Emirates 54.9 (5.2) 49.7 10.2 (7.6) 2.6 13.4 15.5 28.9
United Kingdom 240.1 77.9 318.0 183.0 457  228.7 72.0 (78.2) (6.2)
United States 246.2 111.3 357.5 166.9 69.4 236.3 199.8 69.4 269.2
Others 67.5 73.1 140.6 52.1 751 127.2 95.0 3.4 98.4
Total 675.1 267.4 942.5 448.4 185.3 633.7 436.1 211.7 647.8

() =Negative values are enclosed in parentheses.
—=nil; ... = negligible.
Source: State Bank of Pakistan, Annual Reports (various issues).
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IELIEWSWE Industrial Investment (PRs million)

Percent Change

Item 1995-1996 1996-1997 1997-1998 (1996-1998)
Manufacturing 62,515 72,515 83,991 15.83
Public Sector 3,840 8,584 3,871 (54.90)
Private Sector 58,675 63,931 80,120 25.32
Large Scale 50,558 58,284 68,468 17.47
Public Sector 3,840 8,584 3,871 (54.90)
Private Sector 46,718 49,700 64,597 29.97
Small Scale 11,957 14,231 15,523 9.08
Public Sector 0 0 0 0
Private Sector 11,957 14,231 15,523 9.08

() =negative values are enclosed in parentheses.
Source: Federal Bureau of Statistics.
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Executive Summary

Pakistan undertook ambitious financial reformsin -
the early 1990sin an effort to establish amore mar- :
ket-based system of monetary management. The :
reforms were designed primarily to correct the dis- :
tortion implicit in the administered structure of rates |
of return on various financia instruments, to do
away with the directed credit programs, to enhance
competition and efficiency in the financial system, -
and to strengthen State Bank of Pakistan (SBP)
supervision. Accordingly, the Government partially -
privatized two nationalized commercial banks
(NCBs), and introduced an auction system for gov-
ernment securities as steps towards interest rate
liberalization and open market operations. The SBP -
was granted greater autonomy in February 1994. -
However, sinceinterest rate liberalization preceded -
fiscal reforms, interest rates shot up, contributing
to afurther increasein debt servicing costsand the
budgetary imbalance. Another important develop- -
ment was the deregulation of resident foreign cur-

rency accounts in February 1991.

Further financial liberalizationwasconstrained by

amarked deteriorationinthefinancial position of the
NCBs, which continued to dominate the banking sec-
tor. In fact, the banking sector as a whole experi-
enced declining profitability, increasing inefficiencies,
aweakening capital base, and a buildup of nonper-
forming assets (NPAS).

The stock of nonperforming loans (NPLS) grew
from PRs25 billionin 1989 to PRs128 billionin June
1998, or 4 percent of gross domestic product (GDP),
while total deposits grew only alittle faster than in-
flation.

Several factorscontributed to the disintermediation
of deposits, including:

* anincreasing dollarization of the economy;

e growing direct borrowing by the Government

through attractive tax-advantaged national sav-
ings schemes to help finance the deficit;

e alow return on bank deposits due to high re-
serverequirements and theinefficiency of banks,
especially the NCBs; and
* alack of savers confidence in the NCBs.
Foreign currency depositsgrew rapidly to $11 bil-
lion by July 1997, accounting for half of the country’s
total bank deposits, compared to less than $3 billion
in the early 1990s. Their rapid increase reflected an
erosion of confidence in three factors: the rupee it-
sdlf, strong tax incentives, and the anonymity regard-
ing the origin of theforeign exchange. With difficul-
tiesin mobilizing long-term financing, the widening
external current account deficits were financed by
nonresidents' foreign currency deposits. Moreover,
inaccordancewith existing policies, foreign currency
deposits were exchanged by commercial banks for
rupees with the SBP for domestic onlending, while
banks purchased forward contracts from the SBP at
a cover fee that was consistently 3 to 5 percentage
points below the private market forward premium.
Asaresult, banksfound it increasingly profitableto
intermediate in foreign currency deposits while the
SBP suffered large quasi-fiscal losses.

Despiteliberalizationin the early 1990s, financia
markets continued to be segmented into the private
and public sectors owing to continuing controls on
interest rates paid on government debt and to specia
credit programs.

Problems in the financia sector are rooted in the

following:

« lack of financial discipline encouraged by dis-
torted i ncentives and weak supervisory capacity
of the SBP. In addition, banks are exposed to
high risks, since recourse to the legal systemis
costly and lengthy;

e rising public sector deficits and discriminatory
credit rationing. During the mid-1990s, the budget
deficit averaged 6.6 percent of GDP, financed by
borrowing from the SBP and through the auction
of government securities to the banking sector,
thus crowding out the private sector from credit;




» mismanagement of short-term capital inflows.
Private capital inflowshighlighted theinability of :
the banking system to assess, price, and manage :
risk, and the inadequacy of the supervisory and :
regulatory framework to prevent and contain :
systemic risk. The SBP did not manage foreign :
exchange resources prudently: by end-May 1998, :
short-term foreign exchange liabilities of the :
banking system were $11.2 billion against offi- -

cial grossreserves of $1.1 billion; and

» weak resourcemohilization. Financia ingtitutions, :
their industrial clients, and the Government have -
been unableto mobilizelong-term fixed-ratere-

sources for project finance.

Financial sector reformsin 1997/98 were under- -
taken mainly to promote financial saving, improve :
theprocess of financial intermediation, enhance com- 3
petition, and assure efficient allocation of financial
resources. Efforts to achieve these ends, however, -
have been hampered by palitical interference, aside -
from the lack of financial support to carry out bank- -
ing reforms. Moreover, there are serious structural -
weaknesses in the banking sector reform strategies -
adopted. First, there is an overestimation of the ca-
pacity of the market to absorb assets that need to be -
liquidated to recover collateral from bad loans. Sec- -
ond, the development of the capital market hasbeen
overlooked. Third, project loans that have contrib-
uted significantly to the frequency of loan defaults -
have not been fully assessed. Fourth, theimplemen-
tation of reform efforts has been handicapped by the
loss of confidence resulting from thefreezing of for-

eign accountsin May 1998.

To overcome these weaknesses, there have been . ]
- Overview of the Banking Sector

several recommendations, as follows:

« the independence of thejudiciary should berees-
tablished and accountability madeimpartial toim- -
- cia banks (NCBs), two partialy privatized banks,
« banks' capital requirementsshould beharmonized, -
utilizing the standard under the Bad e Convention, :
and a more competitive market structure should :
be developed. The SBP needs to strengthen its :

prove governance and end political interference;

TRANSFORMING BANKING IN PAKISTAN

supervisory capacity sothat banks' balance sheets
reflect the true position more accurately;

« urgent steps should be taken to devel op the capital
market, extend the terms of project finance, or
reschedule the loans of legitimate cases;

« with regard to the recovery of bad loans, bad
assets should be transferred to a separate fund
to lengthen the recovery process,

« steps should betaken to deal with market failure
inpricing project finance;

* early privatization of the NCBsisadesirable ob-
jective, but it must be done through atransparent
process with investors who possess integrity, as
well asfinancial and managerial capacity;

« frozen foreign exchange accounts that reached
$7 billion as of September 1998 should be merged
with the “new” foreign currency accounts man-
aged by the commercia banks, when a buildup
of reserves allows it. Commercial banks could
hedge against the exchange rate risk in adevel-
oped forward market for foreign exchange; and

* the recent Asian crisis demonstrated the need
to proceed with caution in opening the capita
account and to undertake liberalization with ap-
propriate macroeconomic, exchangerate, and fi-
nancial sector policies. In Pakistan’s case, while
capital inflowswere not as large as experienced
in Asian economies, there is a need to restore
the confidence of foreign investors and domes-
tic depositorsinthe banking systemtorevivethe
economy.

Introduction

Thefinancial system of Pakistan consists of the State
Bank of Pakistan (SBP), four nationalized commer-

3 speciaized banks, 21 foreign commercia banks, 12
privatedomestic banks, 3 provincia commercia banks,
12 development financeinstitutions (DFIs), 15 invest-
ment banks, 33 leasing companies, 51 modarabas,1
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42 mutua funds, 3 stock exchanges, and 68 insur-

ance companies (see Appendix 1). Althoughinrecent
yearsthe share of the nonbanking financial sector has
increased in terms of lending, the financial system is -

till dominated by commercial banks.

Between 1993 and 1995, the banking sector as a :
whole experienced declining profitability, increasing |
inefficiency, and a weakening capital base, even by
Pakistani accounting standards. However, therewas
a marked difference in performance among the -
NCBs, partially privatized banks, foreign banks, and

private domestic banks.

STATE BANK OF PAKISTAN

The SBP is the country’s central bank. Apart from
itstraditional central bank functions, it isan impor- -
tant source of financing for the Government and cer- -
tain State-owned DFIs. To a lesser extent, it chan- -
nelsfundsthroughitsrefinancing operationsto other -
financia institutionsfor specia purposessuchaslend-
ing for exports, for small-scale enterprises, and for -
the purchase of domestically manufactured machin-
ery. It aso directs credits by imposing mandatory
- ABL were the smallest of the NCBs. They had

credit targets on banks for priority sectors. The SBP
istheregulatory and supervisory authority for banks,
but until thelate 1990s shared thisrole with the Min-
istry of Finance and the Pakistan Banking Council
with respect to the NCBs and DFls. It had been
charged with the supervision of the nonbank finan-
cia institutions (NBFIs), but sharesthisresponsibil-
ity with the Corporate Law Authority, with respect
to nondeposit-taking NBFIs.

Amendments to the State Bank Act in early 1997
enhanced the SBP's autonomy. Recently, the SBP
has strengthened its prudential regulations and im-
proved its supervision of the banking system.

COMMERCIAL BANKS

Commercia banks represent the core of the finan-
cial system, holding about 90 percent of depositsand
providing more than two thirds of total financing. At
present, there are 24 domestic commercial banks

(with 8,718 branches) and 21 branches of foreign
banks (with 78 subbranches). Domestic commercia
banksincludethefollowing:

« 3 large NCBs—the National Bank of Pakis-tan
(NBP), Habib Bank Ltd. (HBL), First Women
Bank Ltd., and United Bank Ltd. (UBL);

* 2 banks that were partially privatized—the
Muslim Commercial Bank (MCB), with 25
percent government ownership, and Allied
Bank Ltd. (ABL), with 49 percent government
ownership;

* 4 small speciaized State-owned banks;

« 3provincial banks; and

* 12 private domestic banks.

In 1975, the banking system was nationalized, with
anumber of private banks merged into fewer larger
institutions. Since the early 1990s, the Government
has sought private sector participation in the banking
system through the privatization of the NCBs and
the establishment of new privately owned banks.

In 1990, two NCBs were partially privatized:
MCB was sold to a diverse group of investors, and
ABL to its employees and management. MCB and

about one seventh of the assets and deposits of the
system, although more than a quarter of the
branches. During 1996, the Government attempted
to privatize another NCB—UBL—but was unsuc-
cessful, partly because of UBL's large NPL port-
folio and overstaffing, and due to militant and cor-
rupt labor unions.

Some progress hasbeen achieved and tangibl e shifts
in market shares are taking place. Up to 1997, the
four NCBs lost more than 10 percentage points of
market share, with the gain equally shared between
private domestic banks and foreign bank branches.

The private domestic banks experienced impres-
sive growth during 1992—1997: their deposit-based
market share increased from 5.6 to about 13 percent
or by 132 percent, whiletheir |oan-based market share
increased from 4 to 12 percent or by 200 percent.
However, the market share of the four NCBs has




declined from 58 to 46 percent for depositsand from
49 to 39 percent for private sector loans during :
the same period. In contrast, the market share of :
branches of foreign banks grew by 35 percent to :
22 percent for deposits and 19 percent for loans. :
Thetwo partialy privatized banks, despiteimprove- :
ments in their operations, have not managed to ex- :
- was none before. But with the freezi ng of the for-

With regard to the market shares for foreign cur- :
rency deposits, the branches of foreign banks enjoy :
the highest share: 46 percent for resident deposits :
and 67 percent for nonresident deposits. Private do- :
mestic banks are active mainly in the market for resi- :
dent foreign currency deposits, with a market share :
of 25 percent. HBL and NBP together share about :
- banksarestill small andare highly vulnerableto any

TheNCBs profitability dropped dueto anincrease 3
in nonperforming loans (NPLs) and declining produc-
tivity. If loan |osses were adequately provided for, the -
NCBs would have shown negative returns and net -
worth, with a negative capital base estimated to be -
about 6 percent of total assets. Considering the large
risksthat remainintheseingtitutions, theofficialy sanc- -
tioned capital base of 3 percent of deposit liabilitiesis -
inadequate. The cost of recapitdizing these banksin -
accordance with Bank for Internationa Settlements

pand their market share during 1992/93-1996/97.

20 percent.

(BIS) standards could be as high as $5 hillion.

rate retrenchment of unqualified personnel.

Although profitability is declining, foreign bank -
operationsin Pakistan are till profitable. The21 for- :
eign banks make up only 18 percent of the sector but :
consistently earn about two thirds of itsprofits. Earn- :
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ings have come primarily from trade finance and for-
eign currency deposit collection surrendered to the
SBP with good margins. In fact, the dramatic de-
cline in profitability in 1995 was due mainly to re-
duced arbitrage gains as the SBP began to require
banks to pay a forward cover fee for foreign cur-
rency deposits, although still subsidized, wherethere

eign currency accounts, this source of profitsfor the
commercial banks has dried up.

Private domestic banks, with a few exceptions,
aredoing well. Profitability iscomparatively high, as
reflected in an ROA of 0.9 percent and a return on
equity (ROE) of 15 percent. But as with the rest of
the sector, profitability isdeclining. Moreover, these

banking crises, as they have been dependent on for-
eign currency deposits.

DEVELOPMENT FINANCE INSTITUTIONS

In the early years of Pakistan's development, two
banks were given a specia mandate to address the
long-term financing needs of specific clients of the
private and public sectors. These are the Industrial
Deveopment Bank of Pakistan (IDBP), which was
established to provideterm financeto small industries,

. and the Pakistan Industrial Credit and Investment

Although still hampered by the low yield on the -
old stock of loans and an inherited high-cost base,
the partially privatized banks have increased their
profitability through improved loan recovery and -
increased efficiency. Still, with a return on assets .
(ROA) of 0.2 percent and an efficiency ratio of .
87 percent, the privatized banks were only margin- -
aly profitable in 1995. They have low deposits per -
branch and high personnel costs due to the recruit- -
ment of more qualified staff without a commensu-

Corporation (PICIC) which extends term finance to
medium and largeindustries. During the 1960s, while
PICIC remained in the private sector and IDBP en-
joyed relative managerial autonomy, they were well
managed and became magjor sources of foreign ex-
changetermfinancing for privateindustria investment.
In the 1970s, nationalization led to serious problems
and in the 1980s both ingtitutions were faced with se-
rious portfolio deficiencies coupled with ingtitutional
problems, including loss of experienced staff.
TheNationa Development Finance Corp. (NDFC)
and Bankers Equity Ltd. (BEL) were established in
1973 and 1980, respectively. NDFC was instituted
as a bank for public sector enterprises while BEL
wasoriginally set up to promote | slamic instruments,
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notably providing equity financeto privateindustry,
underwriting equity issues, and arranging consortia -

finance participation from the NCBs.

Except for BEL, which was recently privatized, :
al industrial DFIs have boardsthat are controlled by :
the public sector. These boards have little autonomy :
in determining basic lending and recovery policies, |
staffing levels, and remuneration. The DFIshave been
impaired by thislack of operational autonomy. Re-
sources for the DFIs have come mainly from inter-
national lines of credit and SBP refinancing facili-
ties. Domestically mobilized depositsare only about -
onethird of theassets. Although DFIshaveincreased
efforts at domestic resource mobilization in recent
years, they have had little success, except for short- -

term deposits. With the drying-up of international

credit-line sources and weak collection performance, -
the DFIs, as a group, have not only become insol- -

vent but arealso practically illiquid.

In 1982, three joint venture companies, Pak-Ku- -

wait Investment Company Ltd., Pak-Libya Holding
Company, and Pak-Saudi Industrial and Agricultural
Investment Company were established to provide
loansand venture capital to industry. AsPICIC, IDBR,
and BEL weakened, and NDFC stagnated, their mar-
ket sharesweretaken over by thejoint-venture DFIs.

Current ownership and loan disbursements of
some DFIs are shown in Tables 1 and 2.

INVESTMENT BANKS, MODARABAS,

AND LEASING COMPANIES

Since the late 1980s, nine private investment banks
have been established in Pakistan. So far they have
remained small, accounting for less than 1 percent
of financial assets. However, unlike the DFIs, since
the investment banks were not created with ready-
made fundsfrom international financial institutions,
they are better grounded in the domestic capital mar-
kets. The bulk of their businessis in quasi-deposit-
taking and short-term finance for Pakistani blue chip
companies. But they are expanding their rolein project
and corporate finance, advisory services, and under-

IELICIEM Current Ownership of Some DFls (percent)

Institution Public Private and Foreign
IDBP 100 0
NDFC 100 0
BEL 36 64
PICIC 51 49
Pak-Kuwait 50 50
Pak-Libya 50 50
Pak-Saudi 50 50

BEL = Bankers’ Equity Ltd., DFls = development finance institutions,

IDBP= Industrial Development Bank of Pakistan, NDFC = National Development
Finance Corp., PICIC = Pakistan Industrial Credit and Investment Corp.

Source: State Bank of Pakistan.

JELICWH | oan Disbursements of Some DFls

(PRs million)
Institution 1989/90 1995/96  1996/972
NDFC 2,272 2,243 1,302
PICIC 1,230 583 350
BEL 1,461 489 710
IDBP 1,114 275 287
Pak-Kuwait 68 3,267 3,420
Pak-Libya 77 401 122
Pak-Saudi 182 285 337

BEL = Bankers’ Equity Ltd., DFls = development finance institutions,

IDBP= Industrial Development Bank of Pakistan, NDFC = National Development
Finance Corp., PICIC = Pakistan Industrial Credit and Investment Corp.

2 excluding working capital.

Source: State Bank of Pakistan 1990/91 and 1995/96 Annual Reports.

writing. Thelarger investment banksareasoin stock
brokerage and portfolio management. Unlike the
DFls, these investment banks seem to play an im-
portant role in Pakistan's capital markets and can
become important players in the financial sector in
the future, especially since credit linesto DFIs have
substantially dried up in recent years. In 1996/1997,
the overall financial assistance disbursed by invest-
ment banks, modarabas, and |easing companies de-
clined by 14.6 percent from the previous period, asa
result of a sharp decrease by 26 percent in working
capital loans. During the same period, term finance
sanctioned by modarabas increased by 174 percent
and investment banks by 11.9 percent. However, the
term finance sanctioned by leasing companies de-
clined by 25 percent, reaching PRs9.5 billion during
the same year.

Therespective shares of modarabas, |easing com-
panies, and investment banks in the total amounts
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IELICE Credit Indicators of Modarabas, Leasing Companies and Investment Banks (PRs billion)

1994/95
Sanctions Disbursement

1995/96
Sanctions Disbursement

1996/97
Sanctions Disbursement

Type of Assistance

Overall Assistance (i+ii) 45.5 42.9 54.5 52.9 46.7 45.2
i. Fixed Industrial Financing 15.3 14.1 21.4 20.1 22.2 20.8
(100.0) (100.0) (100.0) (100.0) (100.0) (100.0)

Modarabas 1.2 1.3 1.9 1.9 5.2 5.2
(7.8) (9.2) (8.9) (9.5) (23.4) (25.0)

Leasing Companies 10.2 7.8 12.7 10.5 9.5 8.3
(66.7) (55.3) (59.6) (52.2) (42.8) (39.9)

Investment Banks 3.9 5.0 6.7 7.7 7.5 7.3
(25.5) (35.5) (31.5) (38.3) (33.8) (35.1)

ii. Working Capital Loans 30.2 28.8 33.1 32.8 24.5 24.4
(100.0) (100.0) (100.0) (100.0) (100.0) (100.0)

Modarabas 3.5 3.6 2.7 2.6 25 25
(11.6) (12.5) (8.1) (7.9) (10.2) (10.2)

Leasing Companies 1.0 1.1 1.1 1.0 0.4 0.4
(3.3) (3.8) (3.3) (3.0) (1.6) (1.6)

Investment Banks 25.7 241 29.4 29.2 21.6 215
(85.1) (83.7) (88.6) (89.0) (88.2) (48.1)

Figures in parentheses are percentage shares.
Source: State Bank of Pakistan.

approved for term finance during 1996/97 stood at
23.4, 42.8, and 33.8 percent, as compared with 8.9,
59.6, and 31.5 percent, respectively, during the pre-

vious period (see Table 3).

FOREIGN CURRENCY ACCOUNTS

stock of foreign currency deposits outstanding was
$6.3 billion, of which about $3.3 billion was held by
residents. In 1993/94, part of foreign currency de-
posits, especialy residents’ foreign currency depos-
its, financed nearly a quarter of the current account

- deficit (see Table 4).
Foreign currency accounts for nonresidents were .
introduced in 1973 (see Appendix 2), whileresident -
foreign currency deposits were deregulated in Feb-
ruary 1991. Both types of accounts are protected -
from disclosure requirements regarding the source
of funds. The interest rates payable on these ac-
counts are capped at fractions of a percent above
LIBOR (Londoninterbank offered rate), varyingwith
the maturity of deposit. The margins range between
3 and 8 percent for three-month depositsto 5and 8 -
percent for three-year deposits. Commercia banks -
are required to surrender foreign exchange to the
SBP in a swap agreement, with the period of the
swap corresponding to the initial maturity of these -
deposits. In June 1992, the SBP phased out itspolicy
of providing free full-forward exchange cover to -
financial ingtitutions with respect to these deposits :
and introduced a fee of 3 percent per year. As of :
end-March 1995, the fee was 4.5 percent and the :

Forward Foreign Exchange Cover

The SBP provides forward cover on al foreign
currency account depositsto commercial banks that
are required to surrender such deposits to the SBP.
It previously also extended forward cover onforeign
currency loansfor trade finance and working capital
at afee of 10 percent. The fiscal cost of the latter
cover to the SBP varied with the rate of devaluation
of the rupee. Recently, the SBP has discontinued
providing forward cover on such short-term foreign
currency loans. Several commercial banks are now
providing forward cover at varying rates.

Although complete information on the maturity
structure of foreign currency accounts and deposits
isnot available, thereis evidence that most deposits
had |ess than one year maturity. However, the matu-
rity structure of foreign currency deposits has been
implicitly lengthened by the widespread use of these
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JELIER:E Foreign Currency Accounts ($ million)

Resident Total

Foreign Nonbank Foreign Foreign Current

Banks Individual Financial Currency Currency Account
Period (End June) (institutional) Banks Institutions Total Deposits Accounts Deficit
1987 839 654 1,494 1,494 1,682
1988 894 755 1,649 1,649 1,934
1989 913 639 1,552 1,552 1,891
1990 1,088 1,027 2,116 2,116 2,171
1991 951 1,252 2,203 386 2,589 1,346
1992 906 1,084 1,989 1,707 3,696 3,666
1993 864 1,186 177 2,227 2,250 4,478 1,965
1994 1,059 1,404 457 2,920 3,002 5,923 2,484
End March 1995 1,011 1,355 642 3,008 3,255 6,262 na
14 June 1995 na na na 3,066 3,260 6,326 na

na = notavailable.
Source: State Bank of Pakistan.

deposits as aform of collateral. These deposits, es-
pecially those held by residents, demonstrated their
stability asthey withstood the test of confidencedur- -

ing the balance-of-payments crisisin 1993.

The stability of foreign currency deposits before

the recent change of rules depended largely on the
motivation to hold aforeign currency asset. Research
has confirmed that foreign currency deposits associ-
ated with workers' remittances and the informal
economy are a more stable form of capital.

The Early Reforms

Pakistan’sfinancial sector reformsinthe early 1990s
aimed to establish a more market-based system of
monetary management. As part of the reform mea-
sures, the Government not only partially privatized
NCBs so as to increase competition and efficiency
in the banking system, but also, as a step toward
interest rate liberaization, it introduced an auction
system for government securities. This enabled the
SBP to exercise indirect monetary control through
open market operations. Subsidy to credit schemes
was withdrawn. The SBP was granted autonomy in
February 1994.

In order to assure better coordination among the
macroeconomic variables, ahigh-powered statutory
body, the Monetary and Fiscal Policies Coordina-

tion Board, was constituted in February 1994,
through an amendment to the 1956 State Bank of
Pakistan Act. The Board is headed by the Federal
Finance Minister. It coordinates fiscal, monetary,
and exchangerate policies, and assures consistency
among macroeconomic targets for growth, infla-
tion, and fiscal, monetary, and external accounts. It
reviewsthe latest macroeconomic devel opmentson
a quarterly basis.

The most obvious outcome of market-oriented
reforms in the monetary and banking sector is that
there has been a visible shift in the assignment of
priority in the credit plan from the government sec-
tor to the private sector. This has not only assured a
balanced growth of money supply but hastaken into
account the genuine needs of the private sector.
Overall, money supply has declined to the targeted
path. Money supply (M2), which grew by an annual
average of 20.5 percent in 1990/91-1992/93, con-
tracted to 16.4 percent in 1993/94—1995/96 and fur-
ther dlipped to 12.2 percent in 1996/97 (below the
projected target of 13.1 percent for that year). Simi-
larly, annual average growth in domestic credit of
21.1 percent during 1990/91-1992/93 dipped to
14.5 percent in 1993/94-1995/96 and slightly inched
up to 15.3 percent in 1996/97. However, sinceinter-
est rate liberalization preceded fiscal reforms and a




decline in the budget deficit, interest rates shot up. -
The latter contributed to a further increase in debt :
service obligations of the Government, thus aggra- :

vating the budgetary imbalance.

Constraints to Further Liberalization

for about 70 percent of the total loan defaults.

liquidity requirements.
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1997-1998 Banking
Reforms and Issues

Major Problems of the
Banking Sector on the Eve

- of the 1997-1998 Reforms

One of the main constraints to moving further with
financial liberalization and reliance on market mecha- -
nisms of monetary control has been the marked de- :
teriorationinthefinancia position of thebanking sys- :
tem, in particular of the NCBs, which continue to :
dominate the banking sector. In recent years, the :
sector has experienced declining profitability, increas- :
ing inefficiencies, a weakening capital base, and :
abuildup of nonperforming assets (NPAS). Loan de- :
faults of banks and DFIs reached a level of
PRs121 hillion at the end of December 1996—nearly -
21 percent of total advances, and close to 5 percent
of gross domestic product (GDP). Of the total -
amount of PRs102 billion owed to banks at theend
of December 1996, PRs83 hillion have been loaned -
to the NCBs and to four small State-owned special-
ized banks. The bulk of “stuck-up” loans has been -
used mostly for project financing to large-scale tex- -
tileindustries. The largest 250 defaulters accounted
. sector, has been vitiated by political interference in

The declining profitability and increasing ineffi- .
ciencies in NCBs were due to weakening govern-
ment leadership and the burden placed on banksto -
fulfill several social objectives—creating employ-
ment, servicing remote areas at high cost, and pro- -
viding subsidized and mandatory credit under anar- .
ray of government-sponsored credit schemes. Analy-
sis based on 1995 data found that the negative net
worth of the NCBs was PRs60 hillion (the equiva- -
lent of 2 percent of GDP), and that the cost of re-
capitalizing these banks according to BIS standards -
could beashigh as$5 billion (equivalent to 7 percent
of GDP). Moreover, the profitability of all bankscon-
tinues to suffer from remaining forms of financial :
repression such asindicative credit ceilingsand high :
- several factors, as follows:

While Pakistan took great strides in deregulating the
banking sector in the early 1990s, Government | oss of
control coupled with lack of credit disciplineespecidly
in the State-owned banking sector have aggravated
structural problems, as evidenced by arising level of
NPLs and increasing disintermediation. Worsening
macroeconomic imbalances led to a growing depen-
denceonforeign currency depositsand increasing mar-
ket intervention to contain thecost of financing alarge
fiscal deficit. Consequently, theinsolvency of thebank-
ing sector rose, two large NCBs and the older DFIs
experienced liquidity problems, foreign exchange re-
serves were boosted by potentialy volatile and ex-
pensiveforeign currency deposits, and accessto credit
by the private sector was increasingly curtailed.

DETERIORATION OF THE LOAN PORTFOLIO
Resource dlocation, a key function of the financia

lending and loan recovery decisions. As aresult, the
stock of NPLs has grown from PRs25 billion in 1989
to PRs128 hillion as of June 1998, or 4 percent of
GDP On the other hand, total deposits were growing
only at alittle aboveinflation, with growth accounted
for mainly by foreign currency deposits (before May
1998). Sowhilethebanking sector isdtill liquid, interms
of stock, thereisan emerging liquidity problem, owing
to the conservative reserve policies of the past (i.e,
credit/deposit ratio not exceeding 65 percent). New
deposits may become insufficient to cover the out-
flow from bad |oans and operational |0sses.

SLOWDOWN IN DOMESTIC DEPOSIT GROWTH
Disintermediation of domestic depositsis caused by

45




46

A STUDY OF FINANCIAL MARKETS

» increasing dollarization of the economy as con-
5 percent for dollar deposits), they have proven inad-
* growing direct borrowing by the Government :

through attractive tax-advantaged national sav-

fidence in the rupee weakens,

ings schemes to help finance the deficit,

* low return on bank deposits vis-a-vis inflation :
and overcompeting financial and real assets due |
to heavy taxation on financial intermediation
(through high reserve requirements) and thein-
efficiency of banks—especially the NCBs, and -

s increasing lack of confidence of saversin the -
NCBs (the traditional domestic deposit mobil-
izers) in the face of publicity about their large -
NPLs and poor service in comparison with the

new private banks.

FOREIGN CURRENCY DEPOSITS

Foreign currency deposits had grown rapidly to -
$11 billion by July 1997, aready accounting for half -
of bank depositsin Pakistan compared with lessthan -
$3 billion in the early 1990s. The rapid increase in
~ ceeds of which were “deposited” with the SBR, with

resident foreign currency deposits reflected the ten-
dency in recent years towards more external private
transfers (mainly workers' remittances) being kept
in foreign exchange rather than being surrendered to
the SBP. This was caused by an erosion of confi-
denceintherupee, strong tax and other incentivesto
these deposits, and the “no questions asked” policy
concerning the origin of the foreign exchange. Wid-
ening current account deficitsand difficultiesin mo-
bilizing long-term financing has, on the other hand,
led to increased reliance on mobilization of nonresi-
dents foreign currency deposits as aform of exter-
nal short-term financing.

Insofar asregulations prohibited banksfrom lend-
ing in foreign currency and permitted them to main-
tain only small uncovered positions in foreign ex-
change, foreign currency deposits were exchanged
for rupees with the SBP for on-lending in Pakistan.
The banks then closed their open position by pur-
chasing a forward contract from the SBP. Despite
several adjustments in the forward cover fee (one

implemented in late March 1997 increased the fee to

equate to compensate for actual exchange rate de-
preciation, resulting in large losses (PRs11 hillion in
1995/96 and PRs24.3 billion in 1996/97) for the SBP.

The level of the forward cover fee has aso been
consistently 3 to 5 percentage points below the pri-
vate market forward premi um.” The below-market
level of this fee has served, in part, to lower lending
interest rates—i.e., to provide asubsidy to the private
sector that has access to bank credit and to mask the
real cost of borrowing by the Government. On the
other hand, it has afforded banks a comfortable inter-
mediation margin estimated at 5 percent. Asaresult,
bankshavefounditincreasingly profitableto interme-

diateinforeign currency deposits, and thusthey have

increasingly relied on them as the principal source of
funds. This has dso contributed significantly to the
rise in the share of foreign currency depositsin total
bank deposits. In particular, banks and NBFIs in-
creased their short-term foreign borrowings, the pro-

the corresponding rupees loaned out to loca clients.
The foreign exchange cover scheme has also given
banksand financia institutions attractive fee business
when they bring in foreign currency depositsthat are
prearranged by “depositors’ as loans to third parties
in Pakistan. In dl these transactions, bank depositors
and borrowers arbitrage between foreign and domes-
tic interest rates, with the SBP providing the hedge at
asubsidized rate, thus creating large quasi-fiscal defi-
cits. In 1996-1997, the annual losses of the SBP due
to this scheme were 0.8 percent of GDP.

MARKET SEGMENTATION

Despiteliberalization, thefinancial markets continue
to be segmented, principally into private and public
sectors due to continuing controls on interest rates
paid on government debt. Yields on Treasury bills
(T-bills) were artificially expressed by predetermin-
ing cutoff rates at the primary auctions, and requir-
ing banks to hold large reserve requirements in




T-bills and other government paper. (For these rea-
sonstoo, there was hardly any secondary market for :
government paper.) On the other hand, because of :
its appetite for funds, the Government borrows at :
much higher rates from the public through national :
savings schemes that offer higher yields and are tax :
advantaged. The spread between the yield on gov- :
ernment securities (sovereign risk) and private sec- :
- of the banki ng sector through its ownership of the

The other sources of market segmentation are the :
specia credit programs. Although declining, these :
programs are still sizable. In 1995/96, the total cost :
of interest subsidies amounted to about PRs7 hillion -
or 0.3 percent of GDP. The Government implements :
two types of special credit programs. mandatory :
credit programs and concessional credit programs. :
Under mandatory credit programs, the SBP pre- 3
scribes minimum annual targets for Pakistani com-
mercial banksto lend to certain priority sectors, such -
as agriculture, industry, and business. Concessional
credit programs require banks and NBFIs to charge
below-market interest rates on their loans for ex- -
ports, local sale and export of localy manufactured -
machinery, tourism projects in specified geographic -
areas, and production loansto small farmers. Loans
to the Government for financing commodity opera-
- and the SBP—whose authority had been weakened

Mandatory credit targets and concessiond credit -
schemes have been justified on grounds of market
failure, which has constrained accessto credit by cer-
tain sectors or classes of borrowers, and for socia
reasons—to provide relief to the disadvantaged. But
contrary to expectations, interest repression has con-
strained the supply of credit and political clout hasin-
fluenced the allocation of limited funds. Thus, these
schemes have not only been costly for the budget, but -
have also become unsustainable and, to a large ex-
tent, ineffectivein achieving their objectives. Besides, 3
these schemes have had poor repayment records. The
default risks have been so high that banks have pre- :
ferred to pay the penalty of not meeting targets, rather :
- censesand permission to open branches.

tor debt (commercia risk) islarge.

tions are also at concessional rates.

than lose the principals of such loans.
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Root Causes of the Problems
FAILURE OF GOVERNANCE AND

LACK OF FINANCIAL DISCIPLINE

Thefinancial sector leadership, including bank own-
ers, bank regulators, market competitors, and the
courts, either adopted distorted incentives or are too
weak to provide proper executive ability or impose
credit discipline. The Government, which owns most

NCBs and larger DFIs, has alowed political inter-
ference to twist credit allocation and loan recovery
decisionsof the NCBsand DFIs. Together they have
accounted for 90 percent of the bad loans of the
entire system. Similarly, loan recovery by the NCB
and DFI officers and staff has been thwarted by
fear of palitically motivated retribution.

Because of the frustration over the devastation of
the banking sector, there is consensus in Pakistan
that the key solution liesin the privatization of State-
owned banks. However, market conditions, slow re-
structuring of banks, bureaucratic inertia, and the
political agenda have slowed down the privatization
program since theinitial spurt in the early 1990s.

Banking regulation and supervision over the NCBs
and DFIs used to be shared by three agencies—the
Ministry of Finance, the Pakistan Banking Council

by conflicts of interest and questionable incentives.
The SBP did not have the autonomy to exercise its
supervisory powers over most of the banking sector,
i.e., the NCBs and DFls. Because of a conflict be-
tween the Banking Companies Ordinance and the
Bank Nationalization Act (which set up the NCBs)
the SBP could not exercise its powers to discipline
the NCBs through various enforcement measures,
especialy theremoval of management or withdrawal
of banking licenses. Only the Government, through
the Ministry of Finance and the Pakistan Banking
Council, had the authority to appoint or remove NCB
and DFI management. The Government, not the cen-
tral bank, was the authority that granted banking li-
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The SBP's supervisory capacity is itself weak.
Although it istrying to improve the quality of bank |
supervision, it will take time before the SBP can ac- :
quire the expertise to manage banking risks and an- :
ticipate bank failures, considering the years of ne- :
glect during the period of nationalized banking. More- :
over, there are major organizational and systemic |
problems that work against the SBP's efforts to
modernize, including apowerful labor unionthat re-

sists personnel changes.

the market, also rendering market discipline weak.
Among the NCBs, HBL and NBP account for half

the privatized banks, the private domestic banks, and

enjoy lower tax rates, and have a preferred position
toreceive public sector deposits. A reductionin mar-
ket concentration must be an important objective to
aimfor in the privatization of the NCBs. The sale of
the NCBs, especially of HBL, in parts, rather than
as wholes, must be a serious consideration.

Finally, the legal risks for banks in Pakistan are
high. When a loan becomes nonperforming for any
reason, legal recourseis costly because of thetimeit
takes not only for decisions to be made but also to
get the decisions executed. Lenders cannot foreclose
on collateral without lengthy court procedures. The
legal and judicia system in Pakistan has become a
haven for defaulters rather than a deterrent to de-
faulting. Under Idamic banking practices, interest
has to stop accruing 210 days after acaseisfiled in
court, on the assumption that court decrees could be
made and executed in 90 days and because of the
Islamic principle that interest cannot accrue on in-
terest. Sincethe experience showsthat it takes years

to get court cases resolved, a defaulter can enjoy an
interest freeloan beyond theinitial 210 daysallowed
for accruing interest under 1dlamic banking practices.

PUBLIC SECTOR DEFICITS AND

CREDIT RATIONING

During the five-year period, 1992/93-1996/97,
the Federal Government budget deficit averaged
6.6 percent of GDP, contributing to inflationary pres-

- sures and imbalances in the external accounts, and
Although growing, competition in financial mar-
ketsisdtill limited. The NCBs continue to dominate -

resulting inalarge buildup of public debt. The deficit
wasfinanced by borrowing from the SBP and through

- the auction of government securities to the banking
~ sector, thus crowding out the private sector from
themarket. Credit ceilings, athough removedinprin-
ciple, are still applied in practice, and prevent more
dramatic shifts in market shares among the NCBs, -

credit. Following the introduction of market-based
auction procedures, theinterest rates on T-billswere
liberalized, although initia auction procedureswere

- far from ideal. Consequently, interest rates rose due
foreign banks. Moreover, theplayingfieldisnotlevel.
NCBs and privatized banks are allowed to operate -
de jure with less capital (although the situation is -
worse, de facto, since they have negative capital),

to the poor sequencing of reforms, i.e., interest rate
liberalization preceded fiscal adjustment.

Apart from crowding out the private sector, credit
was allocated between banks and targeted sectors
of the economy by the SBP on grounds of market
failure.

MISMANAGEMENT OF SHORT-TERM

CAPITAL INFLOWS

Pakistan experienced considerable private capital in-
flows throughout the 1980s in the form of workers
remittances and, to alesser extent, private short- and
medium-term capital inflows. These flows have fi-
nanced most of the trade deficit since that period.
However, it wasonly in 1993/94, that private capital
inflows grew substantially, contributing to a rapid
accumulation of reserves.

The initial expectation was that capital inflows
would have positive impact, by easing externa fi-
nancing congtraintsand holding the potentia for higher
investment and growth. However, if capital inflows
become large, they could threaten macroeconomic
stability by contributing to an accel eration in domes-
tic demand, feeding inflationary pressures. There




were significant variations in experiences of other -
developing countries that received capital inflows, :
due to the nature of the inflows and the policy re- :
sponses adopted by governments. Nevertheless, :
policymakers have similarly sought to accommodate :
higher investment and growth afforded by the in- :
flows while trying to insulate their economies from :
destabilizing effects. Thiswasthe challenge policy- :
-~ tal inflowswill createfurther opportunitiesfor banks

The growing volume of capital inflowsinto Paki- :
stan in recent years raised some important issues, :
such as: what are the effects of capital inflows on :
the banking system and capital market? Have finan- :
cia risks in Pakistan's banking system increased? :
Aretheexigting regulatory, supervisory, and account- :
ing arrangements capabl e of fostering adequate man- :

makers in Pakistan also faced.

agement of these risks?

Whilethereisevidencethat workers' remittances -
and resident foreign currency depositsarerelatively
stable forms of inflows, the growing practice of us-
ing these deposits as aform of collateral hasfurther -
enhanced their stability. On the other hand, portfolio
investment, some nonresident foreign currency de- -
posits, and other short-term capital present apoten- -
tial risk of areversal of flowsinavery shorttime. It
was feared this could create a banking crisis, and -
result in exchange-rate andinterest-rate volatility. In
view of this, two magjor areas of concern were ad-
- principa every year, starting with thefirst year of op-
« the ability of the banking system to assess, price,
. cieswhen ROEswere high, loans of fiveto ten years
* the adequacy of the supervisory and regulatory

framework, e.g., of the SBP, to prevent and con- -
tain systemicrisk, particularly inthepresenceof .
- sharply in Pakistan, and in line with returnsin com-

dressed:

and manage risk; and

the problem of moral hazard.

To meet thisrisk, policymakers were required to -
ensure adequate gross official reserves and quality
of domestic credit expansion. When thebanking sys-
tem is sound and efficient, in the process of extend-
ing credit, banks are able to anticipate the effect of a :
reversal of capital flows on the revenues of their :
borrowers (interest rate and exchange rate risks) by :
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pricing loans accordingly, accumulating reserves
against such loans, and reducing the concentration
of their loan portfolios to sectors that may be af-
fected by capital flow reversals.

On the other hand, when credit institutions oper-
ate in aregulatory environment that allows them to
misallocate credit and mismanage their balance
sheets, an expansion of bank credit induced by capi-

to expose the financial system to alarger risk of fi-
nancial loss. As a preventive measure, the authori-
tiesin Pakistan decided to collect foreign exchange
reservesin the SBPinstead of the commercial banks,
thus asking commercia banks to surrender foreign
exchange to the SBP. Unfortunately, the SBP and
the Government did not manage foreign exchange
resourcesfrom potentially volatile sourcesin aman-
ner that was prudent and responsible. By the end of
May 1998, the short-term foreign exchange liabili-
ties of the banking system were $11.2 hillion against
official grossreservesof $1.1 billion.

TERM LENDING/RESOURCE MOBILIZATION

Financia ingtitutions, their industrial clients, and the
Government have been unable to mobilize long-term
fixed-rate resourcesfor project financing. Asaresult,
most projects financed are repayable in five to ten
years, implying a repayment of 10-20 percent of the

eration. During the years of import substitution poli-

on projects were serviceable. Following the start of
tradeliberalizationin 1988, and especidly after tariffs
were reduced sharply in 1993, ROEs have fallen

petitive international markets. This has adversdly af -
fected the debt servicing ability of businesses in the
country due to the short repayment period.
Domestic investors have been locked into large
equa repayments (in nominal terms) of principal,
whichimpliesheavily front-loaded real amortization
patterns. Thisis not helpful to new projects, which
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typically do not reach full capacity production or prof-
itsin the early years of operation. The outcome is |
loan default. The problem is aggravated by new pru- :
dential regulations that force banks to cut off work- :
ing capital loansto such borrowers, thusresulting in :

atypical “sick industry.”

1997-1998 Banking Reforms

The problems of the financial sector had their origin
inthe nationalization of banking ingtitutions, weaken- -
ing of appropriate regulations, undue outside inter- -
ference, and the erosion of an accountability mecha- -
nism. Thethrust of the 1997/98 reform programisto
improve the environment for, and ability of, bank
owners, bank management, bank regulators, the
markets, and the courtsto provide better governance
and regulation in order to promote efficient financial -

intermediation. The reform program focuses on:

» speeding up the privatization of State-ownedin-
gtitutions, and assuring necessary restructuring -

and improved management;

* improving the legal and judicial processfor en-

forcement of financial contracts;

« centralizing the regulatory authority inthe SBP;

« strengthening the SBP's capabilities to perform
itsenhanced responsibilities; and

* improving prudential regulations and the super-
vision of financid institutions.

AUTONOMY OF THE STATE BANK OF PAKISTAN
To address structural weaknesses in the financial
sector, the State Bank of Pakistan Act was amended
to grant the SBP full autonomy in the conduct of
monetary policy. Amendments were also made in
banking laws to strengthen the SBP's authority in
bank supervision and regulation.

PRUDENTIAL REGULATIONS AND

BANK SUPERVISION

The enactment of the amendments to the Banking
Companies Law and to the Banks Nationalization
Act made the SBP the exclusive regulatory and su-

pervisory authority for the banking system, and insu-
lated State-owned banks from political interference.
The Pakistan Banking Council was abolished, and
al itsformer responsibilities transferred to the SBP.
Private sector bankers replaced the managers of
HBL and NBP and their boards were reconstituted.
Moreover, the SBP has devel oped a comprehensive
plan to modernize and strengthen its banking super-
vision department, reorient its policy objectives, and
adopt new supervisory techniques and data-collec-
tion methods.

LEGAL ENVIRONMENT AND INCENTIVES FOR
LOAN RECOVERY

To improvethelegal environment for |oan recovery,
Parliament passed in May 1997 the Banking Com-
panies (Recovery of Loans, Advances, Credits, and
Finances) Act of 1997. This law is expected to
sharply reducethelegal and judicial coststo recover
loans as it provides that default cases must be dis-
posed of in 90 days, after which the defaulter isre-
quired to furnish security. Attachment of collateral is
permitted before judgment and appointment of are-
ceiver. In cases where a bank is authorized to re-
cover or take possession of the collateral without
filing a suit, the bank may, at its discretion, recover
itsloan by selling the collateral.

An incentive package was offered to defaulters
vis-arvis State-owned banks and financial ingtitutions
tovoluntarily repay their overdueloanswithout facing
legal action under the new law. The package provides
incentivesto all loan defaultersto settle their overdue
obligationsto NCBsand DFIs, offering some exemp-
tions on payment of overdue interest. The defaulters
would have to make an agreement with the respec-
tivefinancial institutionswithin one month and repay-
ment would have to be made within six months.

ARRESTING THE FLOW OF BAD LOANS

Considering the deep-seated nature of the problems
inthe country’sbanking sector, it will require persis-
tent and constant efforts over the medium term to




remove them. However, in the immediate term, the -
Government and the SBP have taken measures to -
prevent the situation from getting out of hand. Based :
on an analysisof the 250 largest defaulters, the main :
source of default has been project lending by the :
NCBs. In December 1996, the Government, as -
owner, instructed the NCBs to refrain from making :
new project loansuntil June 1997. Thiswasan emer- :
gency measure justified on grounds of stopping the :
hemorrhage. It a so helped to restructure the market :
shares of the NCBs, partiadly privatized banks, pri- :
vate domestic banks, and foreign banks, which had :
remained static due to the previous credit ceilings. :
The SBP has stopped using informal credit ceilings :
to control liquidity, and isusing moreindirect means :

of monetary control.

In January 1997, the SBP required the new man- -
agement of the NCBs and DFIs to submit for its -
clearancewell-defined lending policies, includingloan
approval procedures and powers of variouslevelsof
management. It issued directives to tighten lending -
practices and increase transparency in lending. With -
its new powers over the NCBs and DFIs, the SBP -
has been closely monitoring compliancewith thenew -
- amounts. Cash settlement is typically 10 percent
. downpayment, with the 90 percent balance due by
- 5 December 1997. Under thisprogram, some 34,000
- defaultersand 770 sick units with loans amounting

lending policies.

PREVENTING FURTHER DETERIORATION OF
THE NCBS AND DFIS

The management and boards of the NCBsand DFIs
have been replaced. More important, the process
of their appointment and removal hasbeen changed
through an amendment to the law. Appointment of
presidents and board chairpersons are based on a -
list of qualified professionals, maintained and up- -
dated by the SBP. They serve for a fixed term of
three years and have security of tenure. Similarly, -
the Government has appointed board directors in -
consultation with the SBP. Moreover, all selections, 3
promotions, and transfers of NCB and DFI staff, -
and decisionson remuneration and benefits, are being :
made by the concerned bank presidents in accor- :
dance with personnel policies approved by their :
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boards, under the guidelines of the SBP. Amend-
ments to the law prohibit government departments
from issuing directives to NCBs and DFIs that are
inconsistent with those of the SBP. The Pakistan
Banking Council has been abolished, making the
SBP the sole regulatory and supervisory agency
for the banking sector.

Acting as caretaker management until theseinsti-
tutions are privatized, the new managements of the
NCBs and DFls are implementing action programs
approved by the SBP, aimed at conserving assets,
reducing costs, downsizing staff and branches, in-
creasing loan recovery, and limiting lending to bor-
rowers that have no defaults with any other bank.

REDUCING THE STOCK OF

NONPERFORMING LOANS

Efforts to reduce the stock of bad loans through
vigorous recovery have also started. The Govern-
ment and the SBP have launched a |loan recovery
program consisting of two phases. The first phase,
from 5 June to 5 September 1997, was an amnesty
program under which defaulters and “sick units’
were given incentives to settle their overdue

to PRs28.5 billion and PRs34.4 hillion, respectively,
were covered.

The second phase was the mandatory filing with
the banking courts of default cases of borrowerswho
did not take advantage of the amnesty program by
30 September 1997. These defaulters will be pur-
sued vigorously under the new loan recovery law.
Thislaw has strengthened the hand of the banks and
DFls to expedite loan recovery. Outside of the am-
nesty program, the new managements of the NCBs
and DFIs have also pursued |oan recovery more ag-
gressively. Asset recovery departments under new
management have been established. As of 30 June
1998, PRs16.3 hillion had been recovered in cash,

51




52

A STUDY OF FINANCIAL MARKETS

while PRs14.7 billionin loans had been restructured -
or rescheduled, together constituting about 21 per- -

cent of total loan default at the time.

REFORMING GOVERNANCE THROUGH
PRIVATIZATION

Theoverriding goal of privatizationisto achievegood |
governance by sellingthe NCBsand DFIs(see Table
5) to privateinvestorswho possesstheintegrity, capi-
tal, banking expertise, management, and technology
toruntheseingtitutions prudently and efficiently. The -

privatization plan consists of thefollowing:

« complete divestiture of the Government’s re-
maining ownership interests in MCB, ABL,
PICIC, and BEL, and the sale of Habib Credit

and Exchange Bank;

« full privatization of HBL, UBL, NBP, NDFC, -

and IDBP; and

« orderly liquidation of the bad assetsthat will be
removed by the Government from HBL, UBL, -

NBP, NDFC, and IDBP when they are sold.

Reducing Political and Social Costs

Until theend of 1996, all thefivelargeingtitutions
to be sold were heavily overstaffed, while three
NCBs, namely, National Bank of Pakistan, Habib
Bank and United Bank had by far too many branches
to achieve reasonable profitability. Overstaffing and
overbranching were caused by political interference
and by militant labor unionsthat resisted downsizing,
making it difficult to attract bonafideinvestors. Thus,

before privatization, the staffs and branches of these
institutions are rationalized in accordance with the
plans agreed with the SBP, through voluntary sepa-
ration with the help of an attractive severance pay-
ment program. Through this program, 20,000 em-
ployees, or 25 percent of total staff, were shed from
the NCBs and DFIs. The cost of the severance pay-
ment program is expected to be about $350 million
on an after-tax basis.

Removal of Bad Assets

To attract bona fide investors and enhance the
trangparency of the privatization process, the Gov-
ernment will remove the bad assets in HBL, UBL,
NBP, NDFC, and IDBP that remain after vigorous
recovery efforts. However, to assure that financia
restructuring isnot carried out beforethereisastruc-
tural change in governance, the removal of bad as-
setswill be undertaken only upon privatization.

Transparency of the Privatization Process

The Privatization Commission, the agency respon-
sible for privatization, is contracting fully qualified
investment advisersto assist in the structuring of the
sales transactions and in devel oping related market-
ing plans. The Commission, in closecollaboration with
the SBP, is preparing a complete information pack-
age on each institution that would provide prospec-
tive bidderswith sufficient information to undertake
informed analyses of the transactions and perform
their own thorough due diligence.

IELICESH Status of NCBs and DFIs, as of 31 December 1995

Item Total HBL UBL NBP NDFC IDBP
Number of Employees 77,492 31,761 22,102 21,549 1,200 880
Number of Branches 5,280 1,978 1,706 1,537 40 19
Total Assets (PRs billion) 893.0 336.6 182.2 320.2 33.0 21.0
Classified Loans (PRs billion) 121.4 52.0 32.0 17.4 8.0 12.0
Provisions (PRs billion) 42.0 18.7 4.5 10.9 2.9 5.0
Paid-up Capital (PRs billion) 6.1 2.5 15 15 0.4 0.2
Reserve Funds (PRs billion) 15.8 4.8 2.1 6.4 2.1 0.4

DFls = development finance institutions, HBL = Habib Bank Ltd., IDBP = Industrial Development Bank of Pakistan, NBP = National Bank of Pakistan, NCBs = nationalized

commercial banks, NDFC = National Development Finance Corp., UBL = United Bank Ltd.

Source: State Bank of Pakistan.




STRENGTHENING PRUDENTIAL REGULATIONS
AND BANKING SUPERVISION

are pursued by NCBs and DFIs.

Reporting Disclosure for Off-site Supervision

At present, reports submitted by the banks to the :
SBPincludesubstantial detail in someareas, but omit -
important information that is necessary to assesstheir :
condition. Banks are not required to submit an in- 3
come report according to any format prescribed by
the SBP. At present, annual audited financial state-
ments are made available to the public once ayear, -
three or four months after the end of the year. Apart -
from the time lag, the accuracy of these reportsis -
guestionable. Income and net worth do not reflect

required provisioning for many banks.

and net worth in 1998, based on 1997 reports.

an effort to make the overdl financial system trans-
parent and subject to greater market discipline.

Role of Bank Examiner

TRANSFORMING BANKING IN PAKISTAN

Examiners paid little attention to such factors as de-

: termination of overall performance, risk profile, and
The genera objective of banking reformsis to de- :
velop aregulatory and supervisory system that will :
accurately assess the conditions of banks and de- :
posit-taking NBFIs and, where problems exist, take :
action to rectify them. The system will prescribe :
capital standards, loan concentration limits, provision- :
ing norms, and reporting requirements consi stent with :
international standards, and assurethat such policies :

the quality of management at the banks.

The SBP has hired the services of an international
consulting firm, in consultation with the World Bank,
whose mission includes, among other things, modern-
izing and reorienting on-site bank examinationsin Pa-
kistan. Thiswill involve participating in on-siteexami-
nation, devel oping asatisfactory examination manual
that focuses on bank risk and performance, an appro-

: priate examination report, and initiating training to en-
- able supervisory staff to act effectively in the future.

Quality of Examination Staff

Asapart of itsplan to revamp its supervisory and
regulatory side, the SBP has started a crash recruit-
ment and training program to improve itslong- and
short-term staffing and skill requirements. In the short
run, it hasrecruited several qualified and experienced
middle-level staff in the banking supervision depart-
ments. In the long run, it is necessary to continually
recruit qualified young professionalsto keep up with
growing staffing needs. The pay and quality of su-

. pervisory staff must be sufficient so that they even-

The SBP hasannounced revised reporting require- -
ments based on accounting standards that are con- -
sistent with international norms. Revised reporting -
beganin 1997 alongwithinitial effortsat off-sitemoni-
toring. The SBP required banksto report provision-
ing requirements and appropriately adjust netincome

tually command the respect of the financial institu-
tions. The SBP has developed a plan for staff com-
pensationin 1997/98.

Capital Requirements
Currently, capital requirements are based on total

. calable liabilities. They are 7.5 percent for foreign

In due course, on-site examinations will help as-
sure the accuracy of the reports. Once the quality of
reporting reaches satisfactory levels, the information -
fromindividual bankswill beavailabletothepublic,in 3

banks, 8 percent for private domestic banks, and
3 percent for the NCBsand partialy privatized banks.
The Pakistani liability-based system does not raise
the capital requirement for off-balance sheet expo-

- sure, nor lower it for holdings of cash and govern-

ment securities, nor take account of borrowings. To

- strengthen the system’s capital base and achievein-
- ternational consistency, Pakistan will move to the

In the past, on-site examinations have focused, to :
aconsiderable extent, on determining whether banks :
were complying with certain legal requirements. :

Badle system of defining minimum capital require-
ments. Theserequirementswill apply to consolidated
bank balance sheets for all Pakistani banks.
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Provisions for Loan Losses

L oan classificationsand provisioning requirements |
are based principally upon the length of time that :
either or both interest and principal paymentsarein :
arrears on a particular loan. In calculating required :
provisioning, only liquid collateral isnetted out. Some :
provisioning requirements may appear substantial in |
view of the value of nonliquid collateral. However,
recovery experience from nonliquid collateral on

NPLs has been bad.

Time-based provisioning will continue until satis- -
factory court reforms occur and loan collection ex- -
perience shows improvement. In the immediate fu-
ture, the best practice will beto continuetime-based

provisioning, supplemented by increased classifica-

tion and provisioning in those situationswheretime- -
based rules understate likely present valueloss. Re-
quired provisions as determined by the SBP will be -
made, regardless of their impact on net incomeand -

on abank’s net worth.

Loan Concentration

Single-borrower limits for commercial banksare
reasonable and consistent with international stan-

dards. However, a single borrower, if alisted com-
pany, was allowed to borrow up to 20 percent of the
assets of an NBFI. Thisis excessive and could lead
to insolvency. Accordingly, the SBP has revised the
relevant regulationsto makethe single-borrower limits
of deposit-taking NBFIs consistent with those of
commercia banks.

Large Credits

Large business groups account for amajor share
of bank borrowing in Pakistan and the performance
and creditworthiness of these groups are important
for bank performance. The SBP will establish a staff
team within its departments that will analyze finan-
cial performance of magjor Pakistani groupsand their
affiliates and its findings will be available to those
engaged in on-site examinations.

Problem Banks, Enforcement,

and Bank Closing Procedure

The laws have been changed to make it possible
for the SBP to identify problem banks, take mea
suresto enforce prudential requirements, and initiate
closing procedures if a banking company does not
show improvement.

Deposit Insurance

The Government guarantees depositswith nation-
alized banks, but this is not the case with deposits
with private domestic banks, which account for about
7 percent of total bank deposits. During the next sev-
eral years, adeposit insurance system will be devel-
oped. Such asystem will provide limited deposit in-
surance coverage when abank fails, making it more
feasible to close banks and lessening the potential
exposure of the Government or the SBPin the event
of bank failure.

Bank Audit

The SBP has the authority to prescribe standards
for external audit. Apparently, many bank audits do
not meet rigorous standards. The authority to pre-
scribe audit contents and to maintain an approved
list of auditorswill be pursued more vigorousy and
made to complement and strengthen the SBP's su-
pervisory activities.

PROMOTING MARKET INTEGRATION

Market integration reforms should remove the magjor
causes of segmentation of the credit market. Signifi-
cant progress has aready been made in this direc-
tion. For instance, control on yields on government
securitiesthrough arestriction on the volume at auc-
tion has aready been abolished, statutory reserve
requirements for banks and DFIs have been low-
ered, andinterest rate subsidies on special credit pro-
grams have been virtualy eliminated. The forward
foreign exchange cover program for foreign currency
deposits by the SBP has been removed. However,




the administered rates on national savings schemes
continue, but the interest rate structureisin the pro- :
o phase out this scheme until other alternatives
- can be found.

cess of rationalization.

STATUTORY LIQUIDITY REQUIREMENT (SLR)
AND AUCTIONS OF GOVERNMENT SECURITIES

Previously, banks and NBFIs were required to :
invest 25 and 19 percent, respectively, of their de- :
mand and time liabilities in approved securities. Ef- :
fective June 1997, the SLR was reduced by 5 per- :
centage points, thereby reducing SLR of banks and :
NBFIs to 20 percent and 14 percent, respectively. :
Thisisexpected toimprovebanks' profitability, pro- :
vide higher returnsfor depositors, increase financial :
savings, and, eventually, lead to better resource alo- :

cation.

At the same time, the SBP has started the prac- -
tice of preannouncing the volume of securitiesto be
auctioned each time and allowing the bidding pro-
cess to determine the yield on T-bills. These mea-
sures probably contributed to theriseininterest rates -
on public debt instruments to about 17.5 percent,
a rate considered in line with the budget deficit,
the inflation rate, and prevailing market conditions.
By early 1998, as loan demand from the private -
sector slackened, the T-bill rates fell back to about -

15.5 percent.

SPECIAL CREDIT PROGRAM

The authorities have reduced mandatory and con-
cessionary credit schemesand are committed to sub-
stantially phasing them out, in line with the gradual
removal of excess burden of stuck-up loans and the

high administrative costs on the rates of interest.

Theonly significant program for which conces- -
sionary SBP refinancing is being provided is ex- -
port financing. Although recent changes have made
the scheme less attractive to lenders (e.g., the -
lender’s spread has been lowered from 3to 2 per-
cent), the lending rate itself has been reduced, and :
the amount disbursed has increased in line with

TRANSFORMING BANKING IN PAKISTAN

other private sector financing. Due to the need to
boost exports, the SBP does not consider it timely

- COLLATERAL AND FORECLOSURE LAW

REFORMS
As part of the Banking Sector Reform Program, the
following laws have been passed:

 Banking Companies (Recovery of Loans, Ad-

vances, Credits, and Finances) Act, 1997,

« Banks (Nationalization) Act, 1997 (Amend-

ment);

* Banking Companies Act, 1997 (Amendment);

and

« State Bank of Pakistan Act, 1997 (Amendment).

Various amendments have also been made to the
Banking Companies Ordinance of 1962 to enhance
the effectiveness of the SBP as a supervisory and
regulatory body and to safeguard the interests of
banks and depositors (see Appendix 3).

Until 1997, there were two paralel systems of
bank loan recovery courts: special banking courts,
with jurisdiction over interest-based transactions; and
banking tribunals, with jurisdiction over noninterest-
based (or so-called Islamic) transactions.

With the enactment of the Banking Companies

- Act of 1997, the previous parallel systems were re-
- placed by a new unified system of banking courts.

Under the new system, one unified court system deals
with the recovery of al loans, whether interest- or
noninterest based. The Act also creates a more ef-
fective two-tier system, in which cases of up to
PRs30 million are to be tried by the banking courts,
and cases above thisamount by the high courts. This
division of work will enable the courts to expedite
the disposal of the heavy load of pending recovery
cases, and help thefinancial institutionsrecover their
debt quickly. To increase effective court capacity,
the Government has established 34 banking courts,
pursuant to the new law.
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FREEZING OF FOREIGN CURRENCY ACCOUNTS

At the end of May 1998, amid threats of economic :
sanctionsfrom the United States and other countries
for testing nuclear devices, and fearing capital out- :
flows, the Government froze all foreign currency :
~ the SBP has been granted greater autonomy in the
conduct of monetary policy through a legal enact-

accounts.

Remaining Issues and
Recommendations on
Banking Sector Reform

The importance of banking sector reform cannot be -
overemphasized. Apart from reducing the cost of
financial intermediation, it could resultintherestruc-
turing of existing sick industria unitsand lay thefoun-
dation for better credit decisions. Thiswill contribute
grestly to higher GDP growth and improve the bal- -
ance of payment position through better resourcea- -

|ocation.

Despitereforms, the banking sector il suffersfrom -
serious structural weaknesses rooted in governance
failure, lack of financia discipline, and macroeconomic

imbalances. These difficulties are further aggravated
by the country’s weak external position, stagnant
economy, and loss of confidence in the financia sys-
tem. The measures already taken by the Government
and the continuing effortsto improvethe banking sys-
tem represent a fairly wide-ranging set of reforms.
However, the Government’s commitment to the re-
formsisbeginning to bein question and thereare some
doubts about its capacity to carry them through fully.
Moreover, there are other issues that need to be ad-
dressed to make the reforms successful.

Issues and Recommendations

FAILURE OF GOVERNANCE

Thefailure of governancethat afflictsthe NCBsand
the SBP is a reflection of the general weakness in
governance across the various devel opment sectors.
There has been adisrespect for the law and the judi-
ciary hasbeen subjugated to political power. Harass-
ment of the private sector is frequent through mis-

use of law enforcement powers and abuse of tax
authorities, while others are rewarded through se-
lective application of the law. Even the accountabil-
ity mechanism set in place is biased and lacks cred-
ibility. The SBP's autonomy is an example. While

ment, in effect thisautonomy has not been exercised.

Themain reason isthat the overall balance of power

is heavily tilted in favor of the Prime Minister. Par-
liament and the Cabinet are circumvented in policy
making so that the Governor of the SBP can hardly
challenge the direction of the Prime Minister in any
matter. Thiswasvisibly demonstrated during thefor-
eign exchange crisis in the post-May 1998 period,
when SBP circulars were issued but were contra-
dicted by the Prime Minister.

Similarly, the independent management of the
NCBs is most often countered by government an-
nouncements. Political interference in banks' man-
agement decisions was publicly demonstrated when
some private sector loan defaulters advertised in the
free press that they were willing to reschedule their
outstanding loans on the same conditions as those
provided to the Prime Minister’s family businesses
by some banks. This shows that there are different
criteria applied for evaluating loan decisions of the
influential.

Prospects of political changeto rectify the under-
lying causes of poor governance are slim. In fact,
recent constitutional changes have further concen-
trated power in the hands of the Prime Minister, stifled
dissent in Parliament through mandatory party con-
sensusonal issues, and given law enforcement agen-
cies unquestioned powers through emergency and
antiterrorist laws.

Theindependence of thejudiciary should berees-
tablished and accountability madeimpartial.

LACK OF FINANCIAL DISCIPLINE
The appointment of independent and professional
management of the NCBs, and new SBP prudential




regulations have contributed toward theimprovement
in financia discipline of banks. However, there is :
till much to be achieved. Apart from stopping politi- :
cal interference, it is recommended that capital re- :
quirementsof publicly and privately owned banksbe :
harmonized with the standards set under the Basle
Convention. Moreover, factors that hinder a more -
competitive market structure should beremoved, such :
as lower tax rates applied to NCBs, better access of :
NCBsto public sector deposits and, most important, :
implicit credit ceilings for each individual bank that :
- over by the commercial banks or their chosen man-

The SBP needs to strengthen its supervisory ca- :
pacity so that banks' balance sheets reflect the true :
~ be revisited to find ways to avoid precipitating the
- financial collapse of firmsthat are beginning to have
3 problems. In addition, somefinancial institutionssuch

assure the NCBs a larger share of the market.

position more accurately.

DETERIORATION OF LOAN PORTFOLIO

Commercial banks' loan portfolios are deteriorating -
for anumber of reasons. First, better accounting pro- -
cedureshaveled to areclassification of loansintothe
nonoperating and bad loan categories. Second, poor -
economic conditionsand changing domegtic priceshave -
eroded the operating marginsof many businesses, forc- -
ing them to default. The matter has been further com- -
plicated by the stricter enforcement of SBP pruden- -
tial regulations that cut off working capital to bus-
nessesthat are behind their project loans, whichvirtu-
aly guaranteestheir totd collapse. With an underde-
veloped capital market, and five-year terms on most
project loans, firmsareincreasingly unableto service
project loans that require an annual repayment of
20 percent of the principal, especialy since the
economy isin aslump and tariff liberalization hasre-
duced profit margins. Mergers or bank takeovers of -
the management of failing businesses are practically -
unheard of in Pakistan. In thiskind of environment, it
is not surprising that banks have become even more
conservativein their lending policies, cutting off possi-
bilitiesof rescheduling loansor encouraging financial
- overestimatethe speed at which loans can be recov-

restructuring among their borrowers.

There is awave of sentiment against all default- :
ers due to the criminal and deliberate default by a
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corrupt political elite. Genuine businessesare equally
maligned and unableto negotiate onfair terms. Ironi-
cally, the class of defaulters that has provoked the
ire of the country due to its criminal defaultsis till
ableto rescheduleitsloans due to misuse of political
power.

Urgent steps should be taken to devel op the capi-
tal market, extend the terms of project finance, or
reschedule the loans of genuine cases. Thiswill re-
quire a case-by-case analysis. Rescheduling must
be associated with some or total management take-

agement consultants who would help turn the busi-
nesses around. Prudentia regulations also need to

as the DFIs could develop longer-term debt instru-
ments and explore the use of other instruments.

RECOVERY OF BAD LOANS

Legidative and administrative support isin place to
promote the speedy foreclosure of collaterals. How-
ever, little progress has been made regarding this
matter dueto several reasons. First, press statements
by government functionaries regarding decisions
taken by the newly appointed professional manage-
ments with respect to downsizing cast doubt about
the autonomy of banks in making decisions and de-
lay and jeopardize the restructuring process. Sec-
ond, by introducing a distorted incentive scheme to
loan defaulters and then by extending the deadlineto
avail of the same, the SBP has sent thewrong signal
to the market about its commitment to recover loans.
The loan recovery process is also marked by per-
ceptions among defaulters of unequal treatment by
the Government, and the banking courts have yet to
prove that the new law is adequate for speedy re-
covery. Third, notwithstanding the above, thereforms

ered. For instance, even if the total current defaults
of PRs120 hillion were properly collateralized, and
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courts were able to give early verdicts in favor of -
liquidation, itishighly unlikely that such alarge port- |
folio could be soldin such adepressed market, espe- :
cialy sincethesewould beall cash transactionswith- :
out bank credit support. It would be better to trans- :
fer these bad assetsto aseparate fund for the lengthy :
process of recovery, and as a result lower the bur- |
den of the bad portfolio on banks so that they could

reduce the spread between the deposit and lending

will not get agood price. Rather, by appointing pro-

to the financia system can be attained.

MARKET FAILURE IN PRICING

PROJECT FINANCE

While efforts have been made to professionalize the
process of loan provision, aconcern has been raised
that most commercial banks and even the DFIshave
sharply curtailed project finance. Part of the reason
isthat alarge segment of existing bad debt isrelated
to projects, and since project finance by its natureis
morerisk-prone, banks shy away fromlendinginthis
area. Until July 1997, the SBP imposed a morato-
rium on project finance lending by the banksthat has
subsequently been relaxed only sparingly. The con-
sequences of such apolicy for industrial investment
and growth can be significantly adverse. The issue
has become more acute since prospects of opening
new international lines of credit for project invest-
ment through DFIs are low and DFIs may aso not
be keen to take project risks, especially when they
are privatized as well. Thisis a clear case of “mar-
ket failure” or adivergence between the private and
socia benefits of project finance. One way to re-

solve this would be to allow banks to charge high
rates of interest on project finance, but that would
choke off industrial investment altogether. A second
option isto adopt a cautious speed in privatizing the
remaining DFIs and assure through their charters a
significant shareintheir portfoliosfor project finance.
Thelast option isto guarantee independent, private,
and professional management. Similarly, banking re-

- form, initsdrive to make everything market-based,
rates. The latter is the ultimate objective of the re- -
form to enhance financial intermediation and stimu- -
late economic activity. Another important advantage
would be that banks could, as a consequence, im- -
prove their balance sheets so that when these are
eventually privatized, they could fetch agood price
and help pay back some of the public debt. The cur-
rent hurry to sell all NCBsis purposeless since they

should not overlook “market failure” in the case of
the unwillingness of banksto lend to the agriculture
sector.

Another issue related to project finance is that
banks in general require investors to undertake
projects with a debt to equity ratio of 60:40 and, in
some cases, 70:30. Therequired ratios are the result
of banks own perceptions of risk and in consider-

- ation of existing prudential requirements. Since capi-
fessional autonomous managers, much of the gains

tal market development is at an early stage in Paki-

" stan, such equity requirements often lead to circum-
" vention of debt/equity requirements through selec-
- tive waivers on a discretionary basis (presenting an

opportunity for corruption) or to overinvoicing of
machinery to generate“equity”. Inlight of this, it will
be advisable to standardize equity requirements con-
sistent with adebt to equity ratio of 70:30, strengthen
collatera requirements, and lengthen theterm of the
loans. Currently, most local-currency project loans
are of five to seven years duration, thus squeezing
investors of not only a high debt service burden of
20 percent of principal aone but aso thelack of eg-
uity. By extending the terms of project finance to
15-20years, the burden would bedrastically reduced
even if debt to equity ratio was 60:40.

PRIVATIZATION

Early privatization of NCBs is desirable. In the in-
terim, the establishment of professional, honest, and
independent management will achieve all the eco-
nomic gainsthat privatization ultimately will. Thesale
of public assets has the added advantage that the
proceeds could go towards retirement of public debt.




However, privatization should not be rushed at the -
cost of jeopardizing the restructuring process or re- :
covering bad loans. An attempt was made to priva :
tize UBL in 1997, but obscure procedures brought :
about by conflicting interests doomed the sale from :
the start. Thefailed privatization of UBL has under- :
scored the lesson that the main goal must be to sl :
the banks through a transparent selection process to :
private investors who possesstheintegrity, financial :
and managerial capacity, and the expertise to run :
- official aid commitmentsand poor export prospects.

To alarge extent, the SBP has shifted to indirect :
instruments (especially open market operations) in :
the conduct of monetary policy. The use of market- :
based methods to control monetary aggregates is :
commendable since it encourages the efficient use :
of resources. However, there are indications that the 3
shift to the use of indirect instrumentsisnot yet com- -
plete. Due to the Government's continuing practice -
of borrowing directly from the SBP, theexpansion of -
reserve money is sometimes not commensurate with
thetargetsfor growthin overall liquidity, leading the -
SBP to suggest “notional” credit targets to various
commercial banks. Adoption of notional credit tar-
gets does not contribute to the efficient allocation of
credit, preventsthe restructuring of the banking sec-
tor, andimpingesonthe profitability of individua banks
by forcing them to be more liquid than desired. The -
SBP shouldtry to adhereto targets of reserve money
and refrain from suggesting notional credit targetsto
banks. In a related issue, the procedures of open .
market operations should be made transparent. The
size of T-bill auctions, once announced, should not

these banks.

be exceeded if they are oversubscribed.

FOREIGN CURRENCY ACCOUNTS

The freezing of foreign exchange accounts is -
the largest failure of the banking system in Pakis-
tan's history, affecting accounts worth $11 billion
(PRs533 hillion), causing a loss to depositors of at :
least PRs100 hillion at the kerb’ exchange rate of :
PRs55 per dollar. The loss could be more asthe kerb :

TRANSFORMING BANKING IN PAKISTAN

rate inevitably rises. Significantly thisis not a com-
mercia bank failure, but areflection of the lack of
prudential management by the SBP and the Govern-
ment, which are the supervisors and regulators of
prudentia behavior in the banking system. The &f-
fected depositors are ordinary citizens of Pakistan,
whose $11 billion depositsfinanced alarge portion of
the country’s current account deficit since 1991. This
resulted in aloss of annual inflow of $2.5 billioninto
the Government’s reserves at a time of uncertain

In view of Pakistan's limited success in tapping
internationd financial marketswith other instruments,
the significance of foreign currency accounts in fi-
nancing the balance-of -payments deficits cannot be
overemphasized.

Foreign currency deposits, because of the ano-
nymity of source of funds, to some extent also rep-
resent the earnings in the informal sector. For ex-
ample, depositsof Pakistanisin international banking
centers declined after the deregulation of resident
foreign currency depositsin 1991. Now that therules
governing these accounts have changed, most of this
money will flow back to overseas accounts. Already
nearly $4 billion has been withdrawn at the official
rate of PRs46/$, and according to secondary data, it
has left the country through the black market for
foreign exchange. There are three reasons for this:
first, domestic financial assetsdo not providethein-
flation and exchange rate hedge that can be derived
from foreign currency accounts, while domestic real
estate does not provide the liquidity ensured by for-
eign currency accounts. Second, aloss of confidence

- duetofreezing foreign currency accounts has spilled
- over toall Government and banking financial instru-

ments. Third, the bizarre manner in which the Gov-
ernment handled its differences with the foreign in-
vestorsin the power sector led to acrashinthe stock
exchange market, thus discouraging depositors shift-
ing their resources in the capital market.

The growth of foreign currency deposits consti-
tutes dollarization, which ismeasured by theratio of
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resident foreign currency deposits to total domestic -
liquidity. Theratio increased from 2.6 percent in 1991 |
to about 33 percent in 1998. Its rapid growth was a :
reflection of the lack of confidence in the state of -
economy by the depositors. This was the response :
of peopleto poor economic management and expec- :
-~ forel gn currency accounts managed by the commer-

tations of inflation and deval uation.

The recent Government decision to freeze for-
eign currency deposits cannot eliminatedollarization
or the desire of economic entitiesto hold a safe, re- -
liable currency. By forcing the conversion of foreign
accounts into rupees, people will either hold dollar
bal ances outside the banking system or transfer their
foreign exchange funds abroad to offshore banks as
they were doing before 1991. In either case, theopen
market exchange rate will result in sharp devalua- -
tion, inflation, and further outflows. No emergency -
law can stifle market forces. Industrial countries’
central bankstogether havefailed to counter foreign
exchange market forces. It would be suicidal for the -
SBP to try to manipulate the market. All these ac- -
tions will result in large-scale financia disinterme-

diation and an inevitable financial crash. The worst
aspect is that the freeze on foreign exchange ac-
counts has cost Pakistan about $2.5 billion in annual
inflowsin the balance of payments.

About $7 billion remain frozen inforeign currency
accountswhilethe country’s grossforeign exchange
reserves are alittle less than $600 million. Deposi-
torsawait the Government’sfinal decision amid con-
flicting reports. Since the freezing of the accounts,
the Government has taken several other steps that
have further shaken foreign investor confidence in
the credibility of its commitment to direct investors,
participants in privatization, and depositors in the
banking system. There has been little successin con-
verting these depositsintolong-term bonds. The ques-
tion is: what should the Government do with these
deposits? And what kind of foreign currency account
scheme should be operated?

A significant portion of the$7 billion remainingin
foreign currency accounts has been collateralized

against rupee-denominated advances over the last
few years, and to some extent these deposits are
unlikely to be withdrawn even if the restrictions are
removed. Yet these could be settled against the ad-
vances at the market exchange rate. The rest of the
deposits should be merged eventually with the* new”

cial banks. To carry thisout, the following measures
should be undertaken. First, it will be necessary for
the SBP to transfer adequate foreign exchange to
the commercia banks when a buildup of reserves
alowsit. The new foreign currency accounts should
be operated by the commercial banks, which could
either or both hedge against the exchange rate risk
in adevel oped forward market for foreign exchange
and invest abroad under relaxed capita account regu-
lations of the SBP. In this regard, it is necessary to
immediately develop a forward foreign exchange
market, and the SBP should completely withdraw
from its operations to provide exchange rate cover.
Second, the SBP regulations regarding capital flows
should allow commercial banksto participatein the
internationa marketswhile managing depositsin new
foreign currency accounts. Third, asthe officia gross
reserves improve, a portion of the frozen foreign
currency accounts could be gradually unfrozen in
phases, asequivaent foreign exchangeistransferred
back to the commercia banksfor management. The
merit of the latter proposal will be that the confi-
dence (though tenuous) that can be developed in the
new foreign currency accounts will also transfer to
the gradually unfrozen foreign currency accounts.

The Issue of Capital Mobility

The Mexican and Asian crises took most policy-
makers by surprise since both were preceded by
buoyant financial markets for assets and major in-
flows of capital. In both cases, investors abruptly
changed their perceptions about the economy, lead-
ing to massive outflows of capital, unleashing pro-
found crisesin domestic financid systems, and threat-
ening the productive sectors.




Onelesson fromthecrisesisthat financial global-
ization quickly exposesand punishes countries’ eco- :
nomic weaknesses and facilitates the worldwide -
transmission of financial turmoil. It is essential for -
countries to maintain appropriate policies and mea- :
sures that reduce the risks of capital outflows, e.g., :
sound macroeconomic fundamentals, strong fiscal :
position, external viability, improved supervision and :
: guestion needs to be addressed in the context of the
Some of the conclusions drawn by commentators :

regulation, and transparency of financial systems.

on the Asian crisis are worth closer examination.

* The economic and financial damage resulting :
from the crisis was not inevitable and was exac- -
erbated by policy errorsthat further reduced in- :

~ dihilities for economic performance do not include

» The role of a fixed or pegged exchange rate :
policy in precipitating the currency crisishasbeen 3
exaggerated. The crisis was brought about by

- developing aninstitutional infrastructure (legal, regu-

« Theroleof capital outflowsintriggeringthecri-
sis has been overestimated, in essence, treating -
symptoms of deeper problems as if they were -

- empirical evidence suggeststhat most countrieshave

* Halting and eventually reversing capital flightis
adifficult task eveninthe best of circumstances. -
Unless the underlying problem is recognized,
there is little chance that the injection of new .
external capital aone—even in large doses— .
can prove effective in ending a financia crisis .

. terests.

» Any solutionto thecrisiswill necessarily rely on
private funding. Thus, restoring investor confi-
denceisthe main challenge. Large-scale public -
funding is not a practical aternative to capital -
market stabilization. Strengthening thefinancial
marketswill contribute substantially to rebuild-

vestor confidence.

inconsistent policiesthat finally lost credibility.

the problems themselves.

that is essentially a crisis of confidence.

ing confidence.

« A long tradition of regional exchange rate sta- -
bility had encouraged domestic investorsto as-
sume significant currency risk. These investors :
incurred largelosses on unhedged positionswhen :

TRANSFORMING BANKING IN PAKISTAN

central banks abruptly withdrew from the for-
eign exchange market without providing a clear
rationale for their decision to float their curren-
cies.

Thelong-running debate about the desirability of
unrestrained capital movementshasintensifiedinthe
wake of the Asian financia crisis. Do capital con-
trols have a role in today’s world economy? This

economic role of government and the limits of eco-
nomic policy asviewed today.

Thereis awidely held view that the role of gov-
ernment is to allow and support, not to restrain or
competewith, privateinitiative. Government respon-

direct management of the economy but, rather, in-
volve maintaining a stable macroeconomic frame-
work, supporting the economic infrastructure, and

latory, social, economic, aswell asacompetitiveopen
economy).
Regarding the limits of macroeconomic policy, the

moved in the direction of using economic policy asa
means for encouraging market forces rather than
competing with them. The main issue that emerges
is whether the case for market forces has been
stretched to the point that it conflicts with a sustain-
able balance between national and international in-

The experience of the Asian economies demon-
strated the need to proceed with caution in opening
the capital account. Liberalization needs to be un-
dertaken with appropriate macroeconomic, exchange
rate, and financial sector policies. The issue relates
more to the sequence of reformsthan to their speed.
It is also critical to recognize that a country’s eco-
nomic policies will be constrained by its choice of
exchangerate arrangements. Therefore, attention has
to be given to the maintenance of an appropriate,
sustained, and consistent policy mix to prevent a
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country from attracting short-terminflowson ascale -

that it cannot absorb.

Capita inflows in Pakistan were not as large as :
those in Asian economies. Nevertheless, the coun- |
try also experienced the instability of these inflows, |
particularly of short-term deposits. Weak economy, :
a financial system overburdened with debts, and

threats of sanctionsby donor institutions on political

grounds contributed largely to this instability. Gov-
ernment policies, particularly thefreezing of foreign -
currency accounts, have triggered the loss of confi-
dence of foreign investors and domestic depositors
in the banking system. Economic revival dependson -

bringing back this confidenceto solidify the country’s
financial system.

Notes

IModaraba refers to term financing devised in 1980 to
comply with Islamic mode of financing. It isan agreement
between two partieswhereby one provides 100 percent of
the capital for a project and the other party managesit.

2A private market in forward cover related to trade trans-
actions, although still thin, has developed in recent years.

3Open market.
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Domestic and Foreign Financial Institutions, as of 31 March 1998

A. Nationalized Scheduled Banks
1. First Women Bank Ltd.
2. National Bank of Pakistan
3. Habib Bank Ltd.
4. United Bank Ltd.
B. Denationalized Scheduled Banks
1. Allied Bank of Pakistan Ltd.
2. Muslim Commercial Bank Ltd.
C. Specialized Banks
1. Agricultural Development Bank of Pakistan
2. Federal Bank for Cooperatives
3. Punjab Provincial Cooperative Bank
D. Private Scheduled Banks
. Askari Commercial Bank Ltd.
. Bank Al-Habib Ltd.
. Bolan Bank Ltd.
. Faysal Bank Ltd.
. Habib Credit & Exchange Bank
. Indus Bank Ltd.
. Metropolitan Bank Ltd.
. Platinum Bank Ltd.
. Prime Commercial Bank Ltd.
. Prudential Bank Ltd.
. Schon Bank Ltd.
12. Soneri Bank Ltd.
E. Provincial Commercial Banks
1. The Bank of Khyber
2. The Bank of Punjab
3. Union Bank Ltd.
F. Foreign Banks
. ABN AMRO Bank N.V.
. Albaraka Islamic Bank BSC (EC)
. American Express Bank Ltd.
. ANZ Grindlays Bank Ltd.
. Bank of America (NT & SA)
. Bank of Tokyo Mitsubishi Ltd.
. Bank of Ceylon
. Banque Indosuez
. Citibank N.A.
. Deutsche Bank A.G.
. Doha Bank Ltd.

© 00 N O O b~ WDN B

B
P o

© 00 N O O b~ WDN B

B
P o

Source: Finance Division, Government of Pakistan.

12. Emirates Bank International Ltd. PJSC
13. Habib Bank A.G. Zurich
14. Hongkong and Shanghai Banking Corp. Ltd.
15. International Finance Investment and
Commerce Bank Ltd.
16. Mashreq Bank PSC
17. Oman International Bank SOAG
18. Rupali Bank Ltd.
19. Société Générale the French Int. Bank Ltd.
20. Standard Chartered Bank
21. Trust Bank Ltd.
G. Development Financial Institutions
. Bankers’ Equity Ltd.
. Housing Building Finance Corp.
. Industrial Development Bank of Pakistan
. Investment Corp. of Pakistan
. National Development Finance Corp.
. National Investment Trust
. Pakistan Industrial Credit and Investment Corp.
. Pak Kuwait Investment Company
. Pak Libya Holding Company
. Regional Development Finance Corp.
. Saudi Pak Industrial and Agricultural
Investment Corp.
12. Small Business Finance Corp.
H. Investment Banks
1. Al-Faysal Investment Bank
. Al-Towfeek Investment Bank
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. Asset Investment Bank

. Atlas BOT Investment Bank

. City Corporation Investment Bank (Pak) Ltd.
. Crescent Investment Bank

. Escort Investment Bank

. Fidelity Investment Bank

. First International Investment Bank
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. Franklin Investment Bank Ltd.
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. Islamic Investment Bank

. Orix Investment Bank (Pak) Ltd.
. Prudential Investment Bank

. Security Investment Bank

. Trust Investment Bank Ltd.
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Appendix 2

Foreign Currency Accounts
Scheme in Pakistan

Appendix 3

Amendments to
Banking Legislation

In January 1997, the caretaker Government promul-
gated three ordinances amending the SBP Act, the
Banks Nationalization Act, and the Banking Compa-
nies Law. In May, these ordinances were approved
by Parliament. The amendments aimed to give the
SBPfull autonomy inthe conduct of monetary policy,
to strengthen itsregulatory and supervisory powers,
to insulate it and State-owned banks from govern-
ment interference, and to promote good governance
of State-owned banks.

AMENDMENT TO THE SBP ACT

To give the SBP full autonomy in the conduct of
monetary policy, itsboard of directorshasbeen given
the authority to determine and enforce alimit on the
credit to be extended by the SBP to the Government
and its agencies. The Government will have to meet
itsadditional requirementsdirectly from commercial

- foreign shareholdings, are also eligible. The facility

isalso availableto diplomatic missions and their of -

- ficers, international organizations in Pakistan, and
~ fore gn firms/corporations other than banksincorpo-
The foreign currency accounts scheme, which was :
introduced in January 1973, was initially meant for :
Pakistani nationalsresiding abroad. The scope of the |
scheme was gradually widened. Permission for Pa-
kistani residentsto open and maintain these accounts -
was granted as part of the overall package of for-
eign exchangereformsannounced in February 1991.
At present, banks may, without the approval of the
SBP, alow Pakistani nationalsresiding in or outside
the country, including those having dual nationality to
open and maintain foreign currency accountsin Pa-
kistan. Resident companies, including investment
banks and companies incorporated in Pakistan with -

rated and operating abroad, provided that they are
owned by persons who are digible to open foreign
currency accounts.

The balances held in foreign currency accounts
and income therefrom are exempt from the wealth
and income taxes, and compulsory deduction of
zakat (Islamic tax of 2.5 percent for welfare use)
at source. Banks can also grant rupee loans to ac-
count holders up to a certain limit of their balances
and can also issue guarantees on their behalf in fa-
vor of residents or nonresidents. The SBP covers
exchange risk of all such deposits against payment
of prescribed fee.

banksthrough market-based auctioning systemto be

~ conducted by the SBP. Moreover, ho government
- agency hastheright to issue directivesto any bank-

ing company that isinconsistent with SBP directives.

AMENDMENT TO THE BANKING COMPANIES LAW
The amendment gives the SBP the sole authority for
supervising banksand NBFIs. All previousrightsfor
the federal Government to interfere in the activities
of the banks have been transferred to the SBP. Pen-
aty rateson variousviolationshavebeenraised. The
period of takeover of the management of a bank by
the SBP has been increased from two to three years.

AMENDMENTS TO THE BANKS
NATIONALIZATIONACT

Theaim of theamendment wasto insulatethe NCBs
and NBFIs from government interference, giving
them autonomy to operate ascommercia institutions.
The Pakistan Banking Council, which used to have
great power in overseeing the activities of all NCBs,
has been dissolved. All itsassetsand liabilitieswere




transferred to the SBP. Each bank will have aboard -
of directors consisting of a chairman, a president, :
who is aso the chief executive, and between five :
and seven other members. All board members shall
be appointed by thefederal Government in consulta- :
tion with the SBP. The chairman and the president :

TRANSFORMING BANKING IN PAKISTAN

will be chosen among apanel of bankers maintained
and updated by the SBP. Theterm of all board mem-
bersis three years. The board of directorsis solely
responsiblefor determining al bank policies. No per-
sonwith apolitical appointment can serveintheboard
of directors of any bank.
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Appendix 4
Selected Bank Indicators

Market Share of Banks, 1992/93-1996/97 (percent)?

Percentage Change
Item 1992/93 1993/94 1995/96 1996/97 1992/93 and 1996/97

Deposit Market ShareP

Nationalized Commercial Banks 58.3 53.6 49.7 45.6 (21.8)
Habib Bank Ltd. 25.0 21.9 19.7 18.3 (26.8)
National Bank of Pakistan 20.4 19.3 20.9 18.3 (10.3)
United Bank Ltd. 12.7 12.2 8.8 8.7 (31.5)
First Women Bank 0.2 0.2 0.3 0.3 50.0

Partially Privatized Banks 20.1 18.2 19.6 18.0 (10.4)
Muslim Commercial Bank 13.4 11.8 12.9 11.9 (11.2)
Allied Bank Ltd. 6.7 6.4 6.7 6.1 (9.0)

Specialized Banks 1.4 1.4 1.5 1.5 7.1

Private Domestic Banks 5.6 8.1 10.5 12.7 126.8

Branches of Foreign Banks 16.6 18.7 18.7 22.3 34.3

Loan market share®

Nationalized Commercial Banks 49.4 46.9 41.8 39.0 (21.1)
Habib Bank Ltd. 23.2 20.5 17.7 16.8 (27.6)
National Bank of Pakistan 15.4 15.8 14.9 14.0 (9.2)
United Bank Ltd. 10.7 10.5 9.1 8.1 (24.3)
First Women Bank 0.1 0.1 0.1 0.1 0.0

Partially Privatized Banks 12.6 12.8 14.1 14.5 14.3
Muslim Commercial Bank 8.3 4.3 9.2 5.2 (37.3)
Allied Bank Ltd. 4.3 8.5 4.9 9.3 116.3

Specialized Banks 20.2 18.1 17.0 15.6 (22.8)

Private Domestic Banks 4.0 7.4 10.4 12.3 207.5

Branches of Foreign Banks 13.8 14.8 16.8 18.7 35.5

() =negative values are enclosed in parentheses.

2 Based on end-of-period data. Data for 1994/95 are not available.

b Deposits include banks' liabilities to the nongovernment sector plus deposits of the federal and provincial governments.
¢ Includes lending to the private sector, public enterprises, and autonomous bodies.
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Foreign Currency Deposits, 1992/93-1996/97 ($ million)

Item 1992/93 1993/94 1994/95 1995/96 1996/972
By Source
Residents’ Deposits 2,250 3,002 3,384 4,147 5,495
Nonresidents’ Deposits 2,227 2,933 3,192 4,158 4,352
With Domestic Banks 2,050 2,476 2,524 3,050 2,657
Institutional Deposits 864 1,059 1,199 1,592 1,533
Individual Accounts 1,186 1,417 1,325 1,458 1,134
With Domestic Nonbank Financial Institutions 177 457 668 1,108 1,685
Total 4,477 5,935 6,576 8,305 9,846
By Type
Demand Deposits 2,115 2,687 2,723 3,413 3,748
Current 158 153 160 217 203
Call 43 103 49 68 120
Savings 1,914 2,431 2,514 3,127 3,425
Time Deposits 2,362 3,248 3,853 4,892 6,099
1 month 92 173 99 266 407
3 months 992 1,342 1,409 1,720 1,773
6 months 314 882 1,039 1,160 1,347
1 year 781 678 1,001 1,396 1,419
Above 1 year 183 173 305 351 1,153
Total 4,477 5,935 6,576 8,305 9,847
In percent
Demand Deposits to Total 47.2 45.3 41.4 41.1 38.1
Of which: 6 months and less 31.2 40.4 38.7 37.9 35.8
Memorandum Items:
Share of Foreign Currency Deposits in Total Deposits 24.2 28.3 26.7 31.2 36.8
Share of Resident Foreign Currency Deposits in M2 Deposits 14.3 17.8 17.2 20.7 28.1
Share of Resident Foreign Currency Deposits in M2 10.3 13.1 12.7 15.6 214
2 Preliminary.

Source: State Bank of Pakistan and author’s estimates.
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Classification of Scheduled Banks’ Advances by Type of Borrower—All Banks (PRs million)

End June

Borrower 1990 1995 1996 1997
Foreign Constituents 77.4 246.2 3.7 na
Business 77.3 241.7 3.2 na
Individual 0.1 4.5 0.4 na
Local 216,912.5 453,666.9 502,641.2 577,917,6
Government 23,990.0 44,336.9 50,615.9 55,598.7
Public Sector Enterprises 15,980.7 26,426.2 31,779.5 44,708.7
Agriculture, Forestry, Hunting & Fishing 42.0 127.8 203.3 364.2
Mining & Quarrying 552.7 1,731.2 2,003.4 3,598.7
Manufacturing 8,884.2 10,519.1 11,865.3 17,214.6
Construction 805.0 125.8 333.2 746.8
Electricity, Gas, Water & Sanitary Services 3,492.0 4,509.2 6,031.6 6,085.4
Commerce 450.9 2,800.6 3,645.6 5,608.1
Transport, Storage & Communication 207.1 2,721.5 4,292.5 7,566.6
Services 44.5 1,425.2 745.6 133.2
Private Sector (Business) 155,794.1 332,019.0 358,503.4 404,445.8
Agriculture, Forestry, Hunting & Fishing 39,915.9 59,139.1 55,012.4 59,726.8
Mining & Quarrying 850.8 2,797.9 4,087.7 3,642.1
Manufacturing 63,977.8 149,812.0 174,917.5 203,506.3
Construction 4,313.9 7,976.3 6,856.6 8,835.9
Electricity, Gas, Water & Sanitary Services 624.9 4,346.1 5,263.5 4,669.6
Commerce 35,375.9 61,517.2 64,493.8 69,593.8
Transport, Storage & Communications 1,220.3 13,991.6 13,380.1 14,311.3
Services 2,207.9 3,111.4 4,550.6 5,578.4
Other Private Business 7,306.7 29,327.4 29,941.2 34,581.6
Trust Funds & Nonprofit Organizations 441.1 446.1 506.6 1,603.2
Individual 20,545.0 49,323.2 60,489.7 70,151.9
Others 161.6 1,115.5 746.1 1,409.3
Total 216,989.9 453,913.1 502,694.8 577,917.6

na = notavailable.
Source: State Bank of Pakistan, Annual Report (various issues).



Appendix 5

Chronology of Banking Sector
Events

1973. Nonresident foreign currency accounts :

(FCAYS) introduced.

1973. National Development Finance Corpora- :
- grant autonomy.

tion established.
1975. Nationalization of al commercia banks.
1980. Bankers Equity Ltd. established.
1982. Joint venture companies established:
* Pak-Kuwait Investment Company Ltd.;
« Pak-LibyaHolding Company; and

« Pak-Saudi Industrial and Agricultural Investment -

Company.

1990. Two nationalized commercia banks par- :
tially privatized (Muslim Commercial Bank and Al- 3
~ the following laws were enacted:
1991. Resident FCAsderegul ated. Auction of gov- -

lied Bank Ltd.).

ernment securities started.

June 1992. State Bank of Pakistan (SBP) intro- -
duces a fee of 3 percent to replace its free full for-

ward exchange cover.

July 1992. SBP adopts use of credit/deposit ra- -
tio to regulate credit and phase out direct credit con-
- eign exchangeinflows.

trols.

TRANSFORMING BANKING IN PAKISTAN

1993. Amendment in State Bank Act towards

- greater autonomy.

1995. Credit/deposit ratio established as instru-
ment of credit control.

1996. Unsuccessful attempt to partially privatize
United Bank Ltd., the largest of NCBs.

1997. Further Amendment in State Bank Act to

1997. The SBP stopped providing forward cover

-~ for forei gn exchange to bankers.

1997. T-bills of three, six, and 12 months maturi-

~ tiesintroduced.

1997. Banking Council established, making the
SBP the sole regulatory authority.

1997. Government and the SBP launch loan re-
covery program.

1997. As part of banking sector reform program,

 Banking Companies (Recovery of Loans, Ad-
vances, Credits, and Finances) Act, 1997,

 Banks Nationalization (Amendment) Act, 1997,

 Banking Companies(Amendment) Act, 1997; and

« State Bank of Pakistan (Amendment) Act, 1997.

May 1998. Freezing of FCAs.

July 1998. New FCAs permitted with fresh for-
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Introduction

Pakistan with some unique problems.

The country hasaready achieved amoderatelevel |
of capital mobilization through the bond and equity
markets at 43 and 22 percent of gross domestic prod-
uct (GDP), respectively, at the end of 1997. How- -
ever, the figures are deceptive as government issues
dominate the corporate bond market—with corpo-
rate bonds accounting for only 1 percent of GDP.
Similarly, theequity market hasbecome moreskewed
over the past three years, resulting in the top five
stocks representing more than 70 percent of market -

capitalization by May 1998.

The downturn in the capital market dates back to
late 1994. After several attempts to address the -
country’smacroeconomic imbalancesand deep-rooted
structural problems, shortcomingsin policy implemen-
- admost quadrupled to $11 billion by May 1998, bring-

tation cameto light, bringing the country to the brink
of aforeign exchangecrisisin October 1995. Between
theend of 1995 and April 1998, the rupee depreciated
by 24 percent. Since 1995, the threat of currency de-
valuation has deterred foreign portfolio investment.

From 1996 onward, deteriorating law and order in
Karachi, the Government’s prolonged tussle with
foreign independent power producers (1PPs), and the
congtitutional crisisinlate 1997 all dampened growth
of the capital market. In March 1998, thewithdrawal
of tax exemption granted to corporate holders of
Term Finance Certificates (TFCs) also hit the cor-
porate bond market.

Finally, in the aftermath of the nuclear tests of
28-30 May 1998, austerity measures were imposed.
With the freezing of foreign currency accounts and
sanctionsimposed by G-8 countries, activitiesin the
foreign exchange market almost ground to ahalt and
sodidforeign portfalio flows. The currency plunged
in the kerb market amid fears of an impending debt
default. Under the threat of a recession, the bond

- and equity markets have yet to recover. The nega-
 tive market sentiment is reflected in the decline of
In the development of its capital markets, Pakistan :
has faced issues similar to those in other emerging :
marketsin Asia. But the economic turmoil presents :

the key Karachi Stock Exchange (KSE)-100 index,
which plunged 56 percent during 1998, reaching a
record low in July of that year.

In view of the political and economic uncertain-
ties, the target implementation schedule of project
activities outlined in the second phase of the Asian
Development Bank’s (ADB’s) Capital Market De-
velopment Program (CMDP) have not been met.
Moreover, though continuous efforts have been made
by market participants to sustain the pace of restruc-
turing of the capital market, the processisunlikely to
gather momentum until the political and foreign ex-
change situation is resolved.

Backgroundl

Foreign Exchange Market

Since foreign exchange liberalization measures of
1991, the stock of foreign currency deposits (FCDs)

ing FCDs' sharein the domestic economy to 18 per-
cent of GDP, from about 6 percent in 1991. Thus,
the dollar level was high compared with other mod-
erately dollarized economies. Part of the reason be-
hind the growth in FCDs is the guarantee provided
by the SBP in the form of forward cover.

Although the FCD and other foreign exchange
instruments have succeeded in attracting foreign
exchange, and helped finance the chronic current
account deficit in the past, the forward cover scheme
has been costly to the State Bank of Pakistan (SBP),
and culminated in quasi-fiscal losses amounting to
1.5 percent between mid-1995 and mid-1997.

Bond Market

GOVERNMENT

At 40 percent of GDP (asof June 1998), the domestic
bond market in Pakistan is deceptively large. It isde-
ceptive in that the various forms of government debt
take up nearly 39 percent of GDP. Thetota outstand-




ing domestic government debt stood at PRs1,185 bil-
lion (about threetimesthe equity market cap), of which :
29 percent is in the form of either Treasury bills :
(T-bills) or Federal Investment Bonds (FIBs), thetwo :
most popular and actively traded government papers. :
Taking into account the external debt, the total share :
of government debt in terms of GDP reaches 93 per- :
cent, more than double that of other emerging mar- :
ketsof similar population size, such asthe Philippines :

(43 percent) and Turkey (40 percent).

larly when compared with its Asian neighbors.

In fact, the National Savings Scheme (NSS), ab- -
sorbing some PRs312 billionin June 1997, competes -
directly with bank deposits, and so deprivesthebank-
ing system of much-needed funds for on-lending to -
potentia corporate clients. For instance, the three- .
year Specia Savings Accounts offered 1618 per- .
cent for registered certificate holders (12-14 per-
cent for the bearer, paid semiannually), whileathree-
year time deposit at scheduled banks gave an aver- .
age return of 10.8 percent. This crowding out of the
bond market by the NSS is an issue that has to be .
resolved primarily through fiscal reticence and im-

proved tax collection.

REFORMING PAKISTAN'S CAPITAL MARKETS

Primary deders had only the previous auction cut-
off yield of the T-bill asaguideline, and although the
SBP did indicate a preauction target (of the amount
it would pick up) for each type of securities, the ac-
tual pickup may vary substantially from the target,
leaving dealers perpetually perplexed asto the pre-
valingyiddlevels.

The SBP hasgradually brought the fluctuationsin
T-bill auction cutoff yield in line with the trend in

- discount rates (three-day repo, at 18 percent in May

Persistently large fiscal imbalances over the past :
two decades have resulted in the ballooning of do- :
mestic government debt from 19.1 percent in the :
1970sto more than 40 percent of GDP in the 1990s. :
Consequently, the Government relies heavily on do- :
mestic nonbank borrowing, by offering high tax-fa- :
vored rates of return. The diversion of nongovern- 3
ment savings to the public sector has been cited as
one of the main reasons behind Pakistan's low na- -
tional savings ratio (11.4 percent in 1997), particu-

1998), partly through itsincreased open-market pres-
ence. Theimproved transparency betweenthe SBP's
policy stance and direction of interest rates also
helped to guide the pricing of government securities
in the secondary markets, which in turn set a more
coherent path for the secondary yields. Given that
the T-bill wasthe most liquid instrument eligiblefor
statutory liquidity requirement (SLR) for banks and
NBFIs, the six-month T-bill has become the bench-
mark short-term rate.

In contrast, although the FIBs are tradable through
the stock exchanges and are also widely held by
banksand financial institutionsfor SLR, the second-
ary market activity of FIBspalesin comparison with
that of T-bills, as most investors hold the bonds to
maturity. Asaresult, the secondary market FIB yields
arelessindicative of the underlying long-term inter-
est rate trends than in the more devel oped bond mar-
kets. At the beginning of May 1998, the six-month
T-bill wasyielding about 16 percent on the second-
ary market, while the five-year FIB yields were be-
low 15 percent. The inverted yield curve reflected
the tight monetary policy that the Government was

. obliged to adopt as part of the policy requirements

Before the enhancement of the SBP’s autonomy -
in January 1997, there was no distinct link between
monetary policy and interest rate movementsin the -
bond market. Thedislocationisillustrated by thecase -
of the most heavily traded six-month T-bills. Yields -
of the T-bill were influenced by amyriad of factors, :
ranging from theamount of fiscal shortfall tothelevel :
of forward cover for FCDs, with no clear direction. -

attached to the International Monetary Fund (IMF)
loan secured in October 1997.

In the wake of the austerity measures imposed
after 28 May 1998, the SBP has switched to an os-
tensibly loose policy in an attempt to underpin do-
mestic economic growth. Interest rates, asindicated
by the six-month T-bill cutoff yields, dropped to be-
low 12 percent, whileyields at the long end hovered
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at pretest levels. In other words, the yield curve -
flipped to positive. The Government has al so focused |
on short-term funding, introducing new T-bill terms :
of three months, five months, and one year to the :
biweekly auctions. Trading in primary and second- :
ary T-bills remained active. On the other hand, FIB :
issuances and trading have been inlimbo since Aug- |
ust 1998, asthe Government steered away from long-
term liabilities until a clearer fiscal picture emerges
(essentially that of debt-servicing, presently about -

48 percent of total expenditure in 1998).

CORPORATE

changes of KSE and Lahore Stock Exchange (LSE).
Thelast threeissues between 1993 and 1997 failed to
raise the targeted amount because of limited investor
interest and thefairly illiquid secondary market.

In linewith Islamic financing principles, the cor-
porate bond was packaged as TFCs with maturities
of morethan threeyears. Asearly as1985, privately
placed TFCsissued by development finance institu-
tions (DFIs) had been in existence. However, it was
not until February 1995 that the first public TFC is-
sue by Packages Ltd. was listed on the stock ex-
change. Thelisting signaled the birth of a corporate
debt market and was swiftly followed by three oth-
ers, withyieldsof between 17.8 and 19 percent, bring-
ing the stock of listed TFCsto alittle morethan PRs2
billion. While listed TFCs are not approved securi-
ties for commercia banks SLR, nonbank financial
institutions (NBFIs) were allowed to invest in TFCs
as SLR from May 1997 onward. Though there has
been aconcerted effort to simplify thelisting require-

ment for TFCs (currently the same asfor equity list-
ing), the procedure has yet to be shortened.

In September 1997, additional incentivesintheform
of tax exemption (on the 10 percent withholding tax)
were granted to TFC holders, including corporate en-
titiessuch asbanks, giving aboost to theinvestor base
of TFCs. The market immediately took off, with about
15issues(PRs10billion—PRs15 billion), offering yields
up to 6 percent above T-bills. Six months later, the
retraction of part of the tax exemption, leaving only
individual stax exempt, dealt aheavy blow tothefixed
income market. Since March 1998, issuers and un-

- derwritershaveshelved dl issueswhile awaiting clari-
A five-year bond issued in 1988 by the Water and -
Power Development Authority (WAPDA), a statu- -
tory corporation, was Pakistan's first corporate debt. -
Theissue carried acoupon of 13.5 percent and raised -
PRs3.1 billion, exceeding the target of PRS2 hillion. -
Since then, WAPDA has raised PRs23.2 hillion with
seven issuances, the first six guaranteed by the Gov-
ernment. However, only thethird and sixthissues, both
of 10-year maturity, are listed on the two stock ex-

fication onthetax concessionsin the 1998/99 Federal
Budget. Given that no such tax benefits were an-
nounced, it is believed that the TFC primary market
will stay passivefor the time being.

Two types of organizations were set up specifi-
cally to facilitate the development of corporate debt
market—discount houses and rating agencies. There
are three discount houses and two rating agenciesin
Pakistan. Thefirst discount housewas set upin 1989
to discount WAPDA bonds. Since then, discount
houses have broadened into FIBs, T-bills, and TFCs
(mostly those of International Chemical Industries
[ICl]-Pakistan). However, these activities have been
halted since 28 May 1998. In contrast, the rating agen-
cies have been less affected as NBFIs, from whom
compulsory rating is required by the SBP, remain a
key sourceof business. Followingitsinceptionin 1994,
the Pakistan Credit Rating Agency (PACRA) rated
67 entities and 25 instruments up to May 1998.

Whileit isexpected that long-term securitieswould
be priced relative to government bonds, in reality,
TFCs pricing (coupon and price) was based on NSS.
The reason is twofold: first, secondary FIB trading
and pricing are yet to evolve to the stage where FIB
yields are long-term benchmark rates; and second,
NSS congtitutes more than a quarter of all domestic
government debt and is aimed mostly at the public,
which the TFCs, through listing at the stock ex-
changes, are aso targeting. As of May 1998, for a




three-year top-rated TFC (credit rating AA long-
term, with FIBs as AAA), a coupon rate of 17.5 to :
18 percent (same asthat of Special Savings Account :
of NSS) would suffice, with each step down in credit :
~ the number of leasing companies has grown to 33

rating adding about 75 basis points (bp).

Certain financial institutions, such asinvestment -
banks, DFIs, and leasing companies, are allowed to :
issue an aternative form of corporate debt—Certifi- :
cates of Investment (COls), introduced ten years :
ago. Given that COls are unsecured debt papers, :
company rating is mandatory. Issuance is only ap- :
proved for qualified institutions and can vary from :
three months to five years, with both principa and :
profit (interest) encashable upon maturity. An esti- :
mated PRs4 billion—PRs5 billion of COIswere out- -
standing as of April 1998, about two thirds of which :
are under one year, with yields ranging between 3
13 and 17 percent. The main issuers of COls (exc- -
~ financing); and COls. Given that the cover for for-
~ eign currency loans was withdrawn by the SBP in

luding DFIs) are given below.

Investment banks

Thefirstinvestment bank was set upin 1989, and -
since then 14 more have been established, with sec- -
tor market capitalization of PRs3.2 billion and assets -
of about PRs40 billion. Initially, the sector concen-
trated on short-term trade financing and equity trad-
ing, both on their own and clients’ accounts. Asthe .
equity rally fizzled out in 1994, the sector switchedto
fee-based corporate finance services, ranging from
underwriting and placement of securities, to debt
syndication and new financia product packaging. The
sector is regulated by the SBP and is subject to
58 percent income tax (the same as commercial
banks). Minimum paid-up capital has beenraisedto -
PRs300 million and capital adequacy ratiois 10 per-
cent. Cost of raising funds through (mostly short- -
term) COIs was high in the past, as competition for -

funds was intense between financial institutions.

Leasing Companies

L easing companies have been instrumental inthe :
development of corporate bond markets around the
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world and have aso given a boost to asset-backed
securitization. Thefirst leasing company in Pakistan
wasestablished in 1984 and listed thefollowing year.
With an unprecedented 25-30 percent annual return,

with total assets of about PRs42 billion. About 16
modarabas are also engaged in leasing, while sev-
eral DFIsand commercial banks are also testing the
market.

Plant and machinery account for 60 percent of
the sector’sleasing portfolio (PRs34 billion), with the
rest split between motor vehicles (30 percent) and
office equipment (10 percent). The sector isincreas-
ing its exposureto motor vehicles, which wasidenti-
fied as a high-growth area.

Funding is long-term biased, and the sector has
hitherto sourced through two main channels: foreign
credit lines of five to ten years (60—70 percent of

1995, the leasing companies faced an increase in
dollar financing cost, with an extra 5 percent in for-
eign exchange hedging fees. The sector sees this
treatment asunfair compared with FCDs (short-term,
at times “hot” money), which are covered by the
SBP. As for COls, the experience of the sector is
that theinstrument, whiletheoretically uptofiveyears,
is not feasible above two years as it comesin direct
competition with NSS certificates. Thus, financing
through COl's has been limited to short term and the
industry isseeing gradual maturity mismatch between
its assets and liabilities. The recent entry of com-
mercial banks also put the leasing companies at a
disadvantage in terms of funding costs, although the
banks lack experience in the sector. Nonetheless,
any further competition from banks may force a
change within the sector.

Equity Market

 The equity market underwent rapid expansion in

thefirst half of the 1990s, with market capitalization
of the KSE increasing more than fivefold between
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end-1990 and end-1994, to PRs400 hillion ($13 bil- -
lion). The market was invigorated primarily by |
privatization and the liberalization of foreign invest- :
ment. There were 108 public sector enterprises (out :
of atotal of 128) initially dated for privatization through :
public offering, outright auctions, and strategic sales :
to investors. By 1996, the number of enterprises to |
be privatized increased to 118. The injection of sub-
stantial public sector listingsto the stock market has -
greatly transformed the sector distribution. Themar- -
ket changed from being textile-dominated (22 per-
cent of market capitalization in June 1992) to one
that revolves around threeto ten large-capital stocks.
None of these top 10 stocks comes from the textile -
- dancewith the conditionsoutlinedinthelisting rules.

As the bull market days of 1994 (which saw the
K SE-100index surging above 2600) cametoanend,
the market sidelined, with theindex hovering between -
1400 and 1900. However, new listingsremained buoy- -
ant until 1997, partly due to the drying up of -
privatization issues. As of May 1998, the KSE mar- -
ket capitalization stood at PRs431 hillion ($9.5 bil-

sector.

lion, 15.6 percent of GDP). While the reasonably
high turnover ratio (monthly rate of 0.4 percent of
market capitalization asof June 1998), compared with
other emerging markets (less than 0.1 percent of
market capitalization per month), suggests amoder-
ately efficient secondary equity market, anecdotal
evidence indicates that the high trading volume has
been mainly attributable to speculative trading ac-
tivitiesby brokersand local retail investorsin recent
months.

In terms of market penetration, Pakistan clearly
lags behind other emerging markets, even allowing
for the impact of Asian financial crisis on various
regional stock markets. As of June 1998, Pakistan's
market capitalization accounts for only 0.7 percent
and 0.3 percent of emerging Asian and total emerg-
ing market capitalization, respectively, contrasted with
3.5 percent for Malaysiaand 1 percent for Egypt in
terms of share of total emerging market. When mea-
sured by share of GDP, again Pakistan seemed to

have been capped below athird, falling from 28 per-
cent in 1993 to 8 percent in mid-1998. Compared
with Malaysia (which shrunk from 363 percent to
68 percent) or Egypt (which rose from 9.7 percent
to morethan 30 percent) during the same period, the
capital mobilization viathe equity market in Pakistan
seems paltry.

Moreover, the large number of listed companies
on the Pakistan stock market (779 in June 1998),
compared with about 200 in most markets, indicates
the high degree of fragmentation in the smaller sec-
torsin the country. Indeed, about 500 listed compa:
nies are considered delinquent and are being trans-
ferred onto thelist of defaulting companiesin accor-

The key market participants in the equity markets
are as follows.

CORPORATE LAW AUTHORITY

While in the process of being restructured into the
new Securities and Exchange Commission of Pakis-
tan (SECP), the Corporate Law Authority (CLA) is
still overseeing and regulating the securities market,
as well as registering companies. The new policy
board of SECP, with both public and private sector
representation, was appointed in May 1998 and will
provide policy guidelines, through itsmonthly meet-
ings, to the SECP. The SECP, an independent and
autonomous regulatory body, began operation on
1 January 1999, as scheduled in the ADB’s CMDP.

STOCK EXCHANGES

There are three stock exchanges in Pakistan, the
K SE, L SE, and Islamabad Stock Exchange (1SE), of
which the KSE is the largest and oldest. Each stock
exchangeisasalf-regulatory organization (SRO) that
had its governing board restructured in 1997 as part
of CMDP. All three stock exchanges moved to fully
computerized trading by mid-1998 and arealso linked
to the Central Depository System (CDS) in scripless
settlement on more than 100 listed securities. Con-
sequently, many of the trading abuses, such as front




running, have been eliminated. However, thereisa -
large number of cross-listings between one stock :
exchange and another, in the absence of real-time :
linkage among the three trading systems. Price dif- :
ferential s quoted on the same stock listed separately :

are frequently arbitraged by brokers.

Market turnover has been concentrated in only :
two counters: Hub Power Company Ltd. (HUBCO) :
and Pakistan Telecommunication Company Ltd. :
(PTCL). Theformer islisted only onthe KSE. Thus, :
K SE is responsible for more than three quarters of :
thedaily trading volume. Thereisaconsiderableprice :
difference between membership of KSE (where all :
200 seats are taken) and the other two exchanges :
(where there are still vacancies on reserve). A seat :
on the K SE cost as much as PRs38 millionin 1994, -
but the price is now about PRs15 million. On the 3
other hand, membership costs only PRs4 million at
the LSE and ISE. The disparity over member seats -
isan obstacleto further integration (such asthrough -
electronic real-timetrading linkup and anationa clear-
. price guaranteed at PRs13.7 by the Government

ing system) of the three exchanges.

All three exchanges are in the process of setting -
up an investor protection fund, to be financed from -
trading fees or members’ contributions. In addition,
each exchange also invested in its own power gen-
erating facility, to combat occasional shortages in
electricity supply. Astrading is conducted on com-
puters, any power cut would result intemporary sus- -
pension of trading, though occasionally the open-out-

cry system stepsin to bridge the gap.

MUTUAL FUNDS
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managed by the State-owned Investment Corpora
tion of Pakistan [ICP]), and two open-end funds.

The two public sector industry giants have been
undergoing reform, as proposed in the CMDP. The
investment policy and management of NIT (estab-
lished 1962) and ICP (established 1966) date back
to the 1960s, during which public funds were mobi-
lized to finance about 100 industria projects. With
the nationalization of large- and medium-size busi-
nesses in the 1970s, the two funds were loaded with
government holdings. Each received entitlementtoa
preferentia allocation of listed shares, resulting in
NIT's“diversified” portfolio of 633 stocks (including
many of the defaulting textile and sugar companies),
despite having 23 percent of itsportfolioin one stock
(Pakistan State Oil Co. Ltd.).

In particular, the portfolio of NIT has been hit by
redemption (PRs3 billion) since 1996. A hew man-
agement team took over in late 1996, and movedto a
daily quoted net asset value (NAV) of itsunit trust in
November 1997, abolishing the previousrepurchase

(NAV price was down to PRs9.9-PRs9.5 in mid-
May 1998). Fewer than half of the original 270 em-
ployees were retained after a voluntary retirement
scheme, and the number of NIT branches was re-
duced by four to 23. In return, NIT has appointed
600 sales agents since end-1997, operating on com-
mission.

A full-time fund manager was put in charge of
restructuring the portfolio in April 1998. Theinitia

. planisto split the portfolio into several specialized
- funds, including a small money market and a small
With aportfolio of PRs27 billion (late 1997), thepub- -
lic sector open-end National Investment Trust (NIT)
takes up the biggest portion (87 percent of total in- -
dustry portfolio) of the domestic mutual fund indus-
try. Most of the private sector mutual funds (closed-
end) were floated in 1994 and 1995, following the -
easing of market entry in 1993, even though thefirst :
private sector fund was listed in 1983. Theindustry -
covers 40 listed closed-end funds (of which 26 are :

fixed income fund (NIT has about 5 percent of its
$500 million invested in fixed income securities). As
for thelarge single-stock holdings, NI T isobliged to
keep them in the portfolio, on behalf of the Govern-
ment, until such time NIT isprivatized.

The Finance Act of 1997 attempted to level the
playing field in the tax treatment of public and pri-
vate sector mutual funds by granting them exemp-
tionfromincometax, upon distribution of 90 percent
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of income. But industry membershaveidentifiedin- -
consistencies. Specifically, the definitions of distrib- |
utable income and taxable income, between the In- |
come Tax Ordinance of 1979 and that of the Invest- -
ment Companies and Investment Advisers Rules of :
1971, aredifferent. Thetax authoritiesdisregard any :
capital loss and diminution in value of marketable |
securitiesin the calculation of income. In the case of
amutual fund not being ableto distribute adividend
asaresult of account capital loss, itisstill being taxed -

under the definition anomalies.

MODARABA COMPANIES

was locked in textiles (a sought-after sector back
then), of which many are now technically insolvent.
In aggregate terms, the sector has lost some PRs14
billion in market capitalization since 1993 and with
the exception of two companies, ismostly trading at
3040 percent below par value. In the present eco-
nomic gloom, the sector, dependent on the demand
for long-term project financing, is unlikely to bere-
vived and may see many mergers in the near term.
Some of the modarabas have turned to the more
profitableleasing industry in recent years. However,
the sector is at a disadvantage in its funding, as
modarabas are not allowed to use debt financing.
Direct bank borrowing, with the required clearance
fromthe SBPsince 1996, hasal so becomeeffectively
blocked. Balancesheet expansionisthusonly possible
through rights or bonusissues (of modaraba certifi-
cates)—not aviabl e option given the market slump.
Members of the industry regard the mandatory
transfer since 1998 to the Central Depository Com-

pany (CDC) as costly for modaraba companies.
Owing to its peculiar no-gearing structure, the sec-
tor haslarger paid-up capital than others. SinceCDC
feesfor issuers of capita (i.e., listed companies) are
based on paid-up capital, nearly half of the sector
has to pay the top bracket fee (PRs100,000 per an-
num). For a sector already constrained in its opera-
tions, and with an average of only 8 percent of its
listed certificatestraded, the chargeslevied by CDC
on the sector border on the high/unfair side.

CONTRACTUAL SAVINGS INSTITUTIONS

- Allocation of the assets of contractual savings in-
The modaraba sector is going through a critical
phase. After experiencing aninitial boominthe1980s,
as amode of business financing in accordance with
Islamic principles, the sector suffered asetback when -
incometax exemption waswithdrawnin 1993. Since
then, the sector has struggled to stay afloat, while
those engaged in equity trading have been hit again
by thefall in share pricessince 1994. Worse till, the -
bulk of the investment portfolio of the modarabas

stitutions can greatly influence the devel opment of
acountry’s capital market. In Pakistan, the major-
ity of contractual savingsfinanced government debt.
The sector is comprised of insurance companies as
well as pension and provident funds. Thelargest in-
surance company, State Life Insurance Corporat-
ion (SLI1), had an investment portfolio of about
PRs49 hillionin June 1997. In spite of therelatively
large portfolio size, the contractual savings institu-
tions have been limited in their exposure to nongov-
ernmental securities.

In May 1997, investment capitaization in listed
securities, outside of those approved by the Govern-
ment, for both types of institutions, was raised from
10 to 20 percent or by 10 percentage points each.
Insurance companies appear to be investing new
premiums with a bias for listed equity, although eg-
uity yieldshavefailed to match the highly rewarding
NSS, or even bank depositsin recent years. For in-
stance, in the past four years, SLI portfolio’s aver-
age annual return was 13 percent, largely dueto the
highinterest generated by itsholdings of government
debt. Nonethel ess, reflecting the sector trend as pro-
moted by the CMDP, SLI's portfolio strategy is to
shift new alocations into equity, raising the equity
holding from the current 11 to 15 percent in the me-
diumterm.

The proliferation of insurance companies, espe-
cially inthe general insurance sector, hasintensified




competition. Asof 1998, there are 68 insurancecom- -
panies, out of which three are public sector compa- -
nies: SLI; Pakistan Insurance Corporation (PIC), the :

sole reinsurance company in the country; and Na-
tional Insurance Corporation (NIC), responsible for

panies, 10 are foreign firms.

The CMDP has proposed reforming theinsurance :
industry to enhance the coverage of social security, :
whilemobilizing long-term resources. Inthe past, the :
Controller of Insurance (Cl) lacked authority and :
power, and regulated only the private sector compa- :
nies while the big three public sector companies re- 3
mained outside its coverage. It has, therefore, been
proposed that a Pakistan Insurance Regulatory Au-
thority (PIRA) be established to replace Cl, to pro-
mote the sound development of an effective insur- -
ance sector, while protecting the interest of policy-
holders. PIRA is to play a key role in policy and -
regulatory development in all areas of insurance for -
the public and private sectors, market regulation,
enforcement and compliance, and inspectionandin-

vegtigation.

CENTRAL DEPOSITORY COMPANY

The CDC, incorporated in 1993 and started opera-
tions in September 1997, manages and operates a -
book entry system on electronic ledgers, to enable
the change of ownership in securities without any
physical movement of scripsor transfer deeds. Listed -
securities are in the process of being transferred to -
CDC. Once on the system, trading in the eligible
counters will become scripless. As of August 1998,
122 scripstotaling 1 billion shares, anongwhichwere
the most actively traded securities, were being -
handled by CDC. The transfer of the remaining 657 :

(smaller capitalization) listed securities was due to ~ sharply reduce the cogt of resorting to the legal and

" judicial system to recover a loan. Under this Act,

be completed by mid-1999.
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Recent Developments

Preempting the Crisis

- Therearethree prerequisites for the devel opment of

~asound capital market, asfollows:
underwriting public sector properties. In spite of the -

rising number of insurance companies, the sector has :
become increasingly oligopolistic, with the top five :
companies enjoying a 65 percent share of total rev- :
enue. Of the 62 private sector general insurance com- :

« an autonomous central bank, with policies that
nurture the establishment of market-determined
interest rates, and ensure stability in the currency
and financial system;

* an open and private sector-dominated market
that facilitates (foreign) transfers of financial and
technical skillsto market participants; and

» awell-defined legal and administrative frame-
work that allows the enforcement of financia
contracts.

It seems that the authorities in Pakistan have un-
derstood these principles, and since 1991 have set
about putting the necessary conditionsin place. First,
amogt all exchange controlswereliftedin 1991. Since
then, foreigners and locals have had access to for-
eign currency accounts, and have been able to bring
inand take out foreign currency without government
approval. Moreimportant, income derived from for-
eigndirectinvestment (FDI) and portfolioinvestment
can berepatriated without permission. The exchange
rate system also shifted from a fixed-rate regime to
managed float.

Second, in January 1997, amendmentsto the State
Bank Act of 1956, the Banking Companies Ordi-
nance of 1962, and the Banks Nationalization Act of
1974 paved the way for the full autonomy of the
SBP. From then on, the SBP was in a position to
formulate an independent monetary policy. Armed
with strengthened regulatory and supervisory pow-
ers, the SBP, in principle, isinsulated from govern-
ment interference.

Third, the 1997 Banking Companies Act (Recov-
ery of Loans, Advances, Credits, and Finances) was
promulgated in May 1997 to improvethelegal envi-
ronment for loan recovery. The law is expected to
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default cases must be disposed of in 90 days, within -
which the defaulter is required to furnish security. |
Banks and NBFIs may be authorized to recover or :
take possession of the collateral without filing asuit, :
or proceed to recover the loan viasale of collateral. :
At the end of 1997, the SBP disclosed that the total -
amount of default loans stood at PRs143 billion -
(equivalent to 24 percent of total scheduled bank

advances), owed by 8,074 parties.

In addition, the Government of Nawaz Shariff, -
which assumed office in February 1997, expedited
the pace of market development by adopting the -
ADB’s CMDP in October 1997. The objective of -
the programisto augment mobilization of long-term
resourcesand to improvethe efficiency of their allo-
cation by developing a diversified and competitive
capital market that encourages broad-based partici- -

pation of issuers and investors.

Eight key objectiveshavebeenidentified and vari- -
ous policy measureswere designed to beimplemented
intwo phases. November 1996 to October 1997, and -
1998 to December 1999. The objectives as lifted

from the ADB CMDP are as follows:

» to create an enabling policy environment toen-

hance competition and alevel playing field—by
liberalizing investment restrictionson ingtitutional
investors, and rationalizing tax anomaliesfor the
equity market, tax and interest rate structure
anomalies for the debt market, and the tax re-
gime for mutual funds;

* to strengthen securities market governance, in-
stitutions, regulations, and supervision—develop
strong regulatory bodies for the securities mar-
ket to support the orderly growth of companies
and boost investor confidence, modernize the
supportivelegidation toimprove enforcement by
the SECP, improve the corporate governance of
the stock exchanges and reorganize them to en-
hance their management and operational effi-
ciency, improve self-regulation of the stock ex-
changes, and encourage other selected capital
market participants toward self-regulation;

« to improve and modernize securities market in-
frastructure and its integration—upgrade auto-
mated trading systems to pave the way for the
eventual integration of the national market, and
promote development of the CDC aswell as na-
tional clearing and settlement systems;

« to devel op the corporate debt market—promote
development of an over-the-counter debt mar-
Ket;

« to reform the mutual fund industry—strengthen
the regulatory and policy framework of mutual
funds, and restructure the industry;

« to devel op the leasing industry—streamline the
regulatory framework, strengthen the capital
base to encourage an orderly growth, and tap
aternate long-term financing sourcesfor thein-
dustry;

« to promote contractual savings through reforms
of the insurance sector and pension and provi-
dent fund industry—strengthen the policy, legis-
lative, and regul atory framework to promote and
ensure the orderly growth of the insurance in-
dustry, adopt more stringent financial standards
for theinsurance industry, take stepsto improve
professional and ethical standards, promote re-
structuring and divestment of public sector in-
surance companies, and develop reforms for
pension and provident funds; and

« to enhanceinstitutions.

Events Leading to the Crisis

Pakistan has been mired regularly in political and
economic uncertainties, interspersed with foreign
exchange crises. In 1993, the KSE-100 index rose
74 percent in local currency terms (49 percent in
dollar terms), to give one of the highest returns in
globa equity markets. Investors all over the world
suddenly took notice of what could have been an-
other “tiger” market in the making. With the market
aready opening and severa sizableinitial public of-
feringsin the pipeline, many foreign fund managers
jumped in, expecting high returns.




The capital market boom in the run-up to 1994 -
took authorities and regulators by surprise. After :
deregulationto 100 percent foreign ownershipin most :
sectors of the economy, and setting up a timetable :
for privatization, theamount of foreign interestsgen- :
erated in turn drove domesticinvestors enthusiasm. -
It was all clearly beyond what the Government had :
expected. Between June 1991 and 1995, a net port- :
folioinflow of $3.3 billion (about 30 percent of total :

equity market capitalization) was recorded.

Accordingtolocal brokers, “wheretheforeigners :
go, the locals follow.” Foreign players were exclu- :
sively ingtitutional investors (among the 40 or so regu- :
lar foreign investors, therewere nine dedicated single- :
country/regional investment funds totaling about :
$210 millionin 1996) and were seen to have the tech- :
nical know-how in playing the market and picking 3
top stocks. The positive correlation between market -
turnover and the KSE’s reported net foreign fund -
flows demonstrated that market liquidity, until end-
1997, remained largely foreign-driven, as domestic -
institutional playersweredtill sitting onthe portfolio -
bought at the peak of April 1994 (with enormous -
. ers(IPPs) since April 1997. Therow hasitsrootsin

But 1993 turned out to be an exceptional year. -
Not long after the postelection euphoria of the .
Benazir Bhutto Government (in October 1993), the .
market sobered up and realized that all wasnot well
on the economic front. A burgeoning budget defi-
cit, inflation accel erating to double-digit levels, and
thedelay in thetariff reduction processall fell short
of IMF targets. The suspension of the IMF's En-
hanced Structural Adjustment Facility/Extended -
Fund Facility (ESAF/EFF) in early 1995, coupled
with a deterioration in external accounts, pushed 3
the country to the brink of a foreign exchange cri- -
sis. A mini budget was passed in October 1995, -
including a7 percent deval uation of therupeeagainst -
the dollar, as part of the preconditions for securing -
: price of HUBCO, whileimpacted to acertain extent
: by other negative market factors, nose-dived from

book losses).

a standby IMF loan.
By mid-1995, as some of the foreign investors

optimism faded and they exited the market, trading :
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settled within a range of 500 points between early
1995 and mid-1997. In February 1997, the newly
el ected Shariff Government introduced an Economic
Reviva Program, which eventualy led to the IMF
approval of anew ESAF/EFF in October 1997. The
recognition that Government economic policy was
on the right path gave investors an excuse to buy,
pushing the index to a three-year high in the same
month.

Unfortunately, the specter of political turmail, this
timein the shape of an executive-judiciary tussle, hit
the market again between September and Novem-
ber 1997. The administration came to a complete
standstill at a time when the economy required the
undivided attention of the country’sleadership. The
crisis, occurring at a time of growing anxiety over
the contagion effect of the Asianfinancial crisis, pre-
cipitated the outflow of foreign currency deposits.
By end-November 1997, foreign exchange reserves
shrank to $1.2 billion.

More enduring and damaging to foreign investor
confidence is the ongoing tussle between the Pakis-
tan Government and the independent power produc-

the allegedly corrupt power contract agreement
signed between the Bhutto administration and the
independent power producers (IPPs). Among the
IPPsisthe $1.8 billion Hub Power (HUBCO), which
isone of the two most actively traded stocks and the
biggest project of itskind in Asia. Corruption cases
have been filed against top executives of the com-
pany, said to beinvolvedin afraud of PRs17 billion,
with HUBCO'sforeign staff experiencing travel re-
strictionsand other problemsintheinterim. The com-
pany has already gone for arbitration in the interna-
tional court.

The impasse has dealt a serious blow to foreign
investors' (FDI and portfolio) confidence in Pakis-
tan’'sforeigninvestment policy. Specifically, theshare

PRs64 to a face value of PRs10 by October 1998.
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To complicate matters, State-owned WAPDA, -
which generates, transmits, and distributes 85 per- :
cent of the country’s electricity, has experienced a :
financia crisis, and thus has been unable to service |
projected tariff paymentsto |PPs. The Government :
has been forced to renegotiate tariff cuts with some :
IPPs, canceling afew projects on the side. The situ- |
ationiseven moreironic considering that Pakistan's
1994 power policy wasoncecited by theWorld Bank -
as one of the most successful independent power -
- the first eight months of 1998, foreign portfolio re-

policiesin Asia.

Racial tensions acrossthe country, particularly be-
tween the local populations and the Mohgjir settlers
from India(MQM) in Karachi, have been ontherise
sinceearly 1997. Routine bombing and shootings, plus
infighting between rival MQM groups, haveoccasion-
alyleftforeignvisitorsinjured or evendead, and some- -
times prominent businessmen have been targeted. In -
June 1998, about 170 peoplewerekilledinethnicvio-
lencein Karachi alone. Itisnot surprising that Karachi -
ranks low on a regional/emerging market fund -
manager’s visit agenda, as it is simply perceived as

oneof theriskiest citiesin Asia. Many foreigninstitu-
tional investors prefer to rely on reports from local
analysts or recommendations from local/foreign bro-
kersinstead. Asforeign visitors have dwindled, over-
seas interest in the market has also tapered off.
Whilethese eventshaveall contributed to the cur-
rent capital market woes, the decisive moment came
when the Government decided to conduct nuclear
testson 28-30 May 1998, despiteinternational warn-
ingsof sanctionsand suspension of multilateral loans.
Since Pakistan needs nearly $5 billion ayear to meet
interest repayments on its $32 billion foreign debt,
continued access to multilateral loans aswell asin-
flow of foreign exchangesin theform of foreign cur-
rency deposits have been crucial to debt-servicing.
In an attempt to prevent adollar run on the banks,
$11 billion of foreign currency accountswerefrozen
on the night of 28 May, and could be withdrawn upon
conversion to rupees at the rate of PRs46 to the dol-
lar. Remittances dried up in June, just when the

country’s foreign exchange reserve was being de-
pleted to critical levels ($700 million at end-August
1998, or alittlemorethan two weeks' import cover).
With the threat of debt-default looming, investors
naturally have been steering clear of long-term in-
vestments.

Whilethe equity and short-term bond market vol-
umes have maintained a respectable level, trading
activitieshave beenlargely limited to price arbitrage
or speculative punts. According to KSE statistics, in

corded anet outflow of PRs317 million ($6 million).
With the exception of dedicated single-country funds,
itisunlikely that Pakistan will featurein any foreign
investment portfolio even after the sanctionsand for-
eign currency account restrictions have been par-
tially lifted at the end of 1998.

Policy Issues

A broad range of factors has contributed to Pakistan’s
capital market turmoail, including macroeconomic, po-
litical, social, structural, legal, regulatory, and super-
visory issues. Thisstudy will concentrate only onthe
last three. For the purpose of analysis, this section
assumesthat political issues such as economic sanc-
tions are lifted, social issues such as restoration of
law and order in Karachi are resolved, and legd is-
sues such as the enforcement of the accelerated loan
recovery process and macro issues such as the bud-
get deficit and foreign currency account restrictions
are settled.

Specifically, the development of the capital mar-
ket hinges upon the gradual downsizing of govern-
ment borrowing from the private sector. The case of
public debt crowding out private borrowing can be
best illustrated by two simple figures: the stock of
domestic debt is roughly three times that of the eg-
uity market capitalization, and almost 40 times that
of the corporate bond market. For more resources
to bereadily alocated to the private sector, theissue
of (excessive) fiscal borrowing needsto be addressed
and reduced.




Market Infrastructure

Any foreignvisitor to the KSE, inthe daysbeforethe :
full automation of its trading systems, was bound to :
feel a sense of time warp. For the stock exchange, :
situated in an old building with amaze of dark corri- :
dors dotted with broker offices, and its frenetic trad- -
ing sessions on the floor, seemed unaltered sinceits :
inceptionin1947. It wasinconceivablehow thelarge :
volume of transactions could be followed through. It :
took at least seven daysto settle atrade, between 45 :
and 60 days for share transfers to be registered, and :
about three months before the share certificateswere -
ddivered. Everything, itwoul dappear, wasdonemanu- :
ally. Thelong settlement period afforded theexchange :
members an opportunity to speculate on the market :
(including short-sell, officially not permitted), aslong :
asthey squaredtheir positionswithinthesameperiod. 3

Fortunately, the transformation of thetrading and -
settlement system towards greater efficiency and
transparency is aready underway. All three ex-
changes are now trading on a computerized screen-
based system and, more actively, stocks are already -
being settled through the CDC. In short, Pakistan's -
equity markets have arrived at scriplesstrading, and
market movements are becoming more transparent.
. of front-running and short-selling are cited almost
- daily, with no interference or repercussionsfrom the
The main market regulator, the CLA, has been per-
ceived asreactionary and lacking market know-how.
Aspart of the CMDP, the CLA isintheprocessof a .
change into an independent and autonomous SECP.
It is envisaged that the SECP will have five profes-
sionaly qualified and experienced commissioners, -
including the chairman, to be appointed by the Gov- -

ernment. In addition, the SECP will have a staff of
- Corporate Governance

Market Regulation

350, with professionalsin each of itsdivisions.

There are four main types of SROs regulated by
the CLA: the stock exchanges, the Mutual Fund
Association of Pakistan (MUFAP), the Leasing As- -
sociation of Pakistan (LAP), and the Modaraba :
Association of Pakistan (MAP). The last two were
formerly regulated by the SBP under NBFIs, and :

REFORMING PAKISTAN'S CAPITAL MARKETS

- became under the CLA's jurisdiction in 1997. Self-

regulation of each SRO isencouraged, whileregula-
tory standards and internal compliance within each
SRO are being upgraded.

The three stock exchanges, KSE, LSE, and I SE,
have all seen their governing boards restructured
to include seven members outside the broking com-
munity. The majority of members on the stock ex-
changesareindividuals, as opposed to corporates—
though it is generally acknowledged that broking
firms are more professional and more likely to act
in theinterest of (institutional) investors. While all
three stock exchanges have advocated their mem-
bersto upgrade toward corporate membership, rep-
resentation was still as low as 15 percent by mid-
1999. Thus even with the restructuring of the gov-
erning board with seven outside members, the stock
exchanges are still perceived to be run by a major-
ity of individual broker-dealers, whose self-interest
may influence the exchanges' day-to-day decision-
making process.

However, market participants have noted an in-
creasingly nonpartisan stance taken by the boards.
Still, themarket isfar from efficient, affording plenty
of opportunitiesfor insider trades. Similarly, incidents

regulatory bodies. While the exchanges have sus-
pended members from trading in the past, the sus-
pensionswere mostly limited to brokersdefaulting at
the clearing house instead of other malpractices.
Vested interests, at various levels of the public and
private sectors, have hindered regul ation and enforce-
ment against trading abuses.

The dominance of the equity market by a handful of
stocks, bothintermsof market capitalization and trad-
ing volume, may be traced to the demise of the com-
modity-based manufacturing industries—textiles, ce-
ment, and sugar. The three sectors once accounted
for 30 percent of the total market capitalization
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(end-1991), but shrank to alittle more than 10 per- -
cent of the market by April 1998. Once the darlings |
of theforeign (and local) investment community, the :
textile stocks are now mostly trading below face :
values. Worse still, many have not been paying divi- :
dends for the last few years. In accordance with :
suspension and delisting procedure, the KSE has |
placed 64 companiesfrom thetextile sector aloneon
- for 5 percent of the portfolio of SLI. If revalued,

One sdient feature in these stricken sectorsisthe
ownership pattern—most of the companiesare fam-
ily-run, with tight sharehol ding structure. Inessence,
minority shareholders (such asingtitutional investors)
were in no position to interfere with the decision of -
the (mostly interrelated) board members. The Com-
panies Ordinance of 1984, by allowing an existing
board to stay intact for three years, precludesminor-
ity shareholders from enforcing management ac-
countability. Asof May 1998, about 130 listed com- -
panies have been transferred to the Defaulters’ -
Counter, though the KSE has classified another 370 -

the Defaulters' Counter.

companies as delinquent.

A separate list of bank loan defaulters, published
by the SBP, featured many influential politiciansand
prominent industrialists—mostly familiar namesfrom
the textile, cement, and sugar companies. For in-
stance, the biggest defaulter, Mohid Group, owes
PRs2 hillion to the financial system. Yet two of
thelisted companies under the group, Mohid Textiles
and Mohid Exports (combined paid-up capital at
PRs555 million) have not yet been moved to the De-
faulters Counter, despite the fact that share prices
of both crashed to atenth of face value, largely dis-
counting the group’ stechnical solvency. Scripssuch
as these are rarely traded. In the flight-to-quality,
investors are left with a few choices of well-man-
aged, profitable, and liquid stocks.

On the surface, high raw material prices, sector
overcapacity, and the owdown in agricultural and
economic activities were to blame for the sectors
woes. However, many owners of these distressed
companies have been siphoning funds out of them.

Accounting and Disclosure

Accounting standardsin Pakistan areroughly inline
with international standards, except in the valuation
of assets. All assets are based on book value until
maturity or being sold, and valuation of some corpo-
rate investment portfolios can be several decades
out of date. For instance, real estate holdings, based
on purchase pricesin the 1920s and 1930s, accounted

SLI's property holdings would have dwarfed its en-
tireportfolio. For securitieswith significant pricefluc-
tuations, the disclosed accounts fail to capture the
market value of the assets held. Specificaly, for fi-
nancial institutionswith typically higher asset to capi-
tal ratio, the pricedistortion could be misleading dur-
ing times of market volatility.

At first glance, disclosure seems to be adequate,
bordering on too many details. Yet the presence of
about 500 delinquent listed companies, representing
nearly two thirds of all listed counters, hints at lax
public auditing procedures and incompl ete disclosure,
masking the financial strengths or weaknesses of
companies. In adapting international standardstolo-
cal business, thereis plenty of room for ambiguities,
particularly over commodities. Such loopholeshave
not gone unnoticed. In fact, they have enabled many
now-defunct textile and sugar companiesto pull the
wool over the eyes of potential investors.

Animportant element in window-dressing textile
and sugar companies’ accounts is the unregulated
and volatile prices of the raw materias used. Own-
ers have been able to hide funds by adjusting the
financial accountswith arbitrary raw material prices
as befitted the situation. Such practices are impos-
siblein the cement and fertilizer sectors, where raw
material and product prices are clearly defined or
controlled.

Lack of credit records or reluctance to share in-
formation between the banking sector and market
participants have enabled countersthat were already
defaulting on bank loans at the time of public offer-
ing, to belisted. In the words of one market partici-




pant, “ 1993 was a great and profitable party for ev- -
eryone.” Some companies, and even their underwrit- :
ers, deliberately conced ed prelisting defaulters’ credit :
histories from prospective investors. Their presence :
on the stock exchanges is a reminder of past indis- :

criminate and lax requirementsfor equity listing.

A common complaint from the three sector SROs :
(MUFAP, LAP, and MAP) is the amount of paper- -
work involved in reporting to CLA. Leasing compa: :
nies submit some 288 reports annually, while MAP :
members have to submit seven weekly and more :
than 30 monthly reports. The mountain of financial :
statementsistime-consuming and theinformation dis- :
closed is not always understood by the recipient, re- :
sulting in ad hoc requests from CLA staff for infor- :
mation already submitted. Under the CMDP, :
MUFAP and LAP are expected to eventually over- -
seeindustry compliance under prescribed prudential
standards; perform onsite supervision based on agreed -
criteria; conduct registration and testing/examinations, -
develop cooperative programs with governmental
agenciesandindustrial organizationstoresolveprob-
lems affecting investors; and provide arbitration as -
. pipeline. The rationale was to prevent banks from
. profiting from converting their taxableloan portfolio
. to tax exempt TFCs (with high yields). The move
In order to finance fiscal deficit, the Pakistan Gov-
ernment borrows heavily fromthegeneral publicand
private sector, via government bond sales and the .
NSS, nearly al of which are exempt from income, .
wealth, withholding, and zakat? taxes. Inan attempt -
to squeeze more tax from the private sector, the
Government slapped a whole spectrum of taxes on
almost every aspect of private businesses. Asare-
sult, the capital markets suffer complicated taxation -
at every transaction stage. When it came to tax ex- -
emptions, private sector market participants were
clearly at adisadvantage, having missed many of the -
tax concessions granted to public sector participants -
on issuances. The tax distortion has aready been :
addressed in the CMDP, and throughout 1997 the -
-~ financi ng in accordance with Islamic principles and

dispute resol ution mechanisms.

Tax Incentives

disparity gradually ironed out.

REFORMING PAKISTAN'S CAPITAL MARKETS

Specifically, the CMDP has supported the follow-

ing taxation measures:

* equity market: exemption of listed securitiesfrom
capital gainstax until June 2001. Elimination of
the tax on bonus shares and on earnings from
sales of rights shares, aswell as the 0.5 percent
turnover tax on shares. Reduction in stamp duty
on the transfer of securities by CDC from 1.5
percent to 0.1 percent;

« debt market: abolition of the 10 percent with-
holding tax onrated and listed TFCs. Elimination
of tax on interest income derived from govern-
ment and corporate fixed income securities for
foreign investors; and

» mutual funds: abolition of the income tax for
mutual funds provided they distribute at |east
90 percent of their profits to adopt uniform tax
treatment for public and private mutual funds.

The Government retracted part of the tax exemp-

tionon TFCsin March 1998, making corporate hold-
ers of TFCs no longer exempt from the 10 percent
withholding tax. Since then some PRs10 billion—
PRs15 billion of TFC issues have been stalled inthe

reflected badly on the Government’s policy consis-
tency, and snubbed out primary activitiesin the cor-
porate bond market.

Inconsistenciesin the definition of distributableand
taxable income, between the mutual fund industry
standard and that under the Income Tax Ordinance,
have so far prevented the sector from enjoying the
tax concession intended. Theissue could be resolved
simply by an amendment of the definitionsin either
one of the governing rules. With regard to the mini-
mum 90 percent dividend pay out, the high distrib-
uted portion prevents reserves buildup.

The withdrawal of income tax exemption on
modarabas has hampered the industry’s growth.
Given that the modaraba sector exists to cater to
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isthusalready restricted, it should be granted special -

tax exemptions.

Human Resources

With the adult literacy rate at 35 percent, it is not |
surprising that Pakistan's capital market faces a :
shortage of professionalsat al levels. Eventhemain |
regulatory body, the CLA, was perceived to lack
specialized market or sector knowledge to provide
effective regulation. With the advent of the new -
SECP and its crew of professionaly qualified staff, -
the formerly unregulated atmosphere of the equity -
market is expected to bereined in, with professional
standards and ethicsimproving asthemarket evolves.

With the introduction of computerized trading -
and the phasing out of runners, the stock exchange
should work on raising the professional standard of -
~ greatly reduce the probability of transaction error. It

its members.

Given that the mutual fund and leasing sectors
require special skills, the CMDP encourages the -
SROs to impose a minimum professional standard -
and conduct qualification testson their members. So
far, the mutual fund industry has already outlined a
certificate course on fund management to train pro-

fessionally competent fund managers on market
knowledge, sector analysis, and portfolio strategy.

Institutional Investors

Institutional investors have been akey driving force
in the development of the capital markets. In the
US, they have been the main contributing factor
behind the advent of competitive bidding for corpo-
rate issues, the abolition of minimum commissions
on equity trading, and the restructuring of stock ex-
changes. Furthermore, the hedging needs of US pen-
sion funds have been instrumental in stimulating the
development of immunization techniques and de-
rivative products.

The Government has raised the investment limits
on provident funds, though as a whole the sector is
still underdeveloped. While the two public sector
mutual funds in Pakistan are undergoing reform, as

part of the CMDP, the private sector mutual funds
have an important role to play, which at the moment
is being shackled by investment restrictions. To cite
but one, there is only one private sector open-end
mutual fund. If the sector isto flourish, the Govern-
ment should gradually liberalizeinvestment rules.

Policy Recommendations

Market Infrastructure

The CMDP has aready identified the need to set up
aNational Clearing and Settlement System (NCSS),
based on the existing CDC network, to ensure effi-
cient clearing, settlement, transfer, and payment of
securities. By merging two systemswith clearly simi-
lar structures, the integrated NCSS and CDC wiill
pave the way to faster settlement and clearing, and

is envisaged that CDC will switch to T+3, once all
the scripsare on board. This should reduce the specu-
lative element in the market, aswell as move Pakis-
tan a step closer to international clearing and settle-
ment standards.

Asfor theintegration of market trading, given that
membership feesat LSE or ISE arenot likely to catch
up with that of KSE due to subdued market activi-
ties, the most logical way forward is to reduce the
transaction cost on trades originating from K SE mem-
bers. Since one of the most actively traded stocks,
HUBCO, is neither listed on L SE nor on I SE, mem-
bers of the two stock exchanges seem willing to pay
adlight premium to benefit from real -time price quo-
tation and direct access to HUBCO. As a pilot
scheme, the intermarket trading system should be
limited to a handful of active cross-trade stocks, ex-
panding to include other high-volume scripsoncethe
system proves its merits.

Market Regulation

The main objective of the SECP should be to pro-
vide investor protection and to ensure that securities
markets are fair and honest. Promotion of adequate




and effective disclosure of informationtotheinvest- -
ing public should be thefirst step, but asasafeguard :
the SECP still needs to be kept abreast of market :
activities. To enable the SECP to monitor the mar- -
kets directly, it is essential that the market supervi- -
sion division be linked to the three stock exchanges :
electronically. Staff with market trading experience :
are essential for the proper dissemination of market :
gtatistics. Although the stock exchanges are to du- :
plicate market surveillance, they lack experiencein :
enforcing compliance. The SECP isin abetter posi- :
tion to set guidelinesfor market regulations and dis- :

ciplinary standards for al three exchanges.

Whether it comes down to devising new rules :
governing mergers, acquisitions, hostile takeovers, :
management buyouts, or margin trading; or in defin- :
ing punitive measures against insider dealing, non- 3
compliance, or short-selling, the SECP should again -
take the lead and provide a standard set of trading -
and salespractices. The SROs should adopt and fine- -
tune the regulations for their own sectors, then ac-
tively enforce the rules, appropriately sanction, or
even suspend members in accordance with the se-
verity of theinfringement. Until market playerscom- -
ply with trading rules and none is seen as above the -
law, the Pakistan equity market will suffer froman -
image problem with domestic and foreign investors.

One way of reducing the frequency of malprac-
tice is by raising the ethical and professional stan-
dard of the stock exchange members. The stock
exchanges are of the view that this can be partidly
achieved through agradual conversion of individual
memberships into corporate ones. To encourage -
membership transfer, aone-off tax exemption onthe .
capital gains in corporatization of stock exchange -
membership was delivered in the 1998/99 budget. -
For their part, the stock exchanges should each pro-
pose a membership transfer schedule to speed up
the process. Ultimately, the exchange boards should
set up aminimum professional standard among mem- :
bers, as best practice can be achieved only by edu- :
- to facilitate board restructuring. With its sizable

cation and active enforcement.

REFORMING PAKISTAN'S CAPITAL MARKETS

Corporate Governance

The majority of listed defaulting companies should
be removed from the market. The KSE listing regu-
lations Section | X statesthe conditionsfor ddlisting,
suspension, and Defaulters' Counter as follows:

« listed securities quoted bel ow 50 percent of face
value for three consecutive years;

« failureto declaredividend or bonusfor fiveyears
consecutively, or in the case of manufacturing
companies, five years from the date of com-
mencement of production;

« failure to hold an annual general meeting for
three consecutive years,

« being liquidated, either voluntarily or under court
order; or

« failure to pay the annual listing fees.

Lax regulations and conditions explain why most
defaulting companieshave yet to be delisted or placed
on the Defaulters’ Counter. The stock exchange
governing board should review thelist of delinquent
companies, with reference to the SBPs' defaulters
list, and expedite the delisting process. In short, the
conditions for delisting need to be tightened, for in-
stance, the no-dividend pay-out grace period could
be reduced to three years. Until the defaulting count-
ersareweeded out, the market will remain burdened
with alarge number of “dormant” scrips.

On the other hand, the exchanges should tighten
the minimum requirement for new equity listing. At
present, no historical profit record isrequired by the
K SE, athoughthe CLA, through the Companies(ls-
sueof Capital) Rules, specifiesaone-year minimum.
The stock exchanges should demand a minimum
demonstrated income record, say for the past three
years, aswell as consider raising the PRs50 million
(less than $1 million) minimum paid-up capital re-
quirement. After all, it isthe quality of thelisted se-
curities, not the quantity, that counts.

The SECP policy board and the stock exchanges
should work on amending the existing Companies
Ordinance to govern mergers and acquisitions, and
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holdings in more than 600 listed securities, the NIT -
has begun to take a more proactive role in placing |
the management of companies under scrutiny. Like- :
wise, theregulatory bodies should expand their roles :
: obscuring vital information, the SECP and stock ex-
: change boards should enforce prompt and adequate
~ disclosure of financial statements and other corpo-
It is time that Pakistan reviews and tightens its ac-
counting standards, and fillsin the gaps on account- -
ing definitions of variousindigenous businesstrans- -
actions. In accordance with International Account-
ing Standards, the valuation of liquid assets, covering
most capital market instruments, should be marked
to market on aregular basis. Further, since objective

in enhancing corporate governance.

Accounting and Disclosure

and unbiased externa auditing is the key to estab-

lishing a true financial picture of corporate entities
for al shareholders, the SECP or SROs should ini- -
tially designatealist of approved Chartered Accoun- -
tants, with unimpeachable integrity and reputation,
for the external audit of listed companies and mem-
ber firms, until such timethat the professional integ- -
rity of all Chartered Accountantsis deemed beyond

reproach.

In publishing the bank defaulterslistin late 1997,
the SBP has not only offered the public aglimpse of
the extent of corporate fraud, but also subjected
management of defaulting companiesto public cen-
sure. With appropriate and adequate disclosure of
corporate accounts and activities, abuse of power
by majority shareholders or cases of embezzling of
corporate funds should be kept in check. In addition,
asthetwo credit rating agencies expand their activi-
ties, there should be a greater transparency and
awareness of listed companies’ creditworthiness,
even though the ratings are centered on NBFls.

Separately, credit history screening should be made
compulsory for new listing candidates, with the list-
ing committee furnished with the credit history of
the company. There should also be a flow of credit
record between main creditors (commercial banks/
NBFIs) of the listed corporate clients and the stock

exchanges, to ensure that the exchange boards are
informed swiftly of any new listed defaulter, even if
the company in question has attempted to delay or
withhold disclosure. To discourage companies from

rate related news from all listed companies, and pe-
nalize those willfully concealing or misrepresenting
such information.

If the SROs are to increase their self-regulatory
function, the SECP should entrust disclosure to the
SROs. To cut down unnecessary paperwork on fi-
nancial reporting, theindividual submission of mul-
tiple weekly statements should be abolished, while
monthly statements should be submitted by the SRO
on behalf of itsmembers, with individual dataincor-
porated into the sector summary. Thisway, the SECP
will be presented with a sector view and compari-
son, which is more relevant for regulation. In case
further details are required, the SRO can then for-
ward the materials required.

Tax Incentives

At theinitial stage of corporate bond market devel-
opment, it isimperative that market participants are
given the right impetus though incentives. TFCs are
themost likely vehiclesin the devel opment of amuch-
needed long-term corporate bond market, and should
be supported at al cost. In short, the Government
should amend the withholding tax exemption on
TFCs, granting exemption to corporate holders only
on, say, the rated and listed TFCs, or on TFCswith
maturities over five years. The possibility of banks
portfolio-switch can easily be curtailed by imposing
a5 or 10 percent TFC holding ceiling.

The CLA or SECP should intervene on behalf of
the mutual fund industry in ensuring that the Central
Board of Revenue understands the situation at hand
and redefinestaxableincome on mutual fundsinline
with industry standards. The authorities should also




review the minimum payout ratio, perhapsmovingto -
a progressive ratio, to enable the mutual funds to :
- ciaized funds, including fixed-incomefunds, all un-

As for modarabas, the Government should re- -
consider itsstrategy with regard to this|slamic mode :
of financing. If the survival of the sector is deemed :
crucial to the economy, then modar abas should ben- :
efit from tax incentivesand other privileges, to com- :
pensate for the limitations on their scope of busi- :

accumulate reserves in the initial years.

Ness.

Human Resources

porate members.

course fees generated from outside students.

Institutional Investors
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with no sector or instrument specialization. Thus, the
Government should encourage diversficationinto spe-

der the same mutual fund umbrella. Provident funds
and pension funds, lacking a dedicated fund man-
ager, should be entrusted to professionally trained
mutual fund managers.

Conclusion
Following the implementation of the CMDP in No-

- vember 1996, the capital markets in Pakistan have
- d ready undergone remarkabl e transformation. Until
The weakest area in professional standard and eth- :
ics seems to be within the stock exchange. It is es- :
sential that each stock exchange set licensing re- :
guirements, and provide an introductory course on :
capital market rules and regulationsto all members, 3
aswell asinvestment advisorsworking under itscor-

early 1998, progress was more or less in line with
the program targets, barring a few hiccups. In the
wake of the nuclear tests at the end of May 1998,
theforeign exchange market dried up, whilethe bond
and equity markets suffered heavy setbacks. Subse-
guent sanctionsimposed on the country a so derailed

~ the second phase of the CMDP, leaving program

The SECP should encourage the establishment of
private sector trainings on the various aspects of fi- -
nancial and capital markets. The development of the -
capital markets will need to draw on more skilled
workers. For those outside thefinancid industry, short -
of studying or working abroad, it isvirtually impos-
sible to attain advanced knowledge on the workings
of themarkets. Therefore, someform of professional
training ground to groom future market participants -
is needed. Since the SROs will be responsible for .
trainingindustry participants, thetemporary but regu-
lar courseswill be better served by adedicated course
center, catering to nonindustry students during the
off-season. This way, the costs of running the train- -
ing center can be partially recovered through the

targets postponed until the political uncertainties
cleared up.

A prerequisite to the development of the capital
market is the reduction in the Government’s share
of nonbank funding. Within the market, infrastruc-
ture upgrade takes precedence over other issues,
as half of the malpractices and problems stem from
the previously primitivetrading, clearing, and settle-
ment system. Next, the regulatory framework needs
to be strengthened and the independence of the
SECP has to be put in place. Then the authorities
and SROs can tackle one of the most serious prob-
lems in business and the market—poor corporate
governance.

In addition, tax incentives for the private sector

- participants, to put them on equal footing with those

in the public sector, are crucia. So is the notion of

- professionalism and ethical practices, and adequate
Mutual funds are allowed to float only one invest- -
ment company (fund) each. This restriction should
be lifted for funds with a good performance record. :
Moreover, the sector comprises only balanced funds :

market knowledge for all those involved in the mar-
kets. Findly, further reform and liberaizationin the
mutual fund industry should provide an additional
force in driving market developments.
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Although Pakistan’s capital market turmoil is -
in part due to exogenous factors, it exposed the -
gapsinthe system. However, lessonslearned from :
its Asian neighbors should prevent it from foll ow- :
ing the bubble route. With the resumption of the |
CMDP, and further perseverance from market par- :
ticipants, Pakistan's capital market will most cer- |
tainly evolve on firmer ground than many other

emerging markets.

Notes

IFurther details on the regulatory developments and en-
vironment, ingtitutional structure, and statistics on the
capital market are given in the Appendixes.

2Zakat is an Islamic tax levied at 2.5 percent annually on
specified assets, such as savings bank accounts and gov-
ernment securities. Thetax isdeposited in the Zakat Fund
which was established to assist the poor.




Appendix 1

Chronology of Regulatory
Developments

1969. Securities and Exchange Ordinanceissued. :
1970. Monopolies and Restrictive Trade Prac-
- inlisted securities.

tices (Control and Prevention) Ordinance issued.

1971. Investment Companiesand I nvestment Ad- :
- of theNAV of the scheme, whileexposuretoasingle
1976. Foreign Private Investment (Promotionand

visors Rules promulgated.

Protection) Act enacted.

27 November 1976. Clarification made on the -
Insurance Act of 1938 regarding the types of ap- :
- sharesto the public.
20 January 1981. Regulations established con-
- twofinancial institutions, and the premium should not
- exceed theamount charged onforeign or local place-

proved investment for insurance companies.

cerning modaraba companies.
1984. Issuance of the following ordinances:
» Companies Ordinance,

« Banking and Financial Services Ordinance, and
- (InvestmentinListed Securities) Rulesoutlinesthecon-

* Banking Tribunal Ordinance.

February 1991. Residents foreign currency de-
posit scheme introduced to encourage deposits and -
remittances by residentsand overseasworkersalike. -

1991. Foreign investment liberalized: foreignna-
tionalsand corporations caninvest upto 100 percent -
of theequity in any industry except defenseand other
sensitive industries such as security printing; and
capital gains on any investments paid in foreign ex-
change to be fully repatriable without any permis-

sion from SBP.

August 1992. A third stock exchange in Ilam-
abad, set up to promoteinvestment and industrializa-
tion in the federal capital and the northern barani -

areas, commenced trading.

1993. Tax exemption to modaraba income with-
drawn under Section 37 of the Income Tax Ordi- -

nance.

1 July 1994. Full current account convertibility -
- capital contributed from the bank.

of the Pakistan rupee under IMF's Article 8.

18 August 1994. First credit rating agency :
PACRA set up to provide an independent and sys- -
- banking sector, to conduct an independent monetary

tematic credit rating for domestic debt instruments.
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February 1995. Firgt listed corporate fixed income

securities, known as Term Finance Certificates, issued.

20 May 1995. Asset Management Companies
Rules required all asset management companies to
have aminimum paid-up capital of RPs30 million.

Investment must be at least 50 percent of assets

Exposure to any company capped at 10 percent

sector must be kept below 25 percent.

8 February 1996. The Companies (I ssue of Capi-
tal) Rules specified that companies with at least one
year of operationa profit record may apply to issue

Theoffering must befully underwritten by at least

ments.
26 February 1996. Employee’s Provident Fund

ditionsfor investmentinlisted securities, wheretotal
investment should not exceed 10 percent of thefund.

Investment in the listed securities of any single
company must be lessthan 1 percent. Investment in
debt instruments subject to rated securities above
investment grade.

4 June 1996. L easing Companies (Establishment
and Regulation) Rules set the minimum paid-up share
capital of aleasing company at PRs100 million.

3 September 1996. Banks required to obtain
clearance from the SBP, in the form of a“no objec-
tion certificate,” before granting financing facilities
to modarabas.

January 1997. Effective 1 January 1997, banks
allowed to provide fund management and other in-
vestment advisory servicesthrough subsidiaries. The
minimum paid-up capital required for the subsidiary
is PRs100 million, with at least 51 percent of the

Amendments to the State Bank Act 1956 gave
the SBP full and exclusive authority to regulate the
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policy, and to set limit on government borrowingsfrom -
- tory Act.

the SBP.

Amendments to Banking Companies Ordinance
1962 empowered the SBP to supervise and regulate -

banksand financial institutions.

Amendments to Banks Nationalization Act 1974
repeal edtheexclusiveright of theFederal Government
anditscorporationstoestablishabank; inaddition, the :

Pakistan Banking Council wasto bedissolved.

May 1997. Two former recovery laws, the Bank- -
ing Tribunal Ordinance of 1984, and the Banking
Companies (Recovery of Loans) Ordinanceof 1979,
repealed. A new Banking Companies (Recovery of
Loans, Advances, Credits, and Finances) Act pro- -

mulgated to speed up recovery process.

The main features of the Act included the estab-
lishment of banking courts and the shortening of the

disposal of asuit to 90 days.

2 May 1997. Idamabad Stock Exchange com- -
 and PRs40 million, respectively.

6 May 1997. A Capital Market Package is un-
velled in an attempt to stimulate the market. Among
the tax concessions are capital gains tax exemption
extended to 30 June 2000; tax exemption on bonus

menced fully automated trading.

shares; exemption from turnover tax (previoudy 0.5
percent) on shares; exemption from income tax for
foreigninvestorsinvestingin federal investment bonds
(FIBs), short-term federal bonds (STFBs), aswell as
corporate fixed income securities such as TFCs.

Investment ceiling of Provident Funds on listed
securities raised from 10 to 20 percent, while the
single company exposure increased from 1 to 5 per-
cent.

Mutual funds exempted from tax on dividend pay-
out and income derived from listed fixed income se-
curities.

Minimum level of investment in government and
other approved securities for life insurance compa-
nies reduced to 50 percent, and further to 40 percent
in1998.

NBFIs allowed to invest in listed debt securities
asan SLR.

June 1997. Promulgation of the Central Deposi-

7 June 1997. SLR for NBFIs reduced from 19
to 14 percent.

10 June 1997. NBFls allowed to invest in listed
debt securities.

1 July 1997. Lahore Stock Exchange com-
menced fully automated trading and clearing.

3 September 1997. Central Depository System
became operational .

4 September 1997. Karachi Stock Exchange
commenced computerized trading in the afternoon
session from 3:30 p.m. to 6 p.m.

6 October 1997. A new $1.56 billion three-year
package of ESAF and EFF agreed uponwiththe IMF.

October 1997. Implementation of new criterial
procedures for the incorporation of life or genera
insurance companies. The minimum paid-up capita
for life and genera insurance set at PRs100 million

26 December 1997. Enactment of the Securi-
ties and Exchange Commission of Pakistan Act to
provide for the establishment of the SECP as an au-
tonomous and independent body, responsiblefor over-
seeing the devel opment of the securities market, en-
suring investor protection, and regulating corporate
affairs.

17 Mar ch 1998. Central Board of Revenue with-
draws part of the tax exemption on TFCs, with the
tax exemptions now only availablefor individualsand
unregistered firms. Thus, companies and banks are
no longer exempted from the 10 percent withholding
tax on income derived from the investment.

18 May 1998. Seven members of the new SECP
Policy Board appointed.

26 May 1998. The last three stocks traded on
the open outcry system transferred to the Karachi
Automated Trading System, thus compl eting full au-
tomation in trading across the country.

28 May 1998. Foreign Currency Accounts fro-
zen, conversion to rupeefixed at therate of 46 to the
dollar uponwithdrawal.
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14 July 1998. Pakistan's long-term foreign cur- 14 September 1998. K SE experiments with two-
rency credit rating downgraded by Standard & Poor’s - tier trading for an initial period of two months,
from B- to CCC. : whereby only stocks with daily turnover under

22 July 1998. Details of Foreign Currency Bond : 500,000 shares are allowed to trade in the afternoon
unveiled. ~ session.

Appendix 2 : « In addition, the number of unauthorized money
Markets and Regul atory changers across the country is estimated at 800.
Environment : * There are aso 22 interbank foreign exchange
brokers, licensed by the Foreign Exchange Rate

FOREIGN EXCHANGE MARKET : Committee (FERC, comprising of six leading
The Market ' foreign banks and two nationalized schedule

Size

« Official monthly transactions averaged $6.5 bil- :
lion in the first three months of 1998; another 3
$2 billion-$4 billion estimated to go through unli-

censed money dedlers.

« Foreign currency accounts in the financial sys-
tem totalled $11.2 billion at end-April 1998 (for -
breakdown see Tables A4.1 and A4.2 in Ap-

pendix 4).

« Foreign Exchange Bearer Certificates (FEBCs) -

stood at $241 million at the end of April 1998.

* Foreign Currency Bearer Certificates (FCBCs)

accounted for about another $95 million.

» Combined daily turnover of FEBCsand FECBS,
before the foreign currency accounts were fro-
zen at end-May 1998, was about PRs30 million. .

Participants

« All commercial banks are authorized forex deal-
ers, whichincludethree nationalized, 21 private, -

and 21 foreign commercia banks.

« There are 262 licensed foreign exchange deal-
ers (roughly 300 as of June 1998); thelicensing -
fee for operation has been revised upwards in -

July 20 asfollows (in rupees):

First time registration 300,000 -

banks), acting asintermediariesin theinterbank
market.

» Whilethe 15 investment banks are not authorized
dealers, many areinvolved in trade financing.

Regulatory environment
 All market players are regulated or supervised
by the SBP.

Instruments
« Foreign Currency Deposits:

— liberalized in February 1991 to include resi-
dents. The exchange rates are guaranteed by
the SBP, which providesforward cover for the
deposits,

—total FCDshave jumped nearly fourfold from
lessthan $3 billioninthe early 1990s. By end-
May 1998, residents FCDs accounted for
about 64 percent of the $11 billion outstand-
ing balance;

— apart from FCDs, there are two other bearer-
type certificates, both income and wealth tax
exempt, to cater to depositors preferring ano-
nymity.

« Foreign Exchange Bearer Certificates:

— introducedin 1985 in amoveto absorb money
(up from 50,000) from theinformal sector, they are denominated
Annual renewal 50,000 .

(up from 10,000)

in rupees with a maturity of three years;
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— may bepurchasedinforeigncurrency by locals -
and foreigners without limit. FEBCs may be
encashed at the discretion of the holder either -

inrupees or foreign currency at the spot rate;
—may be traded through banks or KSE/L SE.
* Foreign Currency Bearer Certificates:

— denominated in dollarsor pounds sterling, oth-

erwise similar to FEBCs;
— can be encashed after six months at banks.

BOND MARKET

The Market
Size

* The domestic debt market is dominated by gov-
ernment securities. Asof June 1998, government -
domestic debt stood at PRs1,185 billion (39 per-
cent of GDP), of which about 30 percent isin

T-billsand FIBs.

* T-bills (replacing the short-term federal bonds)
and FIBsaremostly bought by commercial banks
to hold aspart of SLR (reduced to 15 percenton -
22 July 1998); daily turnover isaround PRsL bil-

lion-PRs5 billion in the secondary market.

* Corporate debt market is small. The combined
Term Finance Certificate (TFC), and COIl and

WAPDA bonds are PRs26.9 hillion as of June
1998, with the former two accounting for only
PRs2.3 hillion (0.5 percent of GDP).

Participants

Primary Market

» The Government of Pakistanisthekey borrower
in the market, both viaregular auctions of FIBs
and T-bills, as well as directly through savings
certificates under the National Savings Scheme
(NSS) (see Appendix 4, Table A4.3).

* Biddingisby yield withaminimum at PRs1 mil-
lion (with no upper limit) for T-bills, and a cut-
off yield is announced at each auction whereby
all bids below the cut-off are accepted. For the
other government papers such as FIBs, bidding
is by price (at discount to face value). In a par-

ticular auction, bidders get the amount at their
own bid price if accepted.

* NSSinstruments are tax exempt, competitively
priced (e.g., first year yield on Defence Savings
Certificates was at 14.5 percent in June 1997,
compared with 10.9 percent offered on a one-
year fixed bank deposit).

* WAPDA is one of the few statutory corpora
tions tapping the debt market so far. There have
been seven issues since 1988, bringing the total
amount raised to about PRs23.7 billion (only
PRs15 billion outstanding). The third and sixth
WAPDA bonds, issued in denominations of
PRs10,000, are listed on KSE and L SE.

« Fallowing thefirst TFC launchin February 1995,
there have been three more listed on KSE, with
at least half a dozen in the pipeline. However,
the withdrawal of tax exemption on the instru-
ment, previously made available to corporate
holders, now deprives the TFC market of inter-
ested investors.

« Leasing companies, investment banks, and DFIs
are also able to tap another source of funding
through the COI.

Dealers/Underwriters

» Commercia banksand financial institutionsare
the primary dealers in the T-bill and FIB auc-
tions—there are 77 primary dealers;

» Banks and NBFlIs participate in underwriting
TFCs, among whom alead market maker could
also be assigned to facilitate secondary trading;

* There are three discount houses, of which the
First Credit and Discount Corporation was the
pioneer in thefield. It was set up in 1989 to pro-
mote secondary market activities in WAPDA
bonds. Activitiesgradually broadened toinclude
T-bills, FIBs, and TFCs.

Secondary Market
» Commercia banksand NBFIshold government
debt securitiesaspart of their SLR; in June 1997,




12 percent of all scheduled banks' total assets -

invested in FIB and T-hills.

* There are 10 money market brokers, licensed
by Foreign Exchange Rate Committee, to act as :

intermediaries in the interbank market.

« Listed vehicles such as WAPDA bonds and
TFCs have theoretically awide range of inves- -
tors, though the instruments are mainly held by -

financid institutions.

* By contrast, COlstend to target high net worth :
individuals and corporate treasurers as their :
main investors, and there is no secondary mar- :
ket astheinstrument isto be held until redemp- :

tion.

Regulatory environment

« Commercia banks, DFIs, and investment banks 3
are regulated by the SBP. Listed corporate en-
tities and leasing companies are regulated by -
both the CLA and the corresponding stock ex-

changes.

« All NBFIs (investment banks, leasing compa-
nies, modarabas, inter alia) are required by the
SBP to obtain credit rating since 1995. Natu- -
rally, any corporate entities, listed or otherwise,
seeking to issue debt through the primary mar-
ket must also obtain a credit rating from one of

the two credit rating agencies.
* Pakistan Credit Rating Agency:

—incorporated in August 1994 with the objec-
tive of promoting the development of the cor-

porate debt market in Pakistan;

—PACRA is a joint venture between IBCA .
(UK-based international rating agency), Inter- .
national Finance Corporation, and the LSE. 3
IBCA providesthetechnical traininginall as-

pects of the rating process,

—three types of rating are available: instrument -
rating, entity rating, and individual rating, with -
the last specialy designed to address the risk/ :

return profile of modarabas,
— total entitiesrated by sector (as of May 1998):
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Sector Total Rated
Leasing Companies 30
Modarabas 34
Investment Banks 3
Commercial Banks 4
Insurance Companies 2
Total entity ratings 73

— companies can request either along- or short-
term rating, depending onthefinancing require-
ment. The procedure takes about one month
on average.

* DCR-VIS Credit Rating Company:

— established in March 1997 to provide indepen-
dent rating services, asajoint venture between
Duffs & Phelps Credit Rating Co. of the US,
the KSE, ISE, and Vital Information Services,
alocal research housg;

— seven entities and three instrument rates as of
April 1998.

Types of Securities
* Federa Investment Bond:

— three-, five- and ten-year terms carrying semi-
annual fixed couponsof 13, 14, and 15 percent
per annum, respectively;

— monthly auctions conducted by the SBP with
bidson price;

— traded in secondary markets and approved for
SLR requirement.

* Treasury Bill

— has replaced the six-month short-term federal
bonds (STFBs) since 26 June 1998;

— offered in three-, five, six- month, and one-
year maturities;

— issued on adiscount basis and bid by yield at
auctions;

—very liquid and approved for SLR require-
ment, but the bulk of transactions are through
repos.

* Term Finance Certificate:

— does not feature coupon in line with rules in
Isamic financing, but is structured to replicate
cash flows of a zero-coupon bond;
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—only listed companieshave the optiontoissue
TFCs, which can aso be listed on any of the :

stock exchanges, though not compulsory;
— rating compulsory for listed TFCs;
— secured and fully underwritten;

— the four listed TFCs and their respective fea-
tures are as follows: (based on 19 May 1998

price):
Coupon Market
Rate Capitalization -

TFC issuer (%) Rating (PRs mn)
Packages 18.50 A+ 234
Sui Southern Gas 18.25 AA 508
Nishat Tek 18.00 A 250
Imperial Chemical

Industries (ICl)

Pakistan 18.70 AA- 1,022
Total 2,014

« Certificate of Investment:

—maturitiesmay range from threemonthstofive

years,

— issuing entity must obtain aminimum invest-

ment grade credit rating;

— designed for leasing companiesand DFIs, with

aminimum of two years of profit record;

— though theoretically fixed return (rate), thefi-
nal payout amount is sometimesrenegotiated.

* Short-term Finance Certificate:
— equivalent to commercial paper;

—first issued in 1997 and privately placed with

mainly nonfinancial ingtitutionsor individuals.

EQUITY MARKET

The Market

Size

» market capitalization at the largest stock ex-
change, KSE, was PRs431 hillion ($9.7 billion)
at the end of May 1998;

« turnover at the KSE, which accounts for an an-
ecdotal 75-80 percent of total volumeof al three
exchanges, averaged PRs1.18 hillion ($27 mil-
lion) daily inthefirst five months of 1999;

« for historical trading records and other statistics
on the market, see Appendix 4, Tables Ad.4—
A4.6.

Participants

Stock Exchanges and Members

» KSE, which dates back to 1947, has 150 active
members out of atotal 200. Out of the 28 corpo-
rate members, there are five foreign brokerage
firms. A total of 778 securities are listed on the
KSE.

« Lahore Stock Exchange, the country’s second
largest, was inaugurated in 1970, with 105 ac-
tive members out of 150 seats on the exchange.
There are currently 631 securities listed, many
of which are cross-listed with the other two stock
exchanges.

* [damabad Stock Exchange, came into existence
in 1992, and has since then attracted 285 listings.
Of theinitial 100 members, about 45 are active.

Mutual Funds

* There are two open-end funds and 40 listed
closed-end mutual funds, 26 of which are man-
aged by the State-owned Investment Corpora
tion of Pakistan (ICP).

« Of the two public sector mutual funds, National
Investment Corp., with 70,000 unit holders and
NAV exceeding PRs27 billion (as of November
1997), accounts for more than 4 percent of the
stock market and about 87 percent of the local
mutual fund combined portfolio.

Provident Funds

 Caninvest up to 20 percent of portfolioin listed
securities.

» A number of public and private sector provident
funds can invest an estimated total of PRs20 bil-
lioninthe equity market.

Insurance Companies

* Sector assets totaled PRs61 billion in 1996, of
which PRs49 billion alone camefrom State Life
Insurance Corp. (SLI).

 SLI holdsabout 11 percent of itsportfolioin eg-
uities (PRs5.5 billion).




* Insurance companies can invest 50 percent of
their portfoliosoutside of list of approved securi- -

ties.

Foreign Investors

* Foreign ownership of the market is estimated at :
15 percent, between $1.2 billion and $1.5 billion. -
« Anecdotal evidence indicates that about 40 for- -
eign (mostly ingtitutiona investor) clientsinvest :

and trade in Pakistan equities.

* Net foreign portfolio investment through the :
K SE isreported at PRsL.9 billion ($47 million)
in 1996, while a net outflow of PRsL billion -
($22 million) was recorded in the first eight :

months of 1998.

* To facilitate trading in local securities, foreign :
investors pay and settle through Special Con- 3
vertible Rupee Accounts (SCRAS), which can
be opened with any authorized foreign exchange -
dealer in the country. Fund transfer to and from

SCRA inforeign currency, from outside or local
FCAs or SCRASs can be made.

« No formal permission is required for entry to
and exit from the secondary markets, but the
investor bears al the foreign exchange risksin
SCRAs although conversion and transaction -

costs are minimized.

Regulatory environment

 The Corporate Law Authority (CLA), adivision
of the Ministry of Finance, wasset upin1981to .
perform the dual tasks of enforcing the com-

pany law and regulating the capital markets:

— the Corporate Wing oversees company regis- -
tration (about 40,000 companiesincorporated, -
of which about 3,000 arepublic, unlisted firms), -

public offerings, and corporate governance;

—the Securities Wing regulates the market -
participants including the three stock ex- -
changes (and about 150 brokerages under :
the exchanges), 33 leasing companies, 51 :

modarabas companies, 40 closed-end mutual
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funds, one venture capital company, two credit
rating companies and the Central Depository
Company, in addition to reviewing the finan-
cia accounts of registered companies,

— major legidation that governs the market and
corporate sector includes:

Year

Legislation Enacted

The Securities and Exchange Ordinance 1969

Monopolies and Restrictive Trade Practices 1970
(Control and Prevention) Ordinance

The Securities and Exchange Rules 1971

The Companies Ordinance 1984

— as part of Asian Devel opment Bank’s Capital
Market Development Program (CMDP), the
CLA isundergoing transformation into an in-
dependent and autonomous Securities and Ex-
change Commission of Pakistan (SECP);

— an SECP policy board was set upin May 1998,
with three private sector members and four
ex-officio members,

— the new SECP will consist of six divisions:

Function
regulation of stock
exchanges, registration of
intermediaries, market
surveillance, enforcement,
compliance, insider
investigation, over-the-
counter (OTC) bond market;
Primary Market and mutual funds, investment,
Investment Management co-regulation of SROs,
public issue of securities,
CDC, credit rating;
registration of companies,
supervision and inspection,
liquidation, complaints;
Finance and Accounts examination of accounts,
leasing, modaraba licensing;
Legal and Enforcement adjudication and litigation,
appeals and investigation,
legislation, rules, regulation;
Administration, Finance administration and finance,
and Human Resources information technology,
training, research.

Division
Market Supervision

Companies Regulation

« Stock Exchanges
—stock exchanges are recognized as SROs;
— KSE corporate members required to have a
minimum paid-up capital of PRs20 million;
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— as part of the CMDP, the Governing Board of - company was subsequently raised to PRs200
each stock exchange restructured in 1997, to : millionin November 1997;
include seven outside directors, two nominated : —thetotal paid-up capita of the 33 leasing com-
by the SECP; : paniesisPRs4.5 billion, and with another PRs2.2

— each stock exchange should set up an inves- : billion coming from leasing modar abas;
tor protection fund; : —aleasing company may apply to issue COls

— market monitoring and control featuresarein | provided that it has been actively engaged in
place along with full automation of thetrading the businessfor two years and demonstrated
system. : profit return above 15 percent, and has ob-

* Mutual Funds : tained a minimum investment grade credit

—the Mutual Fund Association of Pakistan rating;

(MUFAP), an SRO, has 16 corporate mem- —aleasing company isrequired toinvest 70 per-
bers, of which 13 are private. Members in- - cent of its funds in leasing business and dis-
cludethe State Asset Management Co., which closeall loansexceeding 20 percent of itspaid-
is unlisted, and ICP, which manages 26 indi- up capital;

vidual closed-end mutual funds; j —exposure to a single group is capped at 20

— the industry is governed by the Investment - percent of leasing portfolio; businessdealings
Companiesand Investment AdvisorsRulesof - inrea estate not allowed; all leasing activities
1971, and the Asset Management Companies must exceed three years.

Rules of 1996; j * Modaraba Companies:

—minimum paid-up capital is PRs30 million - —the Modaraba Association of Pakistan, an
for any asset management companies, but in SRO, has 51 members, all of whom are listed
practice the industry proposes an increase to on the stock exchanges;

PRs100 million; j — modaraba, or term financing, devised to com-

— mutual fundsarerequired to invest morethan ply with Islamic mode of financing in 1980,
50 percent of their assets in listed securities; refers to an agreement between two parties
short-selling isprohibited; whereby one provides 100 percent of the capi-

— maximum borrowing of aschemeistoremain tal for a project and the other party manages
below 25 percent of itstotal NAV; it. Profits arising from the project are distrib-

— MUFAP proposed that its members declare uted according to a predetermined ratio and
NAVsaswell astheir portfolios on amonthly any losses are borne by the investor;
basis, —the sector is generally divided into two cat-

— MUFAP encourages membersto obtain credit egories: (1) equity/commodity trading and in-
rating for their funds. vestment; (2) leasing; some modarabas have

* Leasing Companies also been involved in manufacturing projects

—the Leasing Association of Pakistan, an SRO but in general the sector remains focused on
setup in June 1995, has 41 members, of which financial services and investments;
eight are leasing modarabas; —the industry is governed by the Modaraba

—theindustry is governed by the Leasing Com- Companiesand Modaraba Rules of 1981, and
panies (Establishment and Regulation) Rules the management isrequired to provide 10 per-

of 1996, minimum paid-up capita for aleasing cent of the total paid-up capital;



—there is no minimum paid-up capital, but the -
lowest in the sector is PRs30 million, and half
of the sector has a paid-up capital in excess of :
PRs100 million. The total paid-up capital of -

the sector is about PRS9 hillion;

—modarabas are registered under the Regis-

trar of Modaraba;

—fund are raised through Certificates of :

Modaraba, issued directly to the public;

—inline with Ilamic Ideology, modarabas are :

not allowed to raise funds through debt.

* Controller of Insurance (Cl), a department un- :
der the Ministry of Finance, regulatestheinsur- -

anceindustry:

—the sector is governed by the Insurance Act :
1938 and the supporting rules framed in 1958; :
—under ADB’s CMDP, CI will be replaced by
an independent and autonomous Pakistan In-
surance Regulatory Authority (PIRA) to pro-
mote sector development and protect the in-

terest of policyholders;

—it is envisaged that the PIRA will be respon-
siblefor licensing, delicensing, and registration
of insurance companies and intermediaries; -
general supervision and monitoring of thein- -
dustry and enforcement of compliance with -
insurance law; and assessment of the finan- .

cial soundness of the companies;
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—thelast insurance licence was issued in 1994,
* Insurance Companies:

—the Insurance Association of Pakistan, an
SRO, has 68 members, of which 63 arein gen-
era insurance, four in life insurance, and one
in reinsurance;

— therewere 97,510 licensesissued to insurance
agents and 812 to insurance surveyors as of
end-1997,

—the sector’s assets stood at PRs61 billion as
of June 1996, of which PRs18 billion wasfrom
gross premium;

— the minimum paid-up capital for an insurance
company is PRs40 million for general insur-
ance and PRs100 million for life insurance;

—solvency margin increased to PRs2.5 million
(from PRs500,000) in October 1997,

— it is specified that 30 percent of the portfolio
must bein government securities, with another
30 percent maximum in other approved instru-
ments or government securities.

Types of Securities

* There are 778 listed companies (including mu-
tual funds) on the KSE, of which about 100 to
130 are traded regularly.

* There are no derivative products available for
thetime being.

99

Appendix 3
Market Infrastructure

« Official trading hours are 10 am.—2 p.m. for the
first session, and 3 pm-4:30 p.m. for the after-
NoonN Session.

TRADING SYSTEMS * A minimum of 100 shares of PRs10 each are

Computerized Screen-based Trading
KSE

open outcry system in the morning session.

« All scrips traded through the Karachi Auto-
mated Trading System (KATS) as of 25 May
1998. Previously, the three most active stocks
(accounting for more than 90 percent of daily :
market turnover) remained traded through the :

traded. Transaction below 100 shares (odd |ots)
usually incur an extra cost.

* The system can handle up to 40,000 trades per
day, compared to the pre-KATS average of
12,000 trades.

* A two-tier system was introduced on 14 Sept-
ember 1998 for atwo-month trial, in an attempt
to improve liquidity on the less-actively traded
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counters. Only those counterswith averagedaily -
turnover below 500,000 shares the previous :
month are to be traded in the afternoon session. :

LSE

» The Lahore On-Line Trading System handled :
al thelisted countersfrom 1 July 1997. Thesys- |
tem is being enhanced to include special trans-
action types, besides the regular and negotiated -

deals currently covered by the system.

* Contingent order (e.g., stop loss) type aswell as
market control ability will befeaturedinthenew

version.

 Remote trading facilities were enabled with the
new system, to accommodate those members

located physically outside the L SE.

ISE

* The Idamabad Stock Exchange Computerized
Trading System became fully operational on -

2 May 1997.

 About 70 percent of trading is crossed with the
other two exchanges (viatelephone), particularly
with KSE, wherethe most actively traded stock,

HUBCO, islisted exclusively.

Open Outcry

» Though formally abolished, the system remains
on stand-by in the event of power cuts, which
are not infrequent.

* Under this system, two company boards repre-
senting different sectors, run simultaneously on
the floor. The first board comprises of sectors
1-8, the second sectors 9-27.

* The sectors are traded in numerical sequence
while scrips within each sector are being called
upon in aphabetical order. Onceastock iscalled
upon on the “ready board,” it is given a maxi-
mum two minutes to trade if there isinterest.

* Trading jargons, derived from the memoni lan-
guage, are used in KSE, as most of its members
come from the small memon community.

Off the Board

* Transactions between members off the floor,
during or after trading hours, or crosstrades, are
referred to as “ off-the-board transactions.”

Interbank

« Trading in foreign exchange between commer-
cial banks and money market brokers is con-
ducted either through the Reuters Dealing Sys-
tem or by phone.

CLEARING, PAYMENT, AND SETTLEMENT
SYSTEMS

Central Depository System (CDS)

Background

 The Central Depository Company (CDC) was
incorporated with apai d-up capital of PRS50 mil-
lion on 21 January 1993 to implement and oper-
ate the CDS. CDC is to operate as a central
securities depository on behalf of the financial
services industry.

* In January 1997, the Government promulgated
the Central Depository Ordinance, setting the
stage for scripless delivery and settlement of se-
curities.

 Stamp duty on transfer of shares in the CDS
is being levied at 0.1 percent, compared with
1.5 percent on physical delivery.

» The CDS commenced operation, with asel ected
group of eligible scrips, on 3 September 1997.
As of August 1998, about 122 listed securities
were being handled by the CDS, representing
about 75 percent of turnover.

Main Features

» The CDSisared-time, on-line electronic book
entry systemto record and transfer securities. Un-
derthesystem, ownershipsof scripsaretransferred
without any physica movement of certificates.

» TheCDSactsasatrusteefor investorsand holds
the securities as a hominee on the investor’s
behalf. Current operationsinclude:




— deposit of existing and new securitiesinto the -

depository;

—withdrawal of securitiesin theform of certifi-
catesto cater to investors who prefer physical :

possession of certificates;

—free transfer, an instantaneous book-entry :
transfer of securities without any associated :
cash movement, no stamp duty will belevied; :

— pledging securitiesin favor of alender. Thisis :
expected to reduce the risk of fake share cer- :

tificate and also decrease paperwork.

movement, and Delivery vs. Payment (DVP).

network (LAN).

being suspended.
Account Structure
—there are five types of accounts:

Account Features

Main allocated to each participant, mainly
as a transit account for movement of
securities;

House for securities owned beneficially by
participants;

Sub for individual clients of a participant;

Group Client for clients unwilling to open separate

subaccounts;

Cash for participants opting for DVP
facility; a rolling settlement fund is
required in advance.

— participationin CDSislimited to stockbrokers,
custodian banks, financial intitutions, and qua- -
lified private investors. Retail investors have -

to participate through these institutions.

Settlement

* The settlement period is currently the same as :
that of CDS, which is a minimum of T+7. For -

The system isundergoing an upgradeto include :
facilities such as stock borrowing, cash-only -

The CDC islocated in the KSE building, andis :
linked to the other two exchanges via a combi- :
nation of leased line/VSAT link and local area -

Transaction viathe CDSiscompulsory for those
listed securities whose eligibility has been de-
clared. Theremaining non-CDS companieshave
to register before June 1999 in order to avoid -

REFORMING PAKISTAN'S CAPITAL MARKETS

each clearing period, Monday to Friday, the settle-
ment date falls on Wednesday the following
week.

« In amove to reduce specul ation and short sell-
ing, the KSE proposed to shorten the settle-
ment period to T+3 from 27 May 1998. How-
ever, due to opposition from members, the de-
cision was deferred two days before coming
into effect.

« Spot transactions take place at least 14 days
before the closure of share transfer books as
notified by listed companies, in which case settle-
ment iswithin 24 hours.

* It is envisaged that once the transfer to CDS is
completed, settlement will be shortened to T+3.

Clearing and Payment Systems

Non-CDS transactions

« At present, each stock exchange has its own
centralized clearing house, adopting the Continu-
ous Net Settlement system. Clearing dates are
notified in advance.

» The sales, purchases of shares, and financial
obligations of each member/firm within aclear-
ing period are netted out, and the net receivable
or payable position isthen calcul ated.

* Instructionsfor deliveriesof the netted outstand-
ing securities are issued. Payments to and from
membersarerouted through the Clearing House.

 Thestandard practiceis DV P, whereby payment
and delivery are made simultaneously. Most for-
eign investors and some of the large local insti-
tutions such as NIT settle through DVP,

* Non-DVPisstill common. In essence, payment
before noon on Wednesday (settlement date) and
delivery on Thursday, although the stock ex-
changes are encouraging al members to switch
to DVP.

Central Depository System Transactions
* Theclearing house procedureislargely the same,
except no physical delivery of securities takes

101
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place. In addition, payments are settled via a -

book-entry form through CDS.

* Regulationsare being drafted on electronic fund
transfer to support a system for electronic and -

nonpaper based payments.

» Anon-lineaccounting systemisbeing devel oped,
to facilitate intrabank, interbank, and intercity -

electronic transfers by banks.

Interbank Systems

» Clearing and settlement are through a book en- -
try system at T+0, before 12:30 p.m. Payment -
(DVP) is done though the Subsidiary General -
Ledger Account (SGLA) held by all bankswith

the SBP on the same day.

* Once cleared and paid, trades are confirmed by
the SBP by 1:30 p.m. Physical delivery could be -

effected if required.

ACCOUNTING AND DISCLOSURE

Accounting Standards and Audit

* Broadly in line with the International Account-

ing Standards.

 All NBFlsarerequired to have aninternal audit
department, the head of which is to report di-

rectly to the chief executive.

* External auditing isto be performed by a char-
tered accountant, as defined in Chartered Ac-
countants Ordinance of 1961.

Reporting and Disclosure
* NBFlIs are to submit regular reports to the re-
spectiveregulators:
—two weekly: statement of affairs, liquidity po-
gtion;
—three monthly: investment held for SLR, eg-
uity and liability (and contingent);
— quarterly, half yearly, and annual reportswith
ascending orders of details.
* All listed companies are required to submit to
the respective exchange:

— Semiannually: unaudited financial statements
including balance sheet, profit and loss;

—annually: audited financial accounts;

—ad hoc basis: any material information with
potential impact on share price.

LISTING PROCEDURES

Minimum Requirements

* Issue of capital is governed by the Companies

(Issue of Capital) Rulesof 1996, the main condi-

tionsfor first time public offering being:

— for loan-based projects: to verify that at least
30 percent of the plant and machinery hasbeen
installed and that 80 percent of the subscrip-
tion received has been utilized in the project;

— for equity-based projects: issue must be fully
underwritten, and the underwriters, not being
associated companies, shall include at least two
financid ingtitutions;

— profitable operational record of at least one
year; and

— premium on public offering must not exceed
those charged on placements with foreign or
local ingtitutions.

Listing digibility issubject tothelisting regula

tions of each stock exchange. For KSE listings,

the main requirements are:

— minimum paid-up capital of PRs50 million and
thisisto be subscribed by at least 500 inves-
tors,

— for companieswith capital below PRs200 mil-
lion, at least 50 percent of the capital isto be
offered to the public;

— for companieswith capital above PRs200 mil-
lion, at least PRs100 million or 25 percent of
the capitd isto be offered, whichever ishigher;

—in the case of modarabas, 30 percent of the
total paid-up capital shall be subscribed by the
sponsors or associates, and the balance of 70
percent to be offered to the public; and

— prior approval from the CLA isrequired.




REFORMING PAKISTAN'S CAPITAL MARKETS 103

Appendix 4
Selected Statistics on the Capital Market

IELIEYNB Turnover of Official Foreign Exchange Transactions ($ billion)

1995-1996 1996-1997 1997-19982
Interbank Trades 50.24 56.73 52.53
Notes Purchased 4.03 5.47 4.69
Total 54.27 62.20 57.22

2 June 1997 to March 1998 only.
Source: State Bank of Pakistan.

JELICYA:WE Details of Foreign Currency Account Holdings, End-April 1998 (billion)

$ £ DM ¥
Banks 8.22 0.37 0.34 35.43
Nonbank Financial Institutions 1.85 0.01 0.07 3.90
Total 10.07 0.38 0.41 39.33

Source: State Bank of Pakistan.

JELICYAVE Domestic Government Debt and Saving Instruments Outstanding (PRs billion)

1992 1993 1994 1995 1996 1997

Total Debt 525.1 611.3 711.0 798.6 909.2 1,041.8
(percent of GDP) 43.3 45.6 45.3 42.8 42.0 43.3
Floating Debt 197.3 215.8 257.6 294.2 361.6 433.8
(percent of total) 37.6 35.3 36.2 36.8 39.8 41.6
T Bills/STFB2 71.7 62.8 95.1 58.0 58.7 148.2
Permanent Debt 185.1 2455 264.2 293.6 294.7 296.2
(percent of total) 35.3 40.2 37.2 36.8 324 28.4
Federal Investment Bonds 83.4 137.0 149.7 168.8 165.8 156.5
Foreign Exchange Bearer Certificate 8.5 11.0 11.8 13.5 12.0 10.6
Foreign Currency Bearer Certificate 0.5 2.2 3.1 3.5 4.1 4.1
Prize Bonds 29.7 34.6 39.3 44.7 51.0 60.5
Unfunded Debt 142.7 150.0 189.2 210.8 252.9 311.8
(percent of total) 27.2 24.5 26.6 26.4 27.8 29.9
Defense Savings Certificate 47.5 53.0 64.4 85.0 105.2 136.6
Special Savings Certificate 43.0 62.2 68.4 76.9 88.3 102.1
Regular Income Certificate 2.9 1.1 5.4 9.4 14.1 30.6
National Savings Center Certificate 76.0 85.8 101.5 122.1 146.5 191.5

GDP = gross domestic product, STFB = short-term federal bonds.
2 End December.
Source: State Bank of Pakistan.
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AELICWAVRE Number of Institutions

Item 1992 1993 1994 1995 1996 1997 19982
Stock Exchanges 2 3 3 & 3 3 3
Broker/Dealer (active): na na na na na na na
KSE Corporate na 10 na na 24 28 29
KSE Individual na 101 na na 106 108 121
LSE Corporate na na na na 8 9 10
ISE Corporate na na na na 15 20 20
Investment Banks na na na 11 iLg 15 15
Mutual Funds 28 29 34 40 42 42 42
Leasing Companies 14 18 24 22 29 33 33
Modarabas 32 41 44 40 49 53 51
Insurance Companies: na 48 na 62 62 68 68
Life na 1 na 4
Reinsurance na 1 na 1 1 1 1
General na 46 na 57 57 63 63
Rating Agencies na na 1 1 1 2 2

na = notavailable.

ISE = Islamabad Stock Exchange, KSE = Karachi Stock Exchange, LSE = Lahore Stock Exchange.
2 as of May 1998

Sources: CLA, SBP, KSE, ISE, LSE, MUFAP, Controller of Insurance.

QELIEYVR Listed Capitalization of Institutions

As of 30 September 1997 As of 19 May 1998

Number Mkt. Cap. % of Number Mkt. Cap. % of
Item Listed (PRs billion) Total Mkt. Listed (PRs billion) Total Mkt.
Mutual Funds (closed-end) 39 4.33 0.8 39 3.76 1.0
Leasing Companies 31 5.04 0.9 32 3.86 1.0
Modarabas 52 3.75 0.7 48 3.00 0.8
Insurance Companies 39 8.20 15 36 6.69 1.8
Investment Banks na na na 14 3.18 0.9
Securities Firms na na na 6 0.93 0.3
Venture Capital na na na 1 4.25 1.2

na = notavailable.
Source: Karachi Stock Exchange.
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AELICYAYN Equity Market Summary, End Period

1991 1992 1993 1994 1995 1996 19972 1998P
Number of Listed Companies

KSE 542 628 653 724 764 782 781 773

LSE 417 505 552 570 616 640 637 631

ISE na 113 185 218 260 282 285 285

Market Capitalization® (PRs billion)

KSE (PRs billion) 189.52 203.80 370.20 400.52 327.78 471.67 524.15 268.47
($ billion) 7.67 7.93 12.29 13.00 9.57 11.73 11.87 5.84
(percent of GDP) 18.6 16.8 27.6 25.5 17.6 21.8 21.8 9.7

LSE (PRs billion) 161.14 175.25 208.43 359.05 290.57 296.01 496.76 365.39

ISE (PRs billion) na 50.71 188.16 237.65 217.10 166.12 326.59 293.93

Listed Capital® (PRs billion)

KSE 37.02 58.20 69.47 104.14 134.43 202.69 208.81 210.64

LSE 29.95 49.86 59.70 77.24 99.75 119.42 187.00 187.13

ISE 11.43 32.05 51.00 75.47 89.93 147.64 149.29

Number of New Listings
KSE 61 86 38 72 41 30 4 1
Capital Raised (PRs billion)

KSE 6.40 19.36 8.56 30.65 23.56 54.79 4.17 na
(percent of mkt. cap) 3.4 9.5 2.3 7.7 7.2 11.6 0.8 na

IPOs 5.30 15.28 5.57 25.61 17.90 45.00 2.27 0.22

Rights Issues 1.10 4.08 2.99 5.03 4.95 8.54 1.90 na

Debt na na na na 0.71 1.25 na na

Ave. Daily Turnover® (PRs million)

KSE na 113.00 297.10 296.00 340.00 684.16 1947.70 1,179.60
(% million) na 4.5 10.6 9.7 10.7 18.9 47.1 26.5

Annual Total (PRs billion) 55.84 86.68 117.00 320.80 342.06 514.98 807.56 311.00
(percent YOY) na 55.2 35.0 174.2 6.6 50.6 56.8 na

Annual Total (PRs billion) 15.23 24.44 51.58 97.47 101.45 na na 169.70
Ratio (percent of mkt. cap) 8.0 12.0 13.9 24.3 30.9 na na 394

No. of Shares (million) na na 5.50 7.80 13.93 29.40 56.10 56.90

LSE (PRs million) na na na na 160 364 na 747

ISE (PRs billion) na na na na na 17 na na

KSE-100 index 1672 1244 2164 2049 1498 1340 1754 1,017
(percent YOY) 74.0 (5.3) (26.9) (10.5) 30.9 (42.0)

( ) =negative values are enclosed in parentheses, na = not available, YOY =year-on-year.

ISE = Islamabad Stock Exchange, KSE = Karachi Stock Exchange, LSE = Lahore Stock Exchange.
2 Certain 1997 figures are estimates.

b Actual 1998 figures up to end-May.

¢ Up to April 1998.

Sources: KSE, LSE, ISE, SBP, IFC.

IELICYAVAE Pakistan vs. Emerging Equity Markets, June 1998

Market Capitalization Turnover
No. of Listed Companies ($ billion) (%) (% of world) Average ($ million) Ratio (%)
Argentina 137 50.99 2.7 0.0023 51.1 0.10
Egypt 700 20.78 1.1 0.0009 19.4 0.09
Malaysia 728 66.95 3.5 0.0030 59.1 0.09
Pakistan 779 5.63 0.3 0.0002 24.4 0.43
Philippines 223 29.45 1.5 0.0013 23.3 0.08
Sri Lanka 243 1.70 0.1 0.0001 1.4 0.08
Turkey 271 60.98 3.2 0.0027 328.9 0.54

Sources: IFC, MSCI.
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Top Ten Stocks, May 1998

By Market Capitalization By Turnover
Stocks PRs billion Percent of Market Stocks PRs million Percent of Market
PTCL ‘A 97.94 26.6 Hub Power 1,410.59 59.5
Lever Brothers 92.62 25.1 PTCL‘A 747.87 31.5
Hub Power 32.34 8.8 ICl Pakistan 42.93 1.8
FFC Jordan 21.75 5.9 PSO 37.38 1.6
PSO 16.53 4.5 MCB 22.58 1.0
ICI Pakistan 11.12 3.0 FFC Jordan 13.45 0.6
Engro Chemical 10.28 2.8 Adamjee 13.29 0.6
Shell 6.43 1.7 Shell 12.29 0.5
MCB 6.15 1.7 Fauiji Fertilizer 12.26 0.5
Sui Southern Gas 5.48 15 Engro Chemical 5.60 0.2
Total 300.64 81.6 Total 2,318.24 97.8

FFC = Fauiji Fertilizer Co., Ltd.; ICI = International Chemical Industries; MCB = Muslim Commercial Bank, Ltd.; PSO = Pakistan State Oil Co., Ltd.; PTCL = Pakistan
Telecommunication Co., Ltd.
Sources: IFC, MSCI.

IELIEWAYRR Nonbank Financial Institutions Sector Profile

FY 1994-1995 FY 1995-1996 FY 1996-1997

Credit Disbursement (PRs billion) 42.9 52.9 45.2
Fixed Industrial Financing 14.1 20.1 20.8
Investment Banks 5.0 7.7 7.3
Leasing Companies 7.8 10.5 8.3
Modarabas 1.3 1.9 5.2
Working Capital Loans 28.8 32.8 24.4
Investment Banks 24.1 29.2 21.5
Leasing Companies 1.1 1.0 0.4
Modarabas 3.6 2.6 25
Gross Premiums (PRs billion) na 15.1 15.5
Life Insurance na 7.3 8.1
General Insurance na 7.8 7.4
Major Investment Portfolio (PRs billion) 152.8 81.2 87.4
State Life Insurance 37.9 43.1 48.5
In Listed Securities 4.8 5.5 585
National Investment Trust na 26.0 27.0
Investment Corporation of Pakistan na 3.9 3.6
In Listed Securities na 2.7 2.8
Employees Old Age Benefit 15.0 na na
Employees Provident Funds (private) 75.0 na na
Benevolent Funds 20.0 na na

na = not available.
Sources: SBP, Controller of Insurance, SLI, NIT, ICP, PACRA.
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