View metadata, citation and similar papers at core.ac.uk brought to you by fCORE

provided by The Pakistan Development Review

The Pakistan Development Review
45 : 1 (Spring 2006) pp. 49-85

Foreign Currency Deposits and | nter national
Liquidity Shortagesin Pakistan
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This paper studies the implications of foreign enay deposits (FCDs) for
international liquidity shortages in Pakistan. Taealysis focuses on how the large
volume of FCDs and the specific institutional cleéeastics of those deposits have made
the Pakistan economy highly vulnerable to exogerstuxks. The analysis shows that
FCDs created another channel for government bongwand fiscal sustainability in a
“closed” system may be very different from susthiliy in a more “open” system.
There is a need to think of these issues in terimstal balance sheet vulnerability, and
we recommend measures that would make domestiermayrdenominated assets
attractive to investors.

JEL Classification E52; F41. Keywords:Capital Account Liberalisation, Financial
Development, Dollarisation.

. INTRODUCTION

This paper focuses on several shortcomings in thg iw which the capital
account of the balance of payments in Pakistanlivaslised with the introduction
of foreign currency deposits (FCD). The policymakéhought that the foreign
currency deposits might be the answer to the loagllef savings and investment in
the economy, because these deposits could helpotulise both domestic and
external savings. However, the increase in poteséigings from the FCDs did not
result in a boom in investment, but instead théwetserm foreign liabilities helped
to finance large fiscal and external current actaleficits for a somewhat longer
period than would have been possible otherwise.€eFukeresult was that the country
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was saddled with a debt overhang problem, whiclersdy constrained long-term
growth prospects. The experience of Pakistan detradas the importance of public
debt sustainability for maintaining economic sti#piand growth, and underlines the
difficulties that borrowing governments face inessing what are appropriate debt
levels, that is, those that can be sustained, &dlyed there is a high degree of
dollarisation in the economy. The analysis attenptginpoint the central structural
weaknesses in the financial system, focusing itiqua@r on how short-term foreign
liabilities have adversely affected the condudimncial policies:

The FCD scheme required banks to sell all of tlmeifm exchange deposited
with them to the State Bank of Pakistan (SBP), Wwhic turn provided foreign
exchange cover to the commercial banks. The SBRidqed the forward cover at
subsidised rates for almost all years during theratjion of the original schenieggnd
the foreign exchange earnings that could have gote international reserve
accumulation were instead used for financing ptnsts fiscal and external
imbalances. The resulting open foreign exchange position abee an increasingly
difficult problem for the SBP with the continuedowth of the FCDs, on the one
hand, and the rundown of international reservegherother hand. The problem was
made worse by the failure of the private sectomdequately insure against the
possibility of an international liquidity shorta@@efined to be one where the external

Our focus on FCDs is not meant to “put too muchmiaiaon them as a cause of Pakistan’s
problems, instead by limiting our analysis to a fkey factors, we hope to provide a more in-depth
analysis of certain core issues that are frequenégtioned in policy discussions, but that couldéfi¢
from a more rigorous treatment. Needless to say,phper does not aim to cover all of the diffimdt
(e.g., terms of trade deterioration, sharp fluétuest in capital inflows, droughts in some yearspfls in
some others, and political instability) that stydhithe several attempts made by the authorities at
introducing comprehensive stabilisation and stmattteform programs. Excellent and detailed accaunt
of what happened more broadly and what needs tiohe in Pakistan can be found elsewhere. See, for
example, IMF (2001, 2002a, 2002b), IMF Independargluation Office (2002), and World Bank (2002).
See also the important contribution of Yaqub (2008)ich not only provides an authoritative analysfis
monetary policy and banking sector reforms but alseds light on the complex political environment i
Pakistan.

2The description of the FCD scheme in this paragisgior (what might be termed for the lack of
a better word) the “original” FCD scheme, which virmgffect till May 1998, at which time the autht@s
imposed a freeze on the convertibility of foreignrency deposits. Subsequently, a new set of régna
were issued for FCDs, and these are sometimesidhlie"new” FCD deposits, and while these deposits
have grown rapidly, some of the problems such asSBP providing forward cover are not present é th
new scheme. In several instances we try to pointhesi crucial difference between the two reginies, it
should be kept in mind that most of the discussiothis paper deals with the problems from theiogb
scheme, although many of the same issues crop thptix new regime, including the need for self-
protection policies to reduce the country’s expegorcapital account crises.

*This policy dilemma was a result of the fiscal gregs on monetary policy and the balance of
payments, on the one hand, and the way the FCDvexkas operated, on the other hand. Furthermore,
since the SBP was incurring quasi-fiscal defiditsth on account of providing forward cover at sdissd
rates to encourage deposit mobilisation and alsmpiementing various concessional lending schemes,
the fiscal problems were compounded by the buildsti-CDs and the ensuing losses on the central
bank’s balance sheet. See Yaqub (2003).
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supply of funds is a vertical curve). This issualiscussed below in considerable
detail in terms of the Caballero-Krishnamurthy dliglidity model, where the
private sector underinsures against crisis evenisthe extent of the underinsurance
depends on the expectations about central bankonsctiduring a crisis.
Unfortunately, instead of taking either direct ndirect ex-ante measures that would
have encouraged the private sector to carry meeenational liquidity into the crisis
situation, the authorities were doing exactly tippasite, namely, encouraging the
build-up of FCDs through preferential treatmenix¢s SBP provision of forward
cover at subsidised rates, etc.). In particularspide the private sector
underinsurance problem and the high risks of imtonal liquidity shortages, the
authorities left the international reserves at lewels; in fact, for many years they
rarely met even the rough rules of thumb for adegjuaserve/import cover. By the
mid-1990s, the authorities were facing not only wlig sector debt that was
reaching unsustainable proportions but also a mgggroblem of inadequate
international liquidity.

The paper is organised along the following lineslldwing this section,
Section Il discusses the effects of persistengfiseficits in Pakistan on domestic
savings and external indebtedness. The discusstrsés on how the FCD scheme
helped to mobilise savings but only at the cogpuwiting severe strains on financial
policies, which leads to the discussion of capitetount liberalisation and FCDs.
Section Il begins with a description of the evaut of the FCD scheme, then
discusses the implications of the FCDs and do##ina for the conduct of financial
policies, and concludes by weighing the benefitsnfihaving large foreign currency
deposits against their costs. This discussion dfitala account liberalisation,
financial market distortions, and excessive vatgtiin asset prices during the
various episodes of near financial crises setssthge for the prescriptions for
optimal policy responses to these crises, whichaken up in the following section.
Section IV describes the government’s policy resgoto the various episodes of
financial distress, focusing not only on the stdpst have been taken but also on
what additional steps must be taken. Finally, $ectV/ contains some brief
concluding remarks, including a comment on therjirés for fiscal consolidation
and the reform of the FCD scheme. The analyticthefCaballero-Krishnamurthy
model and its implications for the FCD scheme ikiftan are provided in the
Appendix.

1. FOREIGN CURRENCY DEPOSITS, FISCAL DEFICITS,
AND EXTERNAL DEBT

Pakistan experienced protracted balance of paynpeatdems throughout the
1980s and 1990s, reflecting the expansionary filshmpolicies but also weaknesses
in the structure of the external sector (Table The country had a narrow
base of export products; over half of the expadse from cotton and cotton-based
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Table 1
Basic Economic Indicators, 1973-2003
Current  International Official
Account Reserves Exchange
Inflation Deficit (Months of REER Rate
GNI growth  (End-of  (Percent of Imports of (Percentage (Rupees per
Year (Percent) Period) GDP) G&S) Change) Dollar)
1973 24.33 23.07 -1.40 5.93 n.a. 9.88
1974 29.90 26.66 -10.04 3.60 n.a. 9.88
1975 28.42 20.90 -9.18 2.09 n.a. 9.88
1976 18.72 7.16 -6.33 2.65 n.a. 9.88
1977 16.40 10.13 -4.12 2.30 n.a. 9.88
1978 21.42 6.14 -4.53 1.77 n.a. 9.88
1979 11.13 8.27 -4.28 0.83 n.a. 9.88
1980 20.54 11.94 -3.25 1.26 n.a. 9.88
1981 19.18 11.88 -2.86 1.52 12.46 9.88
1982 16.16 5.90 -1.27 2.34 -8.39 12.84
1983 15.53 6.36 -1.84 4.03 -3.42 13.50
1984 13.77 6.09 -3.57 2.20 2.12 15.36
1985 11.12 5.61 —2.66 1.58 —6.60 15.98
1986 8.90 3.51 -1.73 1.58 —17.48 17.25
1987 9.53 4.68 —2.60 1.15 -11.02 17.45
1988 15.71 8.84 -3.45 0.83 -1.50 18.65
1989 13.10 7.84 -3.59 1.00 -6.39 21.42
1990 11.78 9.05 -3.54 0.60 —6.54 21.90
1991 16.83 11.79 -3.33 0.98 -1.82 24.72
1992 17.02 9.51 -4.30 1.18 -1.43 25.70
1993 10.27 9.97 -4.81 1.56 -0.35 30.12
1994 16.55 12.37 -3.61 3.77 -2.24 30.80
1995 20.12 12.34 -5.54 2.09 —-0.65 34.25
1996 12.39 10.37 -6.44 0.69 -1.96 40.12
1997 14.01 11.38 —4.22 1.35 3.08 44.05
1998 10.14 6.23 -3.19 1.33 -3.47 45.89
1999 9.78 4.14 -2.79 2.01 -5.72 51.78
2000 7.53 4.37 -1.89 1.71 1.18 58.03
2001 7.67 3.15 0.42 4.12 -6.95 60.86
2002 8.55 3.29 4.14 8.31 3.95 58.53
2003 14.70 291 3.27 9.27 -4.94 57.22
Period Averages
1973-79 21.47 14.62 -5.70 2.74 n.a. 9.88
1980-89 14.35 7.27 —2.68 1.75 -4.47 15.22
1990-99 13.89 9.72 —-4.18 1.56 -2.11 34.93
2000-03 9.61 3.43 1.49 5.85 -1.69 58.66

SourcesWorld Economic Outlook and International Finan@gdtistics Databases.
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products. Workers remittances were a sizable ptaporof total exports,
although they declined in the 1990s and became mewdat less important
source of foreign exchange earnings, but this treasl again reversed in recent
years. The sharp fluctuations in these remittamefiected changes in economic,
political, and other conditions in the host couestias well as in Pakistan. The
persistent current account deficits had been firdnioter alia, by foreign direct
investment and portfolio capital, but more so bg #ttcumulation of short-term
foreign liabilities on account of the FCDs and fgreassistance by bilateral and
multilateral donors (Tables 2 and 3).

Table 2

Foreign Currency Deposits and Official Reserve9@91-2003-04
International
TFCD4/ Reserves5/ Difference

Fiscal Yearl/ NRFCD2/ RFCD3/ (@) (b) (b-a)
1990-1991 2,203 389 2,592 1,390 -1,202
1991-1992 1,989 1,707 3,696 1,761 -1,935
1992-1993 2,227 2,250 4,478 1,369 -3,109
1993-1994 2,920 3,002 5,923 3,337 -2,586
1994-1995 3,191 3,384 6,575 3,730 -2,845
1995-1996 4,158 4,147 8,305 3,251 -5,054
1996-1997 4,352 5,491 9,843 1,977 -7,866
1997-1998 3,655 6,024 9,679 1,736 —-7,943
1998-1999 2,493 2,354 4,848 2,371 2,477
1999-2000 1,641 1,303 2,944 2,150 -794
2000-2001 1,184 1,069 2,253 2,666 413
2001-2002 424 770 1,194 5,439 4,245
2002-2003 62 232 293 10,700 10,407
2003-2004 46 175 221 12,114 11,893
Period Averages
1990-91-1999-00 2,883 3,005 5,888 2,307 -3,581
2000-01-2002-03 557 690 1,247 6,268 5,022

Source:Pakistani authorities.
1/Fiscal year ends on June 30. Observation for -2@0@presents the data of February 2004.
2/Non-resident foreign currency deposit.
3/Resident foreign deposit.
4/Total foreign currency deposit.
5/International reserves include gold, SDR, fore@gchange reserves, and authorised dealers’
balances.
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Table 3

Resident Foreign Currency Deposits (RFCD) and
Money Supply, 1990-91-2003-04

M2 RFCDs Ratio of RFCD
(In Millions of (In Millions of to M2

Fiscal Year 1/ Rupees) Rupees) (In Percent)
1990-91 368,783 9,957 2.70
1991-92 480,644 44,382 9.23
1992-93 567,169 65,712 11.59
1993-94 662,805 96,138 14.50
1994-95 772,998 108,654 14.06
1995-96 938,680 145,958 15.55
1996-97 1,053,234 222,882 21.16
1997-98 1,206,320 278,556 23.09
1998-99 1,280,546 120,917 9.44
1999-00 1,400,632 112,475 8.03
2000-01 1,526,044 154,154 10.10
2001-02 1,761,370 157,456 8.94
2002-03 2,078,769 126,138 6.07
2003-04 2/ 2,312,307 148,282 6.41
Period Averages

1990-91-1999-00 873,181 120,563 12.94
2000-01-2002-03 1,788,728 145,916 8.37

Source:Pakistani authorities.
1/Fiscal year ends on June 30.
2/Latest available data.

Under the regulations governing the FCD schemegdinemercial banks were
not allowed to use the foreign exchange they reckivom the FCDs for holding
foreign exchange assets, but instead had to swareéhdo the State Bank, which
provided them with rupees at the prevailing exclearage. The commercial banks
would use the rupees for lending to the private @uidic sectors, as well as meeting
reserve and liquidity requirements. At the sameetithe commercial banks closed
their open forex position by purchasing forward eofrom the State Bank, which
was sold at subsidised rates (the rate of depreciaf the rupee exceeded the cost
of forward cover) for almost all years during theecation of the original scheme.
Thus, the FCDs were a highly profitable propositionthe commercial banks, and
they were more interested in mobilising FCDs thepasits denominated in rupees.
The forward cover contract would be for six montasd so long as the deposits
remained with them, the commercial banks would ppase a new contract upon
expiry of the old one (see below).
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Besides the opening up of the capital account enahnplications for private
sector behaviour, the FCD scheme had another rmajication for macroeconomic
stability, because it significantly expanded theamty of the authorities to obtain
reserves through external borrowthgrFor one thing, the opening up of the capital
account made international liquidity a much broaated more relevant concept than
international reserves. Instead of relying soleiyofficial international reserve assets
for the financing of balance of payments deficttse authorities could use other
available resources such as borrowing those agsstsprivate domestic residents
that were close substitutes for international neseror borrowing from private
international capital markets. As noted above, Ri® scheme required that all of
the foreign exchange earnings deposited with thengercial banks be sold to the
central bank, which in turn provided foreign exchancover to the commercial
banks. These structural changes to the interndtiom#dity system had made it
difficult to derive either simple rules of thumb Bgorous quantitative projections
that could serve as meaningful criteria for assgssihe need for reserve
accumulatior. Accordingly, the discussion below on the need feserve
accumulation, particularly given the large foreigrchange borrowings, will shy
away from constructing quantitative measures oermtional liquidity or in
comparing reserve holdings with the levels of impoinstead, greater consideration
will be given to an analysis of whether larger Eoof owned reserves would have
improved the performance of the economy.

More generally, external borrowing permits a cowyrttyr maintain domestic
investment at levels beyond those that could banfied through domestic saving
alone. If these resources have been channeleginttuctive capital accumulation,
these investments could be expected to generatstitb@m of returns required to
repay the original loans. If the resources wered uge sustain consumption, the
repayment of the indebtedness must be at the eapefsfuture levels of
consumption, a far more onerous prospect. It exefiore, of considerable interest to
know whether the increased indebtedness of Pakisfietted increased investment
or increased consumption. The worsening of theectideficit of the public sector in

“Bartolini and Drazen (1997).

0One could argue that the FCDs did not necessarienit more difficult to derive rules for
prudent reserve accumulation, because given thepsit which the SBP provided forward cover to the
commercial banks, one could simply add FCDs toreateshort-term liabilities and calculate the omlm
reserve levels from this metric. However, if onerevéo use this metric, then it would show that the
Pakistan authorities had considered optimal redemals for many years in the period under reviewe
negativeseveral months of imports of goods and servicesctwkeems highly unlikely. In fact, the
authorities had seen the FCDs not as short-terilifies, but as a permanent fixture of the finahci
system, not least because they expected autorséitmver of the deposits, particularly those hejdthe
overseas workers. Needless to say, the authdid@esl many constraints in hitting the reserve targat
those would not have caused such large deviatimms bptimal levels (e.g., from say three months of
imports to negative several months of imports).
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the mid-1980s was associated with low levels ddltatvestment in the econorfly.
Since the increase in indebtedness reflected ameare in consumption spending
rather than an increase in investment outlayss idt surprising that Pakistan ran
into severe debt-servicing problems and had to debkrescheduling.

The external debt situation reached a crisis pointhe aftermath of the
nuclear tests in 1998, and the imposition of ecdna@anctions and the suspension
of economic assistance by the G-8 countries (TdpleAs the balance of payments
outlook deteriorated sharply and the country fawéarge external financing gap, the
ESAF/EFF arrangement with the IMF went off track.the absence of a program
supported by IMF resources, the government dectdetsuspend repayment of
bilateral debt......with the continuity of paymenis the international financial
institutions, it was possible to initiate negotiets with the IMF, which led to the
revival of ESAF/EFF arrangement...This was follow®d debt relief by the Paris
Club and regularisation of bilateral and commercabt payment arrear§"The
external debt owed to official creditors was restimed to achieve medium-term
debt sustainability, and the approach adopted witfard to the external debt owed
to private sector debt was to maintain the faceievalf the claims and reduce the
coupon/interest rate at below market rates.

One way to describe the fiscal and balance of paysngroblems of Pakistan,
and the role played by the FCDs in exacerbatingegharoblems, would be to say
that what had started off as a “first-generatioalance of payments crisis model,
that is, fiscal and current account imbalances, tnassformed into what would be
termed the “third generation” model of financialses, reflecting fragilities in the
balance sheets of the government, the central amkcommercial banKs.In the
first generation model, currency crisis is seenmmacroeconomic terms, with the
main mechanism being the monetisation of unsudtéenaudget deficits leading to
reserve losses and the abandonment of an exchatgpad® We have discussed
the budget deficits and balance of payments prablenthe context of the Pakistan
economy in Mirakhor and Zaidi (2004), including extensive discussion of how the
economy came under strain from weaknesses in taxatéind public sector
expenditures, as well as the impact of the guwent’s debt burden. Althougie

°See Hook (1997).

"The dollarisation of liabilities in the banking sy should be seen in relation to Pakistan’s
external debt, which was not denominated in the aiim currency. If the external debt had been
denominated in rupees, it would have had the inaporadvantage that the debt would have been
effectively contingent on aggregate outcomes fergbonomy. However, since the debt was denominated
in foreign currency, the country did not have thgurance that could have been obtained from foeeigin
against events that depreciated the rupee, indudhren there was a tightening of the external fanen
constraint.

8yaqub (2003), p. 100.

°See Chang and Velasco (2000), Flood and Marion1(2802), and Krugman (1999).

YsSee Krugman (1979), and Flood and Garber (1984).



Table 4
External Debt, 1991/92—-2003/04

Period Averages
Projected 1991-92— 2000-01 —

1991-92 1992-93 1993-94 1994-95 1995-96 1996-97 1997-98 1998-99 1999-00 2000-01 2001-02 2002-03 2003-04 1999-00 2003-04

(In Millions of U.S. Dollars)

Total 22,880 25913 28,990 31,330 32,709 33,908 54%3, 34,046 35321 35,332
Public and RBblicly

Guaranteed 2/ 22,507 24,479 26,098 28,108 28,121,7028 29,000 29,318 31,031 31,935
Private 373 1,434 2,892 3,222 4,588 5,199 4,545 28,7 4,290 3,396

(In Percent of GDP)
Total 46.8 50.1 55.6 51.4 51.4 54.1 53.7 58.1 58.0 60.1
Public and Publicl

Guaranteed 2/ 46.1 47.3 50.1 46.1 44.2 45.8 46.4 50.0 50.9 543 535
Private 0.8 2.8 55 5.3 7.2 8.3 7.3 8.1 7.0
Foreign  Currenc

Deposits 3/ 4.1 4.3 5.6 5.2 6.5 6.9 5.8 4.3 2.7
Other 4/ 2.7 25 2.8 3.3 2.2 4.1 4.6 6.0 5.5

(In Percent of Current Foreign Exchange Receipts)

Total 202.2 240.9 268.0 256.7 260.1 262.4 251.0 .10 301.4 273.9
Public and Publicl

Guaranteed 2/ 198.9 227.5 241.2 230.3 223.6 222.117.02 267.2 264.8 247.6
Private 3.3 13.3 26.7 26.4 36.5 40.2 34.0 43.1 36.6 26.3
Foreign  Currenc

Deposits 17.6 20.7 27.0 26.1 33.1 33.7 27.3 227 014 9.2
Other 4/ 11.8 12.0 13.6 16.7 10.9 19.8 21.4 320 .628 232

(In Percent of Private External Debt)
Foreign  Currenc
Deposits 533.3 155.3 101.0 99.0 90.6 83.7 80.4 52.7 38.3 34.9
Other 4/ 356.9 90.0 50.7 63.1 29.9 49.2 62.9 743 827 88.1

35,123 35,452  80,9635,379

32,608 883,6 27,486 32,750
2,515 1,763 3,474 2,629

45.7 53.2 54.2
43.4 47.4 50.1
2.3 5.8 4.1
0.1 5.1 0.7
2.6 3.7 3.9

178.7 171.4 261.4 218.6

165.9 162.8 232.5 7201.

8.5 28.9 16.9
0.2 24.7 3.2
9.7 185 16.2

2.6 137.2 13.7
114.0 95.1 95.7

SourcesState Bank of Pakistan; Ministry of Finance; andd¥al Bureau of Statistics.
1/ External debt after rescheduling /restructuesgf June 30 in each year.
2/ Including central bank.
3/ Nonresident foreign currency deposits.

4/ Short-term debt; includes commercial bank anB W@rrowing, Foreign Exchange Bearer CertificateSRC), Dollar Bearer Certificates (DBC), and StBank of Pakistan

(SBP) liabilities (including swaps).
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two main issues confronting the authorities, nantbly persistence of widespread
poverty and the high level of debt, continue toegate conflicting pressures on the
fiscal stance, we are not going to press the puéné, since we have argued for it
elsewhere. Suffice it to say that while prospects dchieving debt sustainability
have improved, Pakistan remains a highly indebmehtry* Furthermore, since

poverty is still widespread, the envisaged shift gablic expenditure towards

increased social and development spending musnpkiented expeditiously, but
even with the improved policies, considerable @rales remain in the reduction of
poverty and achievement of the Millennium Developtroals.

The “second generation” models take a differenk tasofar as a currency
crisis is explained as an endogenous policy deatisiothe authorities to devalue or
not on the basis of their objective function, whizdlances the benefits and costs of
exchange rate realignme'it.The second generation models emphasise thaniitis
just fundamental weaknesses but also self-ful§illiexpectations or sunspot
equilibria that are behind many financial crises.Pakistan, the substantial short-
term dollar liabilities in the banking system amme tprovision of forward cover by
the central bank for those liabilities, but withdbe international reserves to back
them up, meant that there were chronic risks dtfa#llling rollover crises driven
by depositors who might loose confidence and dedddevithdraw their funds.
Whereas these features could be discussed in tdrthe second generation models,
it is perhaps more illuminating to discuss thentha context of the balance sheet
approach as a product of liquidity and currency maiches, or what have been
called the third generation models.

The third generation models have the advantagebnly providing policy
recommendations for the public sector based omaltysis of its balance sheet, but
also in helping to pinpoint a number of additiomalnerabilities in the corporate and
financial sectors. In particular, since financighnkets adjust much faster than non-
financial markets, the onset of a capital accouived crisis is swifter and deeper
than a current account-driven crisis. Thus, anraglecurrent account balance might
adjust over several quarters or even years, bapan capital account can adjust in a
matter of days. To the extent that the FCD scheadeldéd to de facto capital account
convertibility even before current account convslity could be achieved, there was
the problem that the rapid adjustments in the ehpiccount would result in
overshooting in the exchange markets, which wonltuin magnify the impact that
financial developments had on the real econdimylhere were many episodes in
which non-resident capital inflows would slow dosimarply or stop altogether, and

MWe note Pakistan’s success in returning to theriat@nal capital market through the issuance
of a US$500 million five-year sovereign bond in 20@hich was considerably over-subscribed, and had
a broad-based market presence, including Europeafrar Eastern investors.

25ee Obstfeld (1994, 1996).

¥3see Yaqub (2003).
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residents would exacerbate the “sudden stop” pnoldg switching from holding
domestic assets (such as deposits in local baoksyeign assets (deposits in banks
located abroad).

In the presence of large government borrowing netbdsSBP frequently had
no option but to inject liquidity, which mostly ndted in inflation or was sterilised
by losses of international reser/&sThere were also a few episodes in which the
SBP tried to control the excess liquidity by resartto open market operations and
increases in interest rates. In addition, in theefaf sustained foreign exchange
market pressures and the desire to preserve tle¢ dévnternational reserves, the
SBP had allowed the rupee to depreciate graduadist rof the times. However, as
discussed extensively in the context of the Catmk&aishnamurthy model below,
there were occasions when there was resistancgctmaiege rate flexibility. As a
result, the exchange market pressures would bpildnd the SBP would eventually
resort to discrete exchange rate adjustments. Ttohaege rate depreciation
worsened the public finances owing to the higheneéstic cost of debt service, and
as discussed extensively elsewhere in the paper,SBP’s balance sheet was
adversely affected by the depreciation, becaysmitided foreign exchange cover to
the commercial banks.

Given the provision of forward cover by the SBRe tommercial banks did
not have an open foreign exchange position, byt diet have to face the problem of
their borrower’s solvency following a depreciatiofhe Pakistan experience with
regard to the balance sheets of banks was différemt those in the Asian financial
crisis in which private corporations, especially Imdonesia and Thailand, found
themselves suddenly insolvent. In those Asian a@msteven though many bank
loans were hedged on paper, the corporate defamltomestic dollar-denominated
loans left the banks unable to cover their dollapakits. Ultimately, external
overborrowing and currency risk shifted from thepmrate sector to banks (which
faced loan defaults) and then to the governmerdriisp in the recapitalisation of

“The sharp increase in capital inflows following thigoduction of the FCD scheme was initially
seen as a welcome development, and although there some concerns regarding possible adverse
effects on inflationary pressures and exchangeawaevaluation, these concerns were largely seeass
the FCDs were not seen as imposing a serious edmtstm the conduct of financial policies. However,
the large buildup of FCDs based on workers’ remiés and other inflows was not an “endogenousteffec
or a pull” of resources into Pakistan to satisfgrge unmet demand for investment financing. THiew
was more of an “exogenous event or a push” thattezsfrom the sharp increase in Pakistani workers
the gulf and other oil exporting countries in thédiMe East in the wake of the oil boom. This pamt
worth elaborating in terms of asking the hypotredtguestion of what happens to investment wherether
are restrictions on capital inflows. There are tpmlor scenarios: (1) when physical investment is
constrained by the availability of domestic savitltgn a relaxation of the capital account restiti
would allow higher domestic investment. (2) If datie investment is not constrained by saving, or
alternatively and this was the case in Pakistathdfforeign savings are pre-empted and used foliqou
sector consumption, then integration with the imi¢ional capital markets would not lead to higlesels
of domestic investment. The question that did tloegase in foreign capital served to finance inaest
or was it really financing consumption is discussellirakhor and Zaidi (2004).
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now-insolvent banks). In Pakistan, the currenclk vims borne by the central bank,
but there was still the problem of corporate defimsofar as a large currency
depreciation sometimes led to increases in borrpwiosts and/or credit rationing,

which would hurt the performance of the firms muudlore than any gains from

increases in the own product price. For public gmises, whose output prices were
rigid, the costs rose following the depreciationt the revenues did not rise
concomitantly. This explains why there was resistato exchange rate depreciation
among various groups, even when the depreciatiasivaply to preserve the real
exchange rate in the face of inflation. The rea®ommentioning this point is not to

deny the efficacy of the exchange rate as a taohfacroeconomic adjustment, but
rather to point out the complexities involved ahd tonstraints imposed by the FCD
scheme on the conduct of monetary and exchang@ottges in Pakistan.

Moreover, even for private enterprises, whose duppices were flexible and
borrowing was mostly in domestic currency, theresgéill resistance to a more
active exchange rate policy because of the relimmcshort-term borrowing and the
need for periodic refinancing by the firms. Thislplem may be attributed at least in
part to the FCD scheme, because even when theraceass to international capital
markets, there was the need for periodic refinanoiithe borrowing undertaken by
the authorities to finance international reservedings, and the costs of such
financing had exhibited marked volatility. Sinceethuthorities had kept reserve
holdings to unduly low levels because of cost abasitions, the result was that the
country had become vulnerable to shocks that adiemsffected the balance of
payments positions. The authorities could have Hligdin the risk premium the
country had to pay on its external borrowing by spimg appropriate
macroeconomic policies and strengthening the eatecorrent account position.
This would have led to an increase in the proportibowned reserves, which would
have reduced the country’s vulnerability to abrepainges in the availability of
borrowed reserves. Unfortunately, since the autiesricould not always rely upon
private markets to extend borrowed reserves, tigd hind volatile risk premium
and/or credit rationing in external borrowing hadsevere adverse effect on the
domestic financial market. These external distuckarwould be translated into high
and variable domestic borrowing costs, and somrmasfiwould face credit rationing,
even though they had to refinance their short-teans.

I11. FOREIGN CURRENCY DEPOSITSAND THE CONSTRAINTSON
FINANCIAL POLICIES

(a) FCD Scheme and International Reserves

The way in which the FCD scheme was implemented Bex 1 for a brief
discussion of the evolution and technical detaflshe FCD scheme) meant that it
was a major step in the liberalisation of the @@tcount. It not only liberalised the
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capital account insofar as it allowed nonresidéatg., Pakistani’s residing abroad)
to make deposits in the domestic banking systemtlaead use these deposits freely
for various kinds of capital account transactionbjch were previously restricted,

but it also meant an opening up of the capital asteven for the residents who had
FCD deposits. It might appear puzzling as to hoe ttansactions between two

residents (resident depositors and domestic baaksjranslate into a capital account
issue, but it can be explained in terms of the Igigtestrictive exchange and

payments regime before the introduction of thedesi FCD scheme. Foreign

exchange was almost a forbidden word in the yeafsré the FCDs, as exchange
controls loomed large in the minds of anyone; ees® who needed foreign

exchange for a private visit abroad for medicatiment or educational purposes had
to face several bureaucratic and other hurdles.dvdew as the FCDs grew rapidly,

the government deregulated the stringent foreigrhamge regime, and this was a
great benefit for both the bankers and the pulllita@e; resident Pakistanis were
allowed to open and maintain foreign currency aats®uand they could use those
funds for most international trade and financiadldeys, current account as well as
capital account transactions.

Some of the biggest beneficiaries of the FCD schemd the foreign
exchange deregulations were residents who could deposit in the domestic
banking system their savings and have a hedge stgaity depreciation of the
rupee. At the same time, these accounts also grieailitated the making of direct
payments outside of the country, thereby avoiding tumbersome procedures
involved in documenting and obtaining permission daternal remittances in the
previous foreign exchange regime (internationaldtars, students in overseas
colleges and medical patients going for treatmeftroad were prime
beneficiaries). Moreover, in contrast to the pregistringent exchange controls,
residents could buy foreign exchange from authdridealers or even from the
kerb market, and then deposit the funds into FCé&pants, and in sharp contrast
to the previous exchange and control regime, ussethaccounts for capital
account transactions.

The FCD scheme had not only led to the premathegdiisation of the capital
account and the dollarisation of the economy, @& hbso led to the segmentation of
the foreign exchange market, mainly in terms oeding home remittances from the
official to the moneychangers market. The FCD saheitso created several well-
connected special interest groups who profited fithhe multiple exchange rate
regime and opposed the various proposals for exgharforms> Besides the
provision of forward cover by the SBP at subsidigates, the FCDs wesxempted

For example, residents could use the dollars fleenRCDs to buy Foreign Exchange Bearer
Certificates (FEBC) that were traded on the stoekket, and since the implicit exchange rates osethe
instruments would frequently diverge from the a#flcrates, this would result in multiple currency
practices.
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Box 1. Evolution of FCDs

A notable characteristic of Pakistan’s financiadteyn during the period since the mid-1970s has Hezfarge
increase in Foreign Currency Deposits (FCD) inkihaking system. Foreign currency accounts weredned in 1973
with a view to providing a savings instrument ie thomestic banking system that would be attradtivéhe sizable and
growing population of Pakistanis working abroadf there was also the motivation mentioned earbiemtrease the)
foreign saving available to finance government aefi Initially, these deposits were transfers frabroad, mainly
workers remittances, but the FCD scheme provedetpashaps even more attractive than had been alligimtended,
and these deposits grew rapidly. In particular, wiesidents were allowed to hold FCDs in 1991 sitteeme acquired
new dimension in terms of a major opening up of ¢hpital account of the balance of payments. Thibsealisation
measures led to increasing dollarisation, becauséigh and variable rates of inflation and exclearsge depreciation
together with the limited flexibility in rates oéturn on bank deposits denominated in rupees, Hwadegn-currency-
denominated assets more attractive as stores of.v&lesidents were finding that the returns onidoreurrency
denominated deposits, after adjusting for the exgbaate depreciation, were often higher than tlaesélable on rupee
assets, not least because the relative attracesesfe=FCDs was exaggerated by tax advantages ettes berms given b
banks because of the forward cover provided bySBe. Furthermore, the foreign-currency-denominasskts were
perceived to be less risky because of lower flu@ina in the real rates of return and also in teofngossible changes i
the taxes on financial assets; taxes on rupeesabset been changed on a few occasions, whereagrfarerrency
deposits had remained tax free since their incaptio

Whether one looks at absolute figures for FCDsper annum growth rates, or any other commonly uged
measure for the performance and attractiveness @fsaet, it is clear that FCDs grew very rapidlgrekgn currency
deposits grew from US$26 million in 1975/76 (thestfifull year of their operation) to a peak of USdillion in 1998
(excluding institutional deposits). The per annurovwgh rates were almost always in the double digiels and on
occasions in the high double digit levels suchna$985/86 when the growth was 83 percent or 199di#2n it was 43
percent. While these growth rates and absolutedigare large, they are even more striking whey éine expressed as p
proportion of foreign exchange reserves and trémest FCDs represented 558 percent of foreign exgbaeserves in
1997/1998. As a proportion of imports, FCDs amodtte94 percent in 1997/98. In addition, the dddktion ratio—the
ratio of resident foreign currency deposits to broaoney inclusive of foreign currency deposits—hadn sharply to
reach 23 percent in 1997/43.

From the inception of foreign currency deposit$akistan in January 1973 till June 1992, the S3atek had
provided forward cover to the financial instituttowithout charging any fee for the service. Howewer the foreign
currency deposits increased rapidly and the ruppeediated against the major currencies duringsém®nd half of the|
1980s, the losses incurred by the State Bank fterforward cover operations increased substantidlity offset those
losses, it was decided to introduce a forward céeereffective from July 1, 1992. Initially, therfeard cover fee was s¢
at the rate of 3 percent per annum on U.S. dolgodits, but there were only a few minor upwardsiews to that fee,
which were not enough to cover the ct&8 A major constraint was that since sharp chamgebe forward cover
premium fee could possibly lead to large movemantCDs, particularly the institutional funds maséd by the banks
Accordingly, the forward cover fee was almost neadjusted when there would be changes in expentatd rupee
depreciation, with the only exception being the anichanges in the second-half of the 1990s.

The provision of forward cover by the State Bankhe commercial banks on their FCDs had tendedwed central
bank’s profits, because the charges on the pravisib forward cover had been less than the losses frupee
depreciation, except for 1994/95 when there wasial et profit. For example, in 1993/94 and 1985/e net losses
from forward cover operations were in excess ofIRsbillion, which meant lower SBP profits and reentevenues. Theg
root cause for these losses was that there waaskfigcal motive behind the provision of forwamber for FCDs.

%8t should be noted that the estimates of dolladsain the Pakistan economy that are discussed
are biased downward. Since data on foreign exchdepesited abroad and foreign cash held by resident
are not available, the estimates of dollarisation lzased on domestic foreign currency deposits, only
which greatly underestimate the dollarisation pmeaon. For one thing, the currency-to-deposit riatio
Pakistan is very high in comparison to other cdasfrwhich can be explained in terms of the high
inflation rate but also the high transactions casthe banking system, notably the delays in ttowigion
of banking services, as well as a general lackaoffidence in the banks given the well-known high
administrative costs and large nonperforming assietise major banks. For the same reasons, onedwoul
expect that there are significant holdings of fgmecash in the country, and the data reportedisnpper
should be interpreted as providing a lower bouma&timates of dollarisation.

Yn setting the forward cover fee, the State Bankilddarget a profit margin for banks on
foreign currency deposits of about 2 percent, @kito account likely developments in domestic legd
rates and international deposit rates. Since damastl international interest rates often exhibsedrp
fluctuations over relatively short periods, thererevperiods when the calculated profit marginsedéd
significantly from the 2 percent target.
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from taxation, and depositors were protected frdfigial inquiries about the sources
of income for their deposits, which was of “valugd’ at least some depositors
because of the problems with tax evasion in thentguln addition, FCDs were a
highly liquid savings instrument because of theestricted withdrawal facilities,
which greatly facilitated international transacsoim both the current and capital
accounts. As stressed in Yaqub (2003), the remofvatany of the features of the
FCD scheme, which were behind the market distastidmot the dismantling of the
scheme itself, was vital for the reform of the exatpe market, but the dependence of
the country on the scheme to finance persistementiaccount deficits had greatly
complicated that task. “The benefit of the schem#ée government was that it had
access to foreign exchange that could otherwisdubked away in accounts in
foreign countries or under the rug within the coynfhe successive governments
found it a convenient source of financing the gsicurrent account deficit, and
thereby postponing difficult policy measures to dd the fundamental
disequilibrium in the balance of payment8”.

The provision of forward cover for FCD depositssabsidised rates by the
SBP, and indeed the way in which the rates of retom these deposits were
calculated by the commercial banks, were in marspeets inconsistent with the
official policy of Islamic banking, which was intlaced in 1985. The key
requirement of Islamic banking is the replacemehtinderest-based financial
instruments with others that operate on the basitsk and profit sharing? Igbal
and Mirakhor (1987) discuss how the Islamisatiorocpss in Pakistan was
undertaken in phases: the asset side of the basksigm apparently has been much
slower than the liability side in converting todslic modes of finance. The FCDs
did not have any close linkages with the real rafe®turn in the economy at large,
nor with the profitability of the individual bank¥he depositors in the FCD scheme
were receiving returns denominated in foreign awye whereas the banks were
holding their assets in rupees, and the foreigmaxge risk was borne by the SBP.
Put it differently, the banks in effect had dokessets because the SBP was providing
the forward cover, and the SBP had the exchangie Tise high returns on FCDs
reflected in part the banks passing on some o$thsidies to depositors.

Since the SBP ran up huge losses in providingftineign exchange cover to
the commercial banks, there was effectively a wdmjereen the return on the assets
and liabilities side of the banks’ balance shektscontrast, the transformation of
banking from an interest-based system to one #la&sron profit sharing makes
Islamic banking system an essentially equity-basedem, and the returns on bank

Byaqub (2003), p. 98.

%See, for example, Igbal and Mirakhor (1987), andaMior (1988). Although interest rate controls
were discontinued with the introduction of Islaf@nking, which had the effect of making the codi@fowing
more flexible, but the guidelines for calculatingffi rates to pay on even domestic currency déeposntinued
to constrain flexibility because they could onlyaaffusted once every six months.
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deposits cannot be determined ex ante. Moreoveshaduld be stressed that an
Islamic financial system has a number of featunas distinguish it from the interest-

based system, and the absence of a fixed or prede&sl interest rate is only one
such feature. Indeed, one of the most importantacieristic of an Islamic financial

system is that there is a close link between tlaé sector and the financial sector,
and FCDs are not the natural instrument for stigmghg such linkages. By contrast,
there are several other alternatives that couldes#ris purpose better, including
denominating private debt in terms of nontradabdeds, or alternatively, GDP-

indexed financial instruments, which we discusSétion IV of this paper”

The State Bank had advanced proposals in the md@s1® address the FCD
problem, but these attempts did not go very far @mde attacked from many sides.
Much of the criticism was not surprising. Commdrtiankers, for instance, were not
keen to give up their lucrative business dealimy§CDs, particularly as regards the
holding of counterpart funds to these depositsgh kielding domestic public debt, with
the central bank absorbing the exchange rate Naanwhile, depositors wanted hedges
against high inflation, and found the FCDs to lmmavenient means for protecting their
savings. Above all else, whereas the officialtha Ministry of Finance were concerned
about the losses on account of forward cover dpesaby the central bank, they were
not willing to acknowledge how the FCD scheme cam being in the first place to
plug the holes in the balance of payments accoatttfuted in no small part to the
fiscal imbalances. In short, the various sectoth@fgovernment were unwilling to take
the bold steps needed to sharply reduce the bdédgeits, and build up the international
reserves to be used as a cushion for weatheringdftolio shifts that would have
invariably occurred if major changes were to beaéd in the implementation of the
FCD scheme. Indeed, the opposition from the varguesters was such that the SBP
would end up pushing modified proposals with thpehthat perhaps at least a diluted
version of the original proposal would be acceptddfortunately, these latter steps
proved to be a tall task as well, and suggestioak as simply raising the forward cover
fee on the FCD deposits to eliminate the lossethose operations were greeted with
considerable skepticism, and required major effooism SBP management to gain their
acceptance.

(b) Borrowed International Reserves Versus Current Account Adjustment

The economy had been experiencing a slowdown ivigcend mounting
debt-servicing difficulties since the early-1998sd the potential for disorderly bank
runs and capital flight had been a looming dangersbme time. After the nuclear
tests of May 1998 and the international economic$ans, the government decided
that it had no choice but to abandon the convéittilof foreign currency deposits to
avoid a financial panic. While this action liftedhage burden off the economy, it

See Chamon (2001), for the case of denominatingieriforeign debt in terms of a nontraded
good, and Borensztein and Mauro (2002), for the ch$&sDP-indexed bonds.
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also created a policy credibility problem. Unforately, the “Government did not
take the public into confidence by explaining thmplications for the economy of the
alternative of keeping open the window for the witwal of foreign currency
deposits in the context of meagre foreign excharggerves and heightened
economic uncertainty...There was a strong publihéodecision on foreign currency
deposits...*! International reserves were only a small portibtowl FCDs and even
a modest run on reserves would have led to theetieplof the total reserve stock
and a collapsing exchange rate. The short-terniitiab in the form of FCDs were a
multiple of the reserve holdings, which meant ttiet incentive to run, hedge and
cover currency risk were massive under the int@ynat economic sanctions. Most
observers took the view that there would inevitabdy speculative attacks on the
rupee. While the costs of shorting the rupee ha&ah lmeade high and could have been
made higher still by further spikes in the intenege, it was decided that this might
not prevent a run on the reserves (if capital adstand a freeze on FCDs were not
imposed) as the expected benefits of covering nayrositions were higher than
any sustainable short-term interest rate.

The point that Pakistan should have had large mgddiof unborrowed
international reserves is supported by numerouieston reserves and adjustment. The
demand for international liquidity is a function e scale and variability of the
transactions, which flow through a country’s foreigxchange market, including the
level of imports of goods and services, size otml debt-servicing, fluctuations in
export proceeds, etc. For example, econometricatitin of demand for liquidity
functions suggest that those countries that tentate, among other things, larger
variations in export earnings and greater extedeait servicing burdens should have
relatively larger international liquidity-GDP rasioThese and other results, which are not
mentioned for the sake of brevity, would suggeat Bakistan should have held sizable
international reserves, but that was not the pgliagued by the authorities. Furthermore,
not only did the country not meet this demand étaitively higher international liquidity,
but even its limited international reserve holdingsre acquired through external
borrowing. These borrowed reserves as opposed tedweserves created the twin
problems of the expensive cost of external borrgwelative to the return earned on
holdings of reserve assets, as well as the limgteitity to supplement the reserve
holdings in times of need through private borrowing

Zlyaqub (2003), page 100.

Zndustrial countries can count on the availabitifyprivate lines of credit at all times and have
found borrowed reserves to be an efficient andalddi source of international liquidity. However,
Pakistan did not have the same potential to bofrom private sources to finance temporary balarfce o
payments deficits at all times; even when it digehaccess to international capital markets, there tive
problem that the country would find that when ipegached the private sources for internationalidiity
in times of need, it ended up signaling the balasiceayments difficulties, which resulted in sharpl
higher borrowing costs. This supports the convesatiovisdom that the ratios of reserves to impaots f
the developing countries should generally be higiven those for the industrial countries.
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Several prominent economists have advanced prapabet additional
measures are required to augment the capacityvargments in emerging markets
to reduce these countries’ exposure to capital wdcarises. Among the self-
protection policies, Greenspan (1999) has suggetbtidit might be prudent for
countries to hold foreign currency reserves in #meount of total external debt
maturing within one year. This proposal revises titaglitional rule of thumb that
foreign reserves should cover three to four momthgmports to a rule based on
short-term debt amortisation. If the Pakistani atitfes were to have adopted this
proposal, then in the 1990s, they would have bempikg international reserves at
levels which would have been several times theahdavels for most years. This
gives some indication of the severity of the praland while we present the details
below, at this juncture, it might be sufficient $ay that just the costs of holding
those reserves in terms of interest rates on beudawserves or import compression
to acquire unborrowed reserves would have beemaforder of several hundred
million dollars.

Another recommendation that is often included im $lelf-protection policies
is for countries to arrange contingent lines ofddrewvhich would effectively mean
the purchase of an option to borrow reserves if\ahdn needed to avoid illiquidity
during a crisis. While this proposal raises theriesting question of whether these
lines of credit should be arranged with privatedidgs or should be provided by the
international financial institutions, in the presetontext of the underinsurance
problem in Pakistan, it helps to clarify the pdimat the FCD scheme had embedded
in it huge hidden costs that were not immediatgdpaaent® We mention this
option to suggest that if one were to approximat ¢osts of purchasing such an
option in the financial markets, they would haveeeseen to be an unbearable
burden on the budget. Needless to say, we areeweissarily recommending that the
authorities should have purchased insurance irinieenational capital markets to
close the open foreign exchange position on accofithe FCDs, because this
proposal would have to be evaluated in relatiothi costs of other policies that
could have served the same purpose, includingipslibat would have reduced the
reliance on FCDs for savings mobilisation (e.gs¢dl and monetary policies aimed
at low inflation and exchange rate stability, whiglould have made financial
instruments denominated in domestic currency mttraciive to savers).

Putting aside for the moment the issue of credibméng in international
capital markets and calculating the net carryingtsof reserves for the country by
focusing only on the difference between its cosaajuiring reserves and the yield
on its reserve assets, one finds that even undeistenario the costs for Pakistan
were high. For the industrial countries, borrowfngm private international capital
markets is a low-cost and flexible source of in&ional reserves, and the net cost of
borrowed reserves for these countries when it igsmed as the difference between

Zsee Caballero (2003).
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the loan interest rate and the yield obtained gema assets is almost negligible. In
recent years, the net interest cost of holdingruesefor industrial countries have
been estimated to have averaged less than 1 pgreerannum. In contrast, the
average carrying cost of foreign exchange resefgedPakistan in terms of the
difference between the weighted average yield an dfndicated loans and the
average rate of return on the reserve assets lemsdodstantial. This is because the
cost of lending to Pakistan, like other developauogintries, is based on a formula,
with the cost of funds to the borrower comprising tarket interest rate--generally
represented by the LIBOR or the U.S. prime rate-sumargin or spread. The
interest rate fluctuates over the maturity of thanl and the spreads over LIBOR
vary according to the perceived risks associated lwhding to a particular country
as well as with the degree of liquidity in interioatl capital markets. The LIBOR
itself can be regarded as consisting of a “riskefrnterest rate, which could be
represented by the U.S. treasury bill rate anddatitianal margin or banking spread
which reflects both the cost of bank intermediatio the risk premiums that banks
have to pay in funding their own lending. This biagk spread has varied
considerably over time and is significantly infleed by financial developments in
industrial countries. Since the probability of rimminto debt service difficulties is
increased with higher interest rates in the inteonal capital markets, the banking
spread tends to rise to reflect this increase Rslkistan’s cost of external borrowing
has fluctuated sharply, and for some years has Wwe#into the double digit levels.

Lenders to Pakistan have also resorted to struttufimance or
collateralisation to shift the financing risk tcetkountry. One technique to mitigate
transfer and exchange rate risks has been to isstadscrow accounts and to use
future export receivables as collateral for the omrctial loan (for example, the
receivables from Pakistan Telekom were used insuwdh transaction). As is well
known, however, these techniques may have negatagseoeconomic implications if
pursued too vigorously or if risk-sharing attribaisre skewed too heavily against the
borrowing country. The earmarking of foreign exofparrevenues for particular
creditors may reduce the country’s flexibility isponding to a balance of payments
crisis. Such contracts may also set prices at faigntly below market levels. All
this would suggest that the interest rate on a cerial bank loan does not fully
reflect the cost of holding reserves when Pakistad borrowed in international
capital markets.

(c) FCDsand the Costs of Accumulating Reserves

The above discussion has stressed that to accuemudeserves through
external borrowing, Pakistan incurred significanterest costs because of the
spreads between borrowing rates and the ratestwinren reserve assets. On the
other hand, if reserves were to be accumulatediiiréhe compression of domestic
demand and net imports, then the country wouldriesen greater costs in terms of
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foregone consumption or investment. The reasonitilsyoptimal to pay those costs
is that there are benefits from holding reservé® dlternative of not doing so would
be to accept greater vulnerability to abrupt chanigethe availability of external
borrowing and in undertaking rapid import compressi and current account
adjustments. However, those costs cannot be sdvédldeireserve holding are
augmented through foreign currency deposits.

While FCDs provided additional foreign exchangelawf they did not
constitute resources that were available on netgee.g., to defend the rupee against
a speculative attack. At first glance, it might reethat cost savings accrue when
reserves are acquired through FCDs rather thanughroexternal borrowings,
because there appears to be a wedge between ¢hesintost of external borrowing
and the cost of providing forward cover for thoseDs throughout most of the
sample period. In this sense, reserve accumulétimugh the mobilisation of FCDs
can be said to provide resource gains for the cpubinfortunately, the lower cost
of adding to reserves via FCDs mobilisation areevapparent than real. These costs
are understated because the continued build-upeotiéposits meant that the SBP
had to provide the foreign exchange cover. In otiemds, the costs were hidden in
terms of the open foreign exchange position of $BP. Furthermore, the simple
analysis that only takes into account the coshefRCDs overlooks the possibility of
an offsetting increase in the cost of external doing from other private sources. In
particular, it should be noted that the interetd that a country is charged in private
financial markets on a sovereign loan reflectsgbeceptions of market participants
regarding the riskiness of lending to that coumtsywell as to the specific borrower.
Furthermore, if private creditors were to adopt thev that Pakistan would service
its foreign exchange obligations to the depositorhe banking system with greater
priority than its obligations to other private metk then a significant increase in
FCDs would lead private creditors to believe thatlikelihood of repayment of their
claims had been reduced. Consequently, the riskipre charged on borrowing
from private credit markets would rise if the tatigks associated with lending to the
country was perceived to have risen and any savmogs FCDs would be offset by
the higher costs of borrowed reserves.

(d) FCDs, Underinsurance, and International Collateral

This section provides a perspective on the problehisCDs and the lack of
international reserve holdings in terms of the digidity model developed by
Caballero and Krishnamurtf§.The dual-liquidity model focuses on the financial
constraints affecting borrowing and lending amorggrds within the domestic
economy, which are quite distinct from those affegtborrowing from foreign
lenders. In particular, the analysis sheds lighhow the wrong incentives from the

%Caballero and Krishnamurthy (2001, 2003, and 2004).
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FCD scheme affected the behaviour of firms and ®arknd led to the
underinsurance problem, whereas the authoritie® weing the opposite of what
would have been considered an appropriate poliay ifidkernational liquidity
management.

In the Caballero-Krishnamurthy model, internatiofiguidity constraint is
defined as that situation in which domestic agdmse sufficient collateral to
borrow from other domestic agents, but cannot borfrom foreigners because the
country has a shortage of international collateFhle model assumes that when a
firm experiences a negative shock, it first borroagainst its net international
collateral from foreigners, and finances the remmgjrfinancing needs from other
domestic firms that did not receive the shock. @halysis helps to show how the
presence of financial constraints causes domestits fto undervalue the social
benefit of borrowing in the local currency, whiclashseveral interesting results
implications for exchange market pressures anddnheuct of monetary policy.

In what Caballero and Krishnamurthy have dubbedwical framework,
international reserves are an important componéntqaidity, because here the
supply of international liquidity is inelastic, witforeign investors unwilling to
provide additional funds and domestic agents ragpitb hoarding whatever little
they have of international liquidity. In this cormtien, Caballero and Krishnamurthy
recommend that central banks should accumulaternaiienal reserves during
capital infow booms and reverse them during extkercrises. With regards to
monetary policy, it would appear that most centaaiks have loss functions that aim
at finding the right trade-off between the losses1f output variability against the
benefits of maintaining an inflation target. In thertical framework, a central bank
will see no output stabilisation benefits from puing an expansionary monetary
policy and only inflation-target losses, and theref will not conduct a
countercyclical policy in the crisis situation (s&ppendix I). However, the cost of
not pursuing the countercyclical monetary policytlat the private sector will
underinsure against such events. It is this proldérnhe private sector tending to
underinsure against an external crisis by overdwairrg that leads to the authors’
suggestion that the government and the central halhkave to take precautionary
measures, including taxes on capital flows anddingl up international reserves.

Caballero and Krishnamurthy’s analysis provideggims into the constraints
faced by the policymakers in Pakistan, and in paldr, their vertical framework
forms the basis for an analysis, which is gearaditds formulating prescriptions for
optimal policies. An important insight from thisawsis is that the private sector
tends to underinsure against external crisis. Tinate sector borrows too much
dollar debt, thereby making the country less ligaidhe international market than is
socially optimal.

We have discussed the dual liquidity model in Agtien in detail to show
how the private sector underinsurance problem wggaaated by the policy of
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encouraging the mobilisation of FCDs in Pakistane@mportant policy implication
of this model is that since the private sectorteroivn carries too little international
liquidity, the central bank should attempt to atigte this problem by carrying
additional international liquidity in the place e private sector. In particular, since
financial constraints cause domestic firms to unalele the social cost of borrowing
in the foreign currency, the authorities should etakeasures to mitigate the
underinsurance problem by proactively managing rivaigonal reserves.
Unfortunately, the Pakistani authorities did nabamtively manage the international
reserves, attributed mainly to the persistent fideficits. Also, the way in which the
FCDs were mobilised (e.g., the preferential taatireent on these deposits and the
provision of forward cover for these deposits dissdised rates) led to an excessive
growth of these short-term foreign liabilities.

The sharp increase in FCDs had destabilising effentdomestic borrowing
costs, international reserves management, and gasrerally on monetary policy. A
shift from FCDs into foreign cash or capital outflovould create a shortage of
liquidity in the domestic banking system and ratke cost of borrowing in the
economy. To be sure, a drawdown of domestic cuyreteposits into foreign
exchange would have a similar effect, but the pwirthat these vulnerabilities were
created by the relaxation of capital controls onocaat of the FCD scheme. This
shift would also create foreign exchange marketsquree, and lead either to a
drawdown of international reserves or rupee deptieei. Since FCDs made it easier
to transfer funds abroad, or to substitute foragsh for savings held in the banking
system, in the event of a shortage of foreign emgbathe difficulties would be
compounded because at the very time when the gowttuld want to husband its
foreign exchange resources, there might be leakafésreign exchange from the
banking system. Thus, when there was a balanceagients crisis, owners of
resident and nonresident foreign currency accowvisld be concerned about
country risk, and they would convert their holdinigi foreign cash or shift them
abroad, which would accelerate the depletion @frimdational reserves.

(e) Implications of FCDsfor Financial Policies

The major advantage of having foreign currency dapas that they provide
residents with a reliable store of value in periadshigh inflation and currency
depreciation, which helps to avoid the problem#owf domestic savings when rates
of return are low or highly variable. However, tliias to be balanced against the
major disadvantage of posing formidable challertgethe policymakers in terms of
hindering monetary control and exchange rate managein an environment of low
international reserve holdings, as well as caugimasi-fiscal losses and the erosion
of the tax base. In weighing the benefits froméafgreign currency deposits against
the costs, it would appear that these depositsghawn so large under the original
scheme that the benefits were being swamped bgasts. FCDs could have helped
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to build up international reserves or to allow fgresavings to finance investment,
but unfortunately these benefits did not materalis

Furthermore, the large volume of foreign curren®pakits, the specific
institutional characteristics of those depositpeesally under the original scheme,
and the changing share of FCDs in total money supatl constrained the conduct
of monetary, fiscal, and exchange rate policies mumber of ways. Monetary policy
was affected because FCDs permitted greater sulagiility between domestic and
foreign assets, as well as by effecting changethéntransmission mechanism of
monetary policy. The principal channels through ahhfiscal policy was affected
were the erosion of the tax base, lowering of nom&venues, and limitations on
seigniorage revenues from a given inflation targetchange rate policy was
constrained by losses from the forward cover opmiaton FCDs, and by concerns
about possible perverse international capital flemsl self-fulfilling expectations
regarding a foreign exchange shortage.

Monetary Policy

One constraint on the conduct of monetary polidgtesl to the implications
that the FCDs had for the money supply procesdudieg difficulties in the
implementation of the reserve money managementramog The large and
changing share of FCDs in the money supply hadedtéhe behavioural relations
between reserve money (operational target), broadem (intermediate target),
and the ultimate objective of controlling inflatioriThe State Bank, which
conducted its open market operations to achiewesarve money target that would
also achieve its intermediate target of broad mofeynd achieving its inflation
objectives more difficult. In particular, the dailsation process had lowered the
demand for domestic cash balances. Furthermoreatchevement of the reserve
money target was itself constrained by the movemenforeign capital, because
reserve money demand had become more sensitivenetary policy’s effects on
domestic rates of returns.

Yet another constraint on monetary policy was thlaén the SBP sought to
defend the rupee by increasing the return on ddamestrency assets, this also
increased the cost of funding for banks, and if gwdicy were pursued with
sufficient vigour, some banks would have had tot@am their portfolios by calling
in their loans. However, there was the concernitiarrowers were unable to repay
immediately, not least because much of the shom-tending by banks was for
“rollover loans,” then that might set in motion theginnings of a banking crisis. On
the other hand, if the SBP did not defend the exgbaate but allowed it to float
more freely, then there was not only the problentheflarge public sector foreign
currency-denominated debt, but also the issuedtiate firms might get caught in
the currency mismatches. Moreover, as if these weteenough constraints on the
conduct of monetary policy, there was the probldrthe losses on the SBP’s own
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balance sheet from exchange rate depreciation,hwivie discussed earlier in the
context of the provision of forward cover for thEPs by the SBP.

Fiscal Policy

With regard to fiscal policy, FCDs had adverselffeeted the mobilisation of
both tax and nontax revenues. In the case of norgegnues, the provision of
forward cover by the SBP to the commercial banksheir FCDs resulted in lower
central bank’s profits, because the charges orptbeision of forward cover had
been less than the losses from rupee depreciaimept for 1994-95. In the case of
tax revenues, FCDs had eroded the tax base fondimlaassets because unlike the
income from domestic currency denominated asséif)sFwere exempt from all
taxes. Since there had been a steady substitufidtCBs for domestic currency
denominated assets in the portfolios of residewmés the years, the tax base in the
financial sector was lower than what it would hde=n otherwise, and this meant
that the inflationary consequences of a given fideficit were more severe.

Turning to external debt issues, the large buildstiforeign currency deposits
created both a “destabilising” and debt-servicingden for the countr§® As is the
case with other forms of short-term capital inflopfegeign currency deposits held by
nonresidents not only caused the stock of foreigiot do increase relative to GDP
but also created additional difficulties in termktbe need to rollover maturing
deposits on a continuing basis. The average inteagson foreign currency deposits
was more than twice that on Pakistan’s medium-lang-term debt towards the end
of the original FCD scheme. With the volume of sulett being about double that
of short-term deposits, debt servicing on foreignrency deposits was of the same
magnitude as on medium- and long-term foreign debt.

Exchange Rate Policy

One way in which exchange rate policy was affettg&CDs was in terms of
the risks arising from perverse international cpibws. Although there are many
determinants of international capital flows, andéad many channels through which

Experience in many developing countries suggestspmer bound on the potential magnitude
and sustainability of short-term capital inflows.k&y factor that influences the sustainability lobge
inflows is the degree to which external resouraid @ overall investment in the economy and whether
the profitability of those investments is higheanithe cost of external borrowing. Furthermore,ftmm
of the capital inflow—foreign direct investment, rfolio capital, or short-term bank lending—has a
bearing on the sustainability of capital inflowsedarding sustainability, two points need to bessed
about the FCDs in Pakistan. First, it would be secaf mismanagement of maturities if Pakistan were
incur short-term financial liabilities to financeng-term investments in physical capital. Secontgifin
capital inflows such as nonresident FCDs can duitstfor domestic savings, and the data for Pakista
show that at least a part of the foreign savings wsed to finance consumption and not physical
investment. See Golsbrough and Zaidi (1986); HA®OT); Mirakhor and Montiel (1987); and Mirakhor
and Zaidi (2004).
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even just one of those determinants, that is, exghaate, affects the inflow of
capital, it is generally assumed that an exchamge depreciation would lead to
capital inflows. In the simple model in which doriesnd foreign assets are gross
substitutes and agents keep relatively fixed shafdbe various assets, a currency
depreciation would lead to capital inflows, becatiseshare of foreign assets would
be increased by the currency depreciation. Howewdren substantial foreign-
currency-denominated assets are held by residertteei domestic banking system,
the currency depreciation lowers the share in plio§ of assets denominated in
domestic currency, but that share need not beregsthrough an inflow of foreign
capital but could be done by a substitution fronrDBGnto domestic assets. In this
situation, since there is no need for an inflow fofeign capital for portfolio
reallocation purposes, one important channel foreifm exchange reserve
accumulation through an exchange rate depreciiessentially blocked.

IV.FCDSAND THE USE OF NATIONAL SAVINGSFOR
DOMESTIC INVESTMENT

(a) Recent Increasein International Reserves and External Borrowing

Before turning to a discussion of recommendatiandixing the FCD scheme
and its related policies, we first discuss a stgkiecent development and one which is
totally at odds with the experience of the past tlesades, namely, the substantial
increase in the foreign exchange reserves durifd-A®. Since the country embarked
on the most recent economic adjustment progranforieign exchange reserves have
increased from less than a billion dollars (few keeevorth of imports) to more than
US$12 billion. This is a historical high not only inominal terms, but more
importantly in relation to imports and short-terondign liabilities. Clearly, Pakistan is
better placed now than before to withstand exteshatks, such as sharp increases in
international interest rates and oil prices. Indeld authorities have indicated that
reserves have reached such a comfortable levethtbgtare in a position to repay in
advance of maturity some of the more expensivermatelebt. In this connection, we
would like to suggest that this might be an appatertime to give consideration to the
possibility of issuing some innovative debt instants. In other words, as steps are
taken to retire some of the more costly debt, areth ¢hough there would be retirement
of debt on a net basis, there might still be soompe for direct substitution of new
instruments for the old debt. At the same time, waild like to put in a word of
caution and reiterate the point - 22 - noted abvegarding the difficulties involved in
trying to identify a prudent level of reserves. §8 not to deny that if the costs of
holding reserves are too high, then it is reasentibthink about the alternative paths
that would lead to a lowering of reserves.

There may well be a strong argument for Pakistamstits reserves to repay
some of its costly external debt, but the Pakisieanomy is subjected to significant
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shocks that are associated with agriculture, amt@mitant with the recent reserve
accumulation has been the massive increase in F&lBasit not under the original
scheme but the new scheme (the data in Tables 3 ane for the original scheme).
Furthermore, while it is to be recognised thatadli debt rescheduling, increased
foreign assistance, and strengthened demand mapagewontributed to the recent
unprecedented accumulation of foreign exchangeveseanother important engine
for the rise in reserves has been private extdraakfers. However, there are some
downside risks associated with the private trassf@nd it should be stressed that the
private inflows that have materialised in the pestiple of years are not easy to
explain. In particular, these inflows might well bieked to stock adjustment
measures in the post-9/11 world, and might notinaeton this high growth path or
might even reverse quickly. Also, we hope that bywrwe have stressed amply the
private sector underinsurance problem, and the feethe public sector to take
offsetting measures. All these factors suggestahagh level of reserves is probably
the best option at the present juncture, withoweassarily implying that one should
close the door on considering the other alternafigspecially if reserves continue to
grow strongly.

Some of the problems with the original FCD schenzhsas the provision of
forward cover by the SBP are not present in the R&D scheme, but there remain
some other outstanding issues in addition to tludlpms just discussed regarding
the constraints on financial policies. In particul@ane difficult issue that has
emerged with the new scheme is that instead ofjusia scarce national savings to
finance much-needed domestic investment, the coniatebanks have limited
flexibility as to how to use the funds generatedthg FCD deposits. Whereas
sufficiently detailed bank-by-bank data are notilalde to allow one to assess the
open forex position of individual banks, it is tbase that all banks respect the limit
on their net foreign exchange position (10 percgntapital); in fact it appears that
most are likely to hold long open positions. Furthere, there are additional
prudential constraints on such positions, e.g., §@iust not exceed 20 percent of
deposits and domestic foreign exchange-loans ac#ystimited to export finance.

Although the prudential measure of restricting FEGD&ss than 20 percent of
deposits serves some useful purposes, it doeséhmagor disquieting feature in that
it imposes an arbitrary constraint on the mobil@atof savings in the domestic
banking system. For instance, if expatriate Pakisthad a particular need to keep
their savings in foreign currency or there wereigeinduced or other exogenous
shocks, which were to shift the asset preferentemmestic residents in favour of
foreign currency denomination (e.g., a greater rieed hedge against exchange rate
depreciation or inflation), this policy measure suthe risk of imposing a ceiling on
how much of the savings could go into the domeséinking system. Thus, these
potential savings would either not enter/remaithie country or be kept outside the
banking system as foreign currency notes. Also,sthiet limit on domestic foreign
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exchange loans means that once a bank has exhatsstegbort finance options, it
has to either keep the proceeds of its FCDs wighSBP or hold them as deposits
abroad. Indeed, most of the foreign exchange absédsby banks are deposits with
correspondent banks abroad, foreign bills purchasetl discounted, and foreign
exchange deposits with the SBP. In a country wipangity of savings is a major
constraint and there is an overriding need to ptenfimancial intermediation and
private investment, this state of affairs doesapgtear to be a very attractive option.

With regard to private savings, the modificatiortltd NSS to facilitate a level
playing field for commercial banks should be a higlority. The rates of profit paid
on the NSS instruments should be adjusted to bes imotine with their risk and
maturity characteristics. In this connection, aonagep was taken in 2001 when the
authorities decided to auction the Pakistan InvestrBonds (PIB¥ and to use them
as benchmarks for NSS rates, which resulted inifgignt reduction in public debt
service. In the medium term, the government camhéurimprove public debt
management and the by eliminating all on-tap imsamts and auction only a few
instruments such as the treasury bills or the RiBgugh primary dealers. The tax
system continues to discriminate against bankgitkethe reduction in income tax
rates on banks in 2002 from 58 percent to 50 péresrit is still above the corporate
tax rate?’ While much more could fruitfully be said in thasea, we shall confine
ourselves in the following paragraphs to a few Hjefinancial sector reforms that
might be helpful both with regards the mobilisatiminsavings and the dollarisation
problem.

(b) Indexed Financial Instruments

As mentioned in the literature on the “original "siregarding currency
mismatches in foreign borrowing, there are sevemhstraints that seemingly
preclude borrowing abroad in domestic currencyrimst countried® Nevertheless,
there is some debate about whether it might beilpes® overcome some of these
difficulties if the emerging market countries wéoeissue inflation-indexed debt. On
one side are the opponents of indexation, who pmitthat if the policymakers were
to develop a market for indexed debt, then theyhinend up encouraging further
indexation in the economy and that by reducing ¢bsts of inflation they may
actually raise it in equilibrium, thereby worseniwglfare because an economy can
never be fully indexe®® However, this cost has to be balanced againstdke of
having foreign-currency-denominated debt, becalsechoice for emerging market

Zpakistan Investment Bonds are long-term fixed-inedronds.

Zt should be noted that the income tax rates foikbahave been reduced to 44 percent for the
tax year 2003-04 and will be further reduced todbmporate tax rate of 35 percent by tax year 2006-

#gee Eichengreen and Hausmann (1999), and Hauswemaiaz®, and Stein (2001).

Fischer and Summers (1989), present a model wheial svelfare can indeed decrease by the
introduction of measures that reduce the costsflattion.
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economies is not between nominal versus inflatiatexed debt but rather between
inflation indexed versus foreign currency debt. Pheponents of indexed debt argue
that self-fulfilling liquidity crises have advergelaffected the macroeconomic
performance of many emerging market countries, iaritd can be shown that a
market for inflation-indexed debt instruments wosktve to attenuate these crises,
then a case could be made for these types of inetnts, notwithstanding the well-
known problems associated with indexation suchrastsiral rigidities and inflation
inertia.

Borensztein and Mauro (2002) discuss how countiées self-insure against
economic growth slowdowns by issuing GDP-indexedidso They simulate the
effects of GDP indexed bonds under different assiomp about fiscal policy
reaction functions, and their results show thaséhteonds would help to substantially
reduce the likelihood that debt/GDP paths becomplosie. The insurance
premium would likely be small, because cross-cquatmovement of GDP growth
rates is low and cross-country GDP growth riskhigstlargely diversifiable for an
investor holding a portfolio of GDP-indexed bond$e authors emphasise that
while their paper focuses on GDP risk for the saksimplicity, it should be clear
that there are many sources of risk affecting thlet-dervice capacity of emerging
markets. For example, one could instead focus eretternal terms of trade risk,
which would suggest the idea of debt instrumerds éine adjusted to the world price
of some key commodity.

Chamon (2001) develops a model to analyse the éajidns for financial
crises of denominating external borrowing in teraofsa nontraded good, which
would be similar to having a domestic inflation éxeéd debt instrument. Chamon'’s
model is designed to analyse the implications &df-failfilling liquidity crises when
foreign debt is denominated in terms of the prit@antraded goods. The analysis
shows that a major advantage of having the indedelot instrument is that it
provides a mechanism that adjusts the value ofidie so that all creditors can be
repaid in the event of a debt run. A liquidity essmay be avoided, because when
there is a decline in the value of the debt follogvithe decline in the price of
nontraded goods, then all creditors share in tes because they hold indexed debt.
Furthermore, since the creditors will receive aroant that is independent of the
order in which they collect their debts, they willve not have any incentives to join
in a debt run. In other words, the mechanism faridiag liquidity crises relies on
the decline in the relative price of the nontradgmbd in anticipation of the
liquidation of the traded good production, if therere to be a debt run.

To some observers, however, any recommendatioanfgrsort of indexation
in the economy would appear to be akin to one wiyisles up the fight against
inflation and sees the option as one of trying foimise the costs of inflation by
indexing particular assets. One cost that has Besquently emphasised in the
literature relates to the weakening of the willctmtinue the fight against inflation:
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results derived from theoretical economic models/els as empirical evidence from
countries that have practiced indexation show tt@inges that reduce the social
costs of inflation increase the equilibrium inftati rate and tend to worsen social
welfare. This point takes on added importance éRakistani context because there
are some widely cited studies, which have argued there is greater scope for
seigniorage in the Pakistan economy than has bedised by the Government. It
would take us too far a field to discuss all of thsues involved in the wage and
price indexation literature, and we shall confineselves here to referring the reader
to the many studies that have been done in - B -area’ In particular, Mirakhor
and Zaidi (2004) have provided several countertaeus against inflationary
financing of the budget deficit in Pakistan. Thetndy provides both the analytical
underpinnings for the case for pursuing noninflaigy fiscal and monetary policies
as well as points to several weaknesses in there@pstudies purporting to make a
case for higher inflation in Pakistan. One poirdtthears emphasis is the evidence
from cross-country studies that once indexatiorobegs popular in the economy, it
becomes very difficult to reverse the trend towardreasing indexation. In the
present context, we would like to stress that ihésessary to distinguish between
indexing that decreases the costs of unanticipatation to the government from
that which does not. In particular, indexing of benreduces the gains from
unanticipated inflation to the government, becatle mechanism for eroding the
real value of public debt is thwarted, and insafarthat advantage is checked, this
particular financial indexation would not necedyagncourage higher inflation.
There are some other difficulties associated witteked instruments, which
might be worth noting. In particular, if there wete be differential rates of
indexation on bank loans and deposits, then thigdvesult in exposure to inflation
risk that must be borne by the banking systemt thiely were to become particularly
large, by the public sector in terms of bank bdadolHowever, the need to address
these issues does not at all mean that the inttiodluof the innovative financial
instruments faces insurmountable obstacles ordhas delayed for a long time. On
the contrary, we think that this is an opportumneetito effect major structural reforms
to place the financial system on a sound footingtillsuch time as the innovative
schemes are introduced in the banking system, tieenains the question of what to
do with the large increase in FCDs. The currenugpetf tight limits on the banks’
net foreign exchange position, as well as limitilggmestic foreign exchange loans to
export finance, has the major advantage of comploreign exchange risks in the
banking system. However, this advantage has todmepared with the foregone
benefits that would come from using the savingdrfeestment in physical capital in
the domestic economy. Put it differently, how damse trade off these two
combinations of pluses and minuses: on the one,hhede is the low risk in the
domestic banking system but at the cost of havawings going abroad in the form

%0see, for example, Fischer and Summers (1989).
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of low return (partly because of low risk) foreifinancial assets; on the other hand,
one can count on higher investment rates in thenaoy to bolster the growth

performance but then also face the potential probfeom increasing the banks’

exposure to foreign exchange and credit risks. ighinrequire another paper to
answer these questions fully, but based on thensixte discussion about the
savings-investment constraint in Mirakhor and Z&R004), as well as the analysis
we have provided in Section Ill above on the cdstaguiring international reserves
and sustaining growth-oriented adjustment programswould put a lot of emphasis
on adequate international reserve holdings or usig savings for investment

purposes as long as there are adequate safedtards.

V. CONCLUSIONS

This paper has analysed how the large volume ofrtgbom foreign
currency deposits and the specific institutionareltteristics of those deposits
had made the Pakistan economy highly vulnerablexmgenous shocks. While
emphasising the importance of linking capital agtoliberalisation to the
appropriate sequencing of domestic financial re(and bank supervision), the
paper also focused on the problem that the FCDrsehrad created yet another
channel for government borrowing. The analysis stobthat fiscal sustainability
in a “closed” system may be very different from tairsability in a more “open”
system, and there is a need to think of these ssButerms of total balance sheet
vulnerability. The main reason for the reliancestwort-term capital had been the
large fiscal deficits, and there is a continuingedhdfor strengthening financial
policies to promote internal and external stabiliffhe authorities should
continue to integrate the economy with internatidim@ancial markets, because
foreign capital inflows can help to finance investrh and provide opportunities

®1To the extent that there might be further dolldiisain the banking system on both the asset
and liabilities sides, the SBP will have to be kgt in ensuring that nonperforming loans (NPLs)ndo
become a problem, particularly with regard to ttretegies followed by the banks and the creditsrisk
their dollar loans. Banking supervision entaileadback-control process involving continuous amely
interaction between the central bank and the fidmustitutions, particularly the review and argdyof
data submitted by the commercial banks. Hence, S&RId continue to develop its ability to be well-
informed in a timely way about the trends and angiasirable developments in the banking industry and
be able to take appropriate and rapid policy messwhen necessary. Further progress should be tmade
gather relevant data from the supervised institstiavith the focus on obtaining less frequent botem
meaningful information. In this connection, finaaldnstitutions should provide comprehensive report
a quarterly basis, which would reflect their finemigositions accurately. In particular, there ddobe
complete income statements in the quarterly repostsich would show details on all accruals,
amortisation, and updated reserves for nonperfayragsets. It is in this respect that SBP shoukhsify
the work on an early warning system for any detation in the loan portfolios of banks, which wotbe
based on a sufficiently accurate and comprehemsitebase. The early warning system would rely én th
first instance on off-site prudential supervisiofithwa view to identifying problem banks requiring
additional supervisory attention. Also, SBP shdwgte a well functioning system for financial anadysf
the quarterly returns from banks.
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for risk diversification to residents, but they Whlave to be extra vigilant on the
fiscal front. To quote from Krueger (2004): “It idear from experience that
large unsustainable fiscal deficits and open capit@rkets make uncomfortable
bedfellows. Large fiscal deficits pose increasirgks for the financial sector as
capital flows are freed up. And here | want to eagike that deficits financed in
large part by domestic creditors can be especilygerous®

The vulnerability of Pakistan to shocks that adegraffected its balance
of payments position depended on the terms andions under which it could
obtain international liquidity. The reliance on FEMbr even the rather limited
reserve accumulation that had been done meantthigatcountry’s efforts to
improve economic performance were constrained byingaborrowed rather
than owned international reserves. Even when there access to private credit
markets, there was the need for periodic refinagnohthe borrowing undertaken
to finance reserve holdings, and the costs of $inamcing had exhibited marked
volatility. Trends in net borrowing from private edtitors illustrate clearly the
changing perceptions of Pakistan’s creditworthinemsd the consequent
availability of funds. Thus, the size of privaterdign capital inflows, including
FCDs, expressed as a ratio to GDP or to importgaafds and services varied
considerably over time. When the country had adeghaldings of international
reserves and access to other sources of intermatiuidity, it could sustain a
smooth adjustment program because it could findtecevay out of temporary
external shocks. However, when there was inadediguality, even temporary
shocks had forced the country to modify its adjlestimpolicies; this choice was
often not desirable, because a sharp tighteningafetary policy would depress
investment spending.

This paper has emphasised that international resargets should be set not
only in relation to variations in the volumes ofdgn trade but also keeping in view
the growth in short-term liabilities. As well, tlamalysis has pointed to the need for
measures to enhance international liquidity, inicilgdmeasures that would make
domestic currency denominated assets relativelyemattractive to hold. The
reduction in inflation, together with adequate saté return on domestic currency
deposits, can be expected to lead to a sustaimetiltg of the reliance on FCDs and
the dollarisation of the economy. To be sure, ormild/ expect to have some
dollarisation in the economy even when inflationesaare low and returns on
domestic assets are more competitive than in tis¢, jpath because of the large
workers’ remittances and because domestic resideotdd want to diversify their
portfolios. However, the volumes of foreign liabés would be sharply lower, and
the attendant costs and risks would be of a difteoeder of magnitude than those
discussed in this paper.

%2Krueger (2004), p. 5.
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APPENDIX |

CABALLERO-KRISHNAMURTHY MODEL

The objective of this appendix is to clarify theusture and behaviour of a
macroeconomic model for a small open economy deeeloby Caballero and
Krishnamurthy, as the key insights from this modere used in the main text to
point out the constraints from the dollarisationtled economy, most notably in the
form of large foreign currency deposits in the hagksystem. The model has been
dubbed the dual liquidity model by Caballero andsKnamurthy to emphasise the
financial constraints affecting borrowing and lemgliamong agents within the
economy, and constraints affecting borrowing frareign lenders. Since the model
has been discussed extensively in a series of péyyeCaballero and Krishnamurthy
(2001, 2003, and 2004), the discussion in thisieeds brief and the reader is
referred to the papers just mentioned for detaite focus of the present exposition
is on those features of the model that are mostvaelt for the analysis of
international and domestic liquidity constraintglie Pakistan economy.

The model consists of the following assumptionsd am represented by
Equations (1)—(11) in Table Al. There are thredgosrin the model: date O is the
fully flexible period in which agents make invesmeand financing decisions; date
1 is the near financial crisis situation in whidte tdomestic agents have sufficient
collateral to borrow from other domestic agents, dannot borrow from foreigners
because the country has a shortage of internatamilaiteral; date 2 is the final date
when firms pay their debt obligations. There are states of the world at date 1,
denotedb and g, which occur with probabilitiest and 1-1t In the b-state, firms
experience adverse liquidity shocks, and face hiopdinancial constraints, while in
the g-state, there are no shocks and financial conssraire not binding. The plants
of one-half of the firms receive a shock with proitity 0.5 at date 1 that lowers
output fromA to a. This productivity decline can be offset by inwegtékgoods,
which would generate the date 2 output dedidin Equation 1Equation 2 is the
assumption that the return on investment exceedmtarnational interest rate, while
in Equation 3 it is assumed that the firm first foars against its net international
collateral from foreigners. Once the firm has usesdinternational collateral, it
finances the remainder from other domestic firmsat thlid not receive the
shock, which are labeled intact firmis. the horizontal view, the distressed firms are

3While there is still some disagreement on the causeerlying the financial crises in emerging
markets, in recent years most researchers haveasispd that one of the most salient feature was the
contracting of debt denominated in foreign curreridyus, the third generation models of currencgisri
focus on the balance sheet mismatches that ledrthriptcies and other dislocations in the realasect
which had feedback effects that served to ampliy downturns. Like other third generation models of
the currency-balance sheet channel, the dual ityurdodel also relies on the assumption that firms
contract dollar denominated debt, and providegarous analysis of why firms choose (or perhaps the
better word would be must) to take on dollar debt.
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Table Al. Caballero-Krishnamurthy Model 1.

A@)k = (a+00)k < Ak, whereA=A —a
A-1>i;
w=w-f

1Wn >1ak
2 2

A w0 DdPE

5. id =i
_ W"+ak< 2w"

- —, whereg" <1
1+i; 1+i;

6. 0"k

7. 1Wn <1ak
2 2

n
g KW
2 1+i;
n
9. 9'Kk=2"
1+i;
10. i >i;
11. id = ak ——1>i;
wn/(1+i;)

constrained in meeting their financing needs bexdusy have limited liability, that
is, their total liquidity ofak + w" is insufficient to meet the production shock. Tiis
shown in Equation 4 where intact firms borrow frdioreigners against the
international collateral oh w and lend to distressed firms against the domestic
collateral ofak. In this situation, the international financialnstraint is not binding
for intact firms, and the interest rate they chaagainst domestic collateral is equal
to the international interest rate (Equation (Arcordingly, total investment in
determined by the financial constraints of the vidlial firms, as shown in Equation
(6), where H denotes the horizontal equilibrium.b&&ro and Krishnamurthy
denote this equilibrium situation as the horizontédw, because the domestic
interest rate is equal to the international interate, and not affected by the quantity
of domestic loans; a distressed firm can borrowoag as its domestic financial
constraint is not binding.

In contrast to the horizontal view, the verticatwiis the situation where the
international supply of funds is vertical, becatisere is a shortage of country-wide
international liquidity, and the inequality in Ediam (4) is reversed to give Equation
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(7). Although distressed firms have enough domektjoidity to pay for the
international liquidity of the intact firms, thet@rnational liquidity is scarce relative
to the financing need, as shown in Equation (8)tHis situation, investment is
determined by the stock of international liquiddpd domestic liquidity does not
appear in Equation (9), where superscript V stdodthe vertical equilibrium. In the
vertical view, the interest rate on loans agaimshestic collateral is greater than the
international interest rate, because the intaagnhdirare borrowing up to their
maximum capacity from foreigners and lending to dstit firms against domestic
collateral (Equation (10)). Since the internatiooallateral is the binding constraint
the loan supply curve becomes vertical beyond plamt. The credit market is
segmented in this region withl i > * 1 i but it does not exceed .—1, which is the
marginal product of investment for the distresseahd, as borrowing costs cannot
exceed the marginal product. Equation (11) is thadition thatd 1 i lies betweert
1iand.-1 after some rearrangement.

Caballero and Krishnamurthy (2001) sketch a modelwhich collateral
aggregation is done not in the domestic debt mdmliein the banking system, which
is more relevant to the case of the FCD problerRakistan. In this version of the
model, intact firms deposit funds with the banksijlev distressed firms take loans
from the banks. Since the banks act as intermediani this model and intact firms
do not directly purchase the debt claims of theresed firms, sharp declines in
asset prices lead to problems in the banking systedinot in the domestic debt
market®* As banks experience declining asset values, thkility to aggregate
collateral is weakened, which leads to further idesl in asset prices and economic
activity.*

Caballero and Krishnamurthy pose the dollar dehliblem as one of
microeconomic underinsurance with respect to cguntde aggregate shocks. Their
analysis shows that denominating external debbmesktic currency is equivalent to
contracting the same amount of dollar-debt, buh tht@mplementing with insurance
against shocks that depreciate the equilibrium &mxgh rate. They also derive the
result that when there are country-level intermatldiinancial constraints, it would
be optimal to purchase such insurance even ifg@hts are risk neutral. However, if
domestic financial constraints also exist, therthésproblem that domestic residents

*In the canonical model, distressed firms accessrtteenational collateral of intact firms by
borrowing from them against their domestic collatefThe implicit assumption in the model without
banks is that this collateral aggregation is dana iperfectly functioning public debt market. Irhet
words, distressed firms issue debt claims in theektic market secured by domestic collateral, while
intact firms issue debt claims to foreign investegsured by international collateral. The intaché then
use the proceeds from this issue to purchase thtectiéms of the distressed firms.

%When banks are included in the model, it is thekbahat issue claims to foreign investors
against balance sheets that are partially backeadtbsnational collateral. When the banks providese
funds to distressed firms, they act as the interangdor the intact firms extending credit to destsed
firms against their domestic collateral.
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will undervalue the social benefits of contractimgurance against country-wide
shocks. Furthermore, foreign lenders will reinfothe underinsurance problem by
reducing their participation in domestic finanaiahrkets.

The analysis helps to clarify the constraints inggben stabilisation policies
in Pakistan by the FCD scheme, particularly withare to the effect of monetary
policy on the exchange rate. In the vertical regibrthe SBP were to adopt an
expansionary monetary policy stance, it would r@gble to loosen the international
liquidity constraint, but instead the price of datie liquidity would decline in
relation to the price of international liquidif§. In this way, monetary policy would
have distributional effects, because it would &ffége allocation of the return on
investment between lenders and borrowers. Howdter,SBP could not conduct
countercyclical monetary policy in the vertical i@y because investment by the
distressed firms would be constrained by the irgonal liquidity. Any attempt by
the SBP to expand monetary policy would depredia¢eexchange rate, and since
the SBP would be concerned not only with the badasteeets of the firms, but also
its own open foreign exchange position and theafith target, it would tend to
favour a policy that supported the exchange rate.

The SBP’s attempts to stabilise the exchange rat@der to hit the inflation
target and protect its balance sheet in the véntigaon had the unintended effect of
distorting the private sector’s insurance decisiooscerning international liquidity
shortages. Since countercyclical monetary policy imaffective in stabilising output
in the vertical region, the domestic agents (firrbanks, etc.) would take into
account the SBP’s defense of the exchange rate wiading their decisions about
hedging against adverse shocks in the verticahtsitn. Insofar as the domestic
agents expected limited exchange rate flexibilitg a smaller decline in the value of
domestic liquidity in relation to international Uglity, they would tend to
underinsure against the possibility of finding tisetres with too little international
liquidity in the bad states of nature. In contrabthe SBP had sufficiently large
international reserve holdings to demonstrate thedibility and efficacy of
countercyclical monetary policy, it would have pided the private sector with the
right incentives to insure against internationalidity shortages.
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