GOVERNOR'SINTERVIEW IN PTV ‘NEWSNIGHT’ PROGRAMME

Talat Hussain:

Governor:

OF 15™ MAY, 2002

Assdamo-Alaykum, You ae witnessng the ‘News night' with
Tdat Hussain. We are happy to have with us today in our studios
the Governor, State Bank of Pekistan, Dr. Ishra Husain.
Governor Saheb! Thank you very much for coming to this
programme. Viewers, we will tak to the Governor on the country’s
economic dtuation and on certain debates, which are taking place
with regad to invetment and foreign exchange reserves. We
would ask some questions on these issues and would like the
Governor to answer them. Dr. Saheb! Are you satisfied with the
peformance of the economy as the Governor, State Bank of

Pakistan?

Firg of dl, you have to determine what our objectives were and to
what extent these objectives have been achieved. The firg mgor
objective for the last two and hdf years was to reduce our debt
burden and to improve our podtion on internaiond repayments.
The popular expectation was that the default would take place
either today or tomorrow. The second objective was to control the
fiscd defict. This was mounting continuoudy because the
Government's  expenditures dways remaned higher than its

revenue receipts. So, we tried to control this fiscd deficit by
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curtailing government’s expenditures. The third objective was to
improve the growth rate which had congderably declined during
the last ten years and to creste employment opportunities for the
welfae of the common people We have made progress in
achieving two of the three objectives and are sdisfied with the
progress made in this regard. However, we have not yet succeeded
in achieving our third objective of increesng the growth rae,
improving the living dandards of the common people and

generating new employment opportunities.

Reference your firg two objectives, country’s foreign exchanges
reserves have now gone up to nearly 5.6 hillion dollars from nine
hundred million or one hillion. People say that the figure of foreign
exchange resarves has been manipulated for political gainswhereas
the actud figure is different from that. As Governor State Bank,

what do you say?

Firs of dl, 1 would submit that the State Bank had introduced
trangparency to such an extent tha we publish dl the
information/data in our Annua and Quarterly Reports and dso put
them on our webste. We kept the public informed even when the
State Bank had reserves of only 600 million dollars, when these
reserves rose to 2 billion, they were aso made public. Before 11"

September when the reserves shot up to 3.3 billion dollars, these
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were ds0 disclosed to the public. In fact we publish the foreign
exchange resarves pogtion in newspgpers on weekly basis
regularly. Further, | would like to mention here that in order to
educate the people it is necessary to provide them detaled
information. Earlier, we used to publish the figure of reserves held
by the State Bank and those held by the banks as a combined
gngle figure. We have now returned to banks ther foreign
currency depodits, so that no government, the present or future
ones, fal prey to the temptation to freeze these accounts. After that
the foreign exchange reserves were bifurcated into the reserves of
the State Bank and the foreign currency deposts of the public held
by the banks. Today, the country’s reserves are of 5.3 hillion
dollars out of which 3.8 billion dollars are State Bank's own
resarves and 1.8 hillion dollars are of banks, which in fact are
people’'s foreign currency deposits We have now no control on
foreign currency deposts of resdent and non-resident Pakigtanis,
which are hed by the banks. So, the actua figure of reserves held
by the State Bank is 3.8 hillion dollars. But compare these reserves
figure with thet of 600 million dollars in October 1999 and how

they have improved/risen.

Sir, you purchased dollars from the market.
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Let me tell you about the procedure of purchase of dollars from the
market. You know that under a controlled exchange rae regime,
the Centrd Bank enjoys the monopoly and dl the reserves come to
the State Bank. In April 2001, we abolished this system and
introduced a free-floating exchange rate determined in an inter-
bank maket. In this system, dl the inflows i.e. export earnings,
remittances, private inflows and foreign direct invetment come
into this inter-bank maket from where the importers, multi-
nationa corporations, arlines and shipping companies purchase
dollars. When the dollars become surplus in the inter-bank market,
these are purchased by the Centrd Bank This practice is followed
by the centrd banks throughout the world. In this way, we build
up our reserves and improve our baance of payments postion. But
it may be pointed out that the State Bank purchases dollars from
the open maket only when there is a surplus of dollars in the
market by paying a premium of one or two rupees. When the rupee
begins to depreciate againgt the dollar, for example, when | notice
the rate is going up from Rs60 to Rs.62 per dollar, 1 do not

purchase the dollars from the market in view of its higher demand.

This is the work of the market and you are playing the role of a

market.
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The State Bank is a regulator as well as the player d the market.
This is a new concept in Pakistan but this practice was in vogue in
other countries of the world. This concept was not in existence in
Pekisan before April 2001. When you have a floaing exchange
rate, the Central Bank will have to go to the market to purchase the
dollars. The State Bank dso sdls dollars to the market depending
on the market needs. The sde and purchase of dollars is the work
of the Centrad Bank. Now let me tell you about the purchase of
dollars from the kerb market. The foregn exchange avalable in
the kerb market is of our labour class, resding in Duba, Abu
Dhabi, Kuwait and Saudi Arabia They send ther foreign exchange
earnings through ‘hundi’ because it is convenient for them as there
ae no cumbersome procedures involved and their money is
transferred to any place in Pakistan within 24 hours. In such a way
the dollars are available in the open market and can be purchased
by any one. So, the State Bank was purchasing the surplus dollars
from the kerb market. The only reason for the purchase of dollars
from the open market was that we wanted to get rid oursdves of
the debt tragp. If | had continued to borrow from abroad, which has
been the practice for the last 10 year, then our debt would have
risen to 42 hillion dollars ingtead of 38 hillion at present and our
debt servicing would have risen by 300 to 400 million dadllars

annualy. What has happened by purchasing the dollars from the
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open market is that we paid only two or two and a hdf rupees as
premium over the official exchange rate. In fact, these dollars were
remittances of our countrymen. After 11" September, dl these
dollars which were earlier coming to open market Started pouring
into the inter bank market because of the narowing of gap
between the kerb and the inter bank market rates. Moreover, due to
drict vigilance on the activities of ‘hundiwadas in Duba and Abu
Dhabi and the improved performance of our banks, the remittances
were now being routed through banking channds. The monthly
remittances through banking channels have gone upto 220, 230 and
260 million ddlars in contrast with 80 million dollars per month

sometimes back.

Some people say that you are taking steps to regulate the hundi
busness under international pressure because Washington is
monitoring undocumented money transactions in Duba and Gulf
region and some people say that even the FBI people are Stting in
catan banks. So you have been compelled to take necessary

measures to curb ‘hundi’ business.

It is an important hedthy development that has taken place
internationaly. We cannot deny this that drict vigilance on *hundi’

busness is being caried out in UAE & USA and we have
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benefited from this action. But may | mention here that the work
regarding the documentation of moneychangers and the setting up
of the exchange companies has been in hand for the last two years.
It may be recdled that we had put in place a code of conduct for
the moneychangers in January 2001 so that they work under these
parameters. We had dso asked the smal moneychangers to merge
and set up big companies but when they did not pay any heed to
our advice, we decided to establish Exchange Companies. Banks
ae monitored drictly. They ae required to follow ingtructions
regarding documentation and reporting, besdes our inspectors
conduct the ingpection of Banks branches. It is very difficult for
us to regulate and monitor 4000 moneychangers. Therefore, we
intend to set up 15 to 20 Exchange Companies. Just like banks,
these companies will either have branches or retail outlets because
we want to faclitate the common people. These Exchange
Companies will be properly monitored. We will ensure that no
undocumented transactions take place and these companies do no
illegd work. Inshdlah, these companies will go into operation by

July thisyeer.

Now we move forward and tak about invetment. You have
reduced the lending rates. It was hoped that easy credit will be

avalable to the private sector and credit will be picked up by the
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private sector. But when we asked the representatives of the
Chambers who came here in this very programme that why you
people ae not investing, dthough the credit is avalable on easy
teems. They replied that the banks do not facilitate them in
extending credit. When we taked to the bankers about it, they told
us that the private sector people hesitate to come to us for credit.
You were supposed to be fadilitating in this regard by formulating
a framework under which the investments would have picked up.

But why this has not happened?

In this connection, | would like to inform you that both the private
sector and the bankers are right in what they are saying. | will
explan to you how. When we brought down the discount rate by
4% from 13 to 9 percent during the lagt ten months, the
businessman thought that the banks would follow suit and reduce
their lending rate by 4 percentage point. Uptil now, the banks have
reduced their lending rates by 2 and 2 % percentage points. So
there is no one -to— one raio between the discount and lending
rates. The reason for this is that when the discount rate was raised
by 4%, the lending rates of the banks had not risen by 4%. The
banks lending rates at that time had risen by 2 to 2 Y% per cent. The
increase or decrease in lending rates does not teke place in

proportionate manner with State Bank’s discount rate. Further, as



you are aware tha the three mgor banks viz. NBP, HBP, UBL
have 60% market shares but their old non performing loans are on
a very high sde When you have such a lage scde of nont
performing loans then you have to pay the price because banks do
not earn on these NPLs and the spread between the lending and
deposits rates go up. When we will privatize these banks and they
would no longer reman in Government control, they will have
competition amongs them and they will have lower volume of
non-performing loans, their lending rates will go down further.
Another problem with the banks was that they had to pay 58%
income tax whereas Corporations pay only 35% income tax. We
have brought down the income tax on banks to 50% and Inshalah
we will bring this down to 35% in the next two or three years. The
burden of tax affects the lending rates aso. As far as bankers are
concerned, they say that they lend to therr prime borrowers whose
credit rating is good and with whom they are doing business for a
long time, a 8% interest, which is the Government rate. But for a
new and sndl and medium entrepreneur having no collaerd and
security and who can not generate sufficient cash flows to return
bank’'s credits, he is given loans & a higher lending rates. To
resolve this problem, the Government has set up agencies such as
SMEDA to hep the smdl and medium entrepreneurs. We are

softening the State Bank  regulations for such  inditutions. The
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regulations that are applied to big corporations should not be
goplied to smdl and medium enterprises. We recognize that it is
not possble for a smdl depodtor or a smdl entrepreneur to
produce three years Audited Accounts, when they do not have such
accounts. We have dready established an SME Bank. Habib Bank
has dedicated its 21 branches for smal and medium entrepreneurs

and we will take the SME sector forward.

Dr. Saheb! There § no doubt that growth will redly pick up only
when there will be huge invesments on sustaineble basis. Your
technicd reasons regarding the non-picking up of growth rate are
aso vdid. But according to some people, bankers are reluctant to
sanction loans because granting of loan has now been equated with
cime. There is a lack of confidence among the busnessmen. In
this very programme, a busnessman had sad that he did not know
what would happen in future. He dso taked about politica
indability, dthough Government's assurances ae avalable
Technicd reasons gpat, how can growth will take place in a
gtuation when the lender is reluctant to advance loans and the

borrower is dso hesitant to borrow?

You ae right. There is a truth in this assartion.  This Stuation was

created when the NAB darted arresting both the bankers and the
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busnessmen. This action not only shattered the confidence of the
people but dso affected the invesment climate. It was for this
reason that the Presdent made an amendment in the NAB
Ordinance, which authorized the State Bank Governor to decide
whether a loan default wes a willful default or a circumsantia
default. For this, we have chalked out criteria according to which
if a person who has taken a loan of rupees one million and instead
of repaying this loan, he is spending Rs five or ten million
monthly, it clearly shows that he is a willful defaulter and he does
not want to repay his loan. However, if someone's consgnment
reaches the sea-port and at this point of time he comes to know that
the duty on his consgnment has been raised from twenty per cent
to thirty percent, then in that Stuation the poor felow would not be
able to pay the duties and get his consgnment released. Naturdly,
he cannot repay his loans to his bank. This is a circumdantia
default. So, we have deeted the circumdtantid default from the

NAB Ordinance.

Governor Saheb, tell us about itsimpact.

Very few people have been referred to NAB snce the introduction

of this law. But the people, whether they ae bankers or

busnessmen, are 4ill afrad of what had happened earlier. We
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want to prove with our actions. If a default has taken place due to
circumgantia reasons then there should be no cause for concern
for both the bankers and the businessman, though lending is a risk

taking business.

We were taking about the banking sector and now let us tak about
the banking reforms.  Besdes having various frame-works of
International Monetary Fund with us we are dso working on the
subject. Are you satisfied with the dtuation of the banking sector

in Pakistan? Whether some new banks will be closed down or not?

These are two different things. As a regulator, it is my duty to
ensure that your depodits are safe, sound and secured. If it comes
to my notice that bank ‘A’ has wrongly utilized your funds, then
this is my duty to teke action againg that bank and cancd its
licence. Inthelast 2—2 %2 years, | have without any hestation

cancdled licenses, changed managements, effected mergers, issued
notices and suspended the Board of Directors of banks. NAB has
dso taken action againg the Directors of the banks. The only
purpose of these actions was to warn others that action would be

taken againg them, if they misuse the funds of the depositors.

Y ou have closed down three banks?
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Y es. We have closed down three banks.

Some people say that if the State Bank had taken timely corrective
measures, then there would have been no need to close down these
banks. Tha was the option of the last resort. Why did you dlow

the Stuation to drag to such an extent?

There are two aspects involved in your question. | think that we
should give importance to prescribed procedures and follow the
due process of law. In this country, no person including the State
Bank Governor should enjoy the discretionary powers to take
arbitrary actions.  In the Banking Companies Ordinance, there is a
complete procedure prescribed for taking action againgt the banks.

Firgd we invedtigate, then form a dautory committee, afterwards
issue a show-cause notice, after the show cause, an inquiry into the
matter is conducted. If the banker is not satisfied with the inquiry,
he is then provided a second chance. Thereefter his case is referred
to the court of law.

No matter the accounts of the depostors are affected during this
process?

No. We freeze the activities of the banks but the question of the
confidence of depositors is aso important so that they may not
take out their deposits from the banks. On the one hand, you have
to keep a watch on the activities of the banks and on the other hand
you have to prevert arun on the bank. This is a very difficult task.
But | am of the view that the date of affairs cannot be improved
until and unless we drictly follow the rule of law. | would like to
mention here that there might have been some dday in taking
action agang banks and | take full responghility of it, but | have
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provided complete opportunity to every bank againgt which action
had been taken to defend its case. No action has been taken
againg any bank without listening to its point of view.

We were taking about banking reforms. Let us tak about State
Bank's interna affars.  You have introduced various reforms in
the State Bank and st up a subsdiary. What is that al about?
Tdl our viewers about these reforms so that we can ask more

questions on the issue?

There are four mgor functions of a Centra Bank. One of these
functions is the supervison of banks, the second is the reserve
management, the third is the formulation of monetary policy with a
view to keep the inflation rate low so that the purchasing power of
the people is maintained, and the fourth function is to regulate the
payment system to ensure that an issued cheque is honoured
anywhere in Pakistan. We have sixteen branches al over Pakistan.
Over the lagt fifty years, these branches were entrusted with
different tasks, such as exchange of mutilated currency notes with
new ones, sde of Prize Bonds, receipt of challans etc. These work
do not come under the purview of the core functions of the Centrd
Bank. This work should be done but what was happening that
eght thousand employees of the State Bank in Sxteen cities of
Pekigan were engaged in such kind of activities and only 1200
people were performing the core functions of the centrd bank. In
such a dtuation my colleagues dtention and mine was primarily
remained focused on the problems of the public and we were
unable to pay more atention to the core functions of the Centra
Bank. This date of afars might have caused certan ddays in
taking action againg the banks as you have earlier pointed out. So
we decided to focus our full atention on the main functions of the
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centrd bank and set up an autonomous and independent
organizetion to carry out the nonrcore functions of the Bank. A
Managing Director who monitors the day-to-day operations of the
Subsdiary heads this organization. We have common Board of
Directors, which oversees the policies of both the Centrd Bank
and the Subsdiary. By credting the Subsdiary, we have been adle

to focus our attention on core functions of the Central Bank.

At present, how many people have been deployed on core and
public dedling functions?

Presently, 1200 people, dl in Karachi, are performing the core
functions of the Bank and about 6200 employees are working in
gxteen branches throughout the country and in the head office of
the Subsidiary, which islocated in Karachi.

Before hifurcation, the number of employees performing the core
functionswas 1200. Then what’s difference?

No. The number of employees in both the Centrd Bank and the
Subsdiary has been reduced. | think nearly one thousand
employees have been reduced during the last three years. As | had
no intention to compulsorily retire the employees of the Bank we
offered them an option of voluntarily separation or early retirement

scheme.

So you are offering an option to the employees to dther remain in

the Bank or leaveit?

Yes.
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Let me ask you a provocative question. It is being sad that after
the interna reforms, new appointments have been made in the
State Bank. Though it is a good move to bring in new people yet it
is sad that the pay package offered to these people were redly on
a very high dde. They were given price out of market. And those
who had worked in the State Bank for the last 20 — 25 years and
brought the Bank to reach a a podtion where this indtitution after
becoming an autonomous body in 1997, is now regulaing the
economy of the country, are being offered some money and told

‘Thank you very much, your services are no more required.’

| am redly glad that you asked me this question because it gives
me an opportunity to clarify the podgtion. We have a pay sructure
for every grade, which is approved by our Board. So even if |
gopoint a person from outsde, he too will get the same sdary and
perks, which are avalable to the internd employees of the Bank in
the same grade. What is the cause of misundersanding among the
people is regarding some projects of World Bank and ADB. As
you know that earlier we used to pay hundreds and thousands of
dollars to a white skinned foreigner despite the fact that he did not
know much about Pakistan. Now, we have some Pakigtanis with
internationa experience. When such people come to Pakistan on
haf the sday as compaed to a white skinned foreigner, this
causes resentment among the people.  We have inducted three or
four persons in the State Bank under the World Bank /ADB
projects. One is a lady, who has been cdled from Mdaysa She
has worked with Bank Negara. We have dso acquired the services
of one or two Pakigtanis, who were working in the World Bank.
These are three or four persons but they have contributed a lot in

improving the working of the State Bank. They have completely
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changed our training programmes and Human Resources Policy.
People don't count the benefits we have gained by inducting these
people instead they look a the cost. If we had acquired the
sarvices of a white skinned foreigner, we would have paid him four
times more than what we are paying to our own people. This
foreigner would have taken more or less a year to understand the
State Bank and Pakisan. Please look a the efficiency and
productivity of these people. If | have brought in four or five
persons as advisars, they are heping us in moving the State Bank
forward.

Doctor Saheb! There are number of questions to be asked but due
to time condraint, le¢ me ask you a question regarding the role of
the State Bank. As you have said, the State Bank is effective in
whichever sector it is operating such as exchange rates and foreign
exchange reserves. But as far as State Bank’s role in the overdl
economy is concerned, a generd impresson is tha despite
autonomy, despite you intend to make the State Bank potent.
Economic Managers do not take the State Bank serioudy for red
direction in the economy. They ligen to you but they don't
implement what you say. What do you say?

| am of the view that the Stuaion had dready changed in 1997
much before my joining the State Bank. The pre-1997 caricature of
the State Bank you were mentioning is right. The State Bank was
an atached department of the Ministry of Finance, which had to
comply with its orders. It got autonomy in 1997 and autonomy is
linked with respongbility. When you do not execute your
autonomy with responghbility, you lose your autonomy. You have

to devdop your human resources, drengthen your busness
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procedures, and teke corrective measures to improve your
information management sysem.  Until and unless you teke these
measures, you cannot enjoy your autonomy. The purpose of this
internd  redtructuring is to achieve these objectives  We will
automate our manua proceses. If we get the information from
banks in red time, we will be able to early detect which bank is a
problem bank. Our people would be able to effectivdly and
efficently supervise the banks and would come to know 9Xx
months earlier whether a bank is heading towards bankruptcy or
not. We will manage our reserves in such a way that if at present
we are geiting three per cent return, then we will be able to get Sx
per cent return on these reserves. When the State Bank will take
these actions, then the economy will move but it will take time

Y ou cannot expect a change over night.

Thank you Dr. Ishrat Husain, Governor, State Bank of Pakistan for
gracing this programme with your presence.



