Strategy for External Debt M anagement
1999 — 2004

| an vey plessed to welcome the Finance Miniger to this Annua Generd
Meeting of the Inditute of Bankers ~We have invited him paticulaly as he is a
professona banker of internationa repute and he has now led our economic team for the
last two years or 0 with digtinction. We thought it would be appropriate for him to share

his views with this large gethering of bankers.

In my two addresses to this august gathering in 2000 and 2001, | had presented
before you annud reviews of the date of financid sector in this country. | could have
maintained this tradition and presented the third annua review of the financid sector
today. But | have indead decided to dwell on a topic which is very important to every
citizen of Pakisan but is mired in a lot of obfuscation, technica jargon, speculation and
thus has become very controversd. This topic is the externd debt of Pekistan — an area
of mgor concen to the State Bank of Pakigan in fulfilling its mandate to manage the

foreign exchange of the country.

In the next hadf an hour or so | will make a modest attempt to shed some light on
externd debt of Pakisan in a language which is comprehensble to an ordinary citizen of
Pekigan. | would like to quantify the magnitude of our debt, its higtorica context, the
drategy we have developed to manage it, the results we have achieved so far and the
actions we are contemplating in the next two years. The objective of this drategy is to

ensure that Pakistan's debt service obligations in future can be met out of its own foreign



exchange earnings without resorting to any exceptiond financing from the IMF or further

rescheduling by Paris Club or other creditors.

Why is debt (both extend and domestic) a serious problem for Pekistan's
economic management? Fird, it crowds out public finances by pre-empting 56 percent of
budgetary revenues necessitating serious cut backs on essentid public expenditures for
promoting growth and poverty reduction. Second, it forces the economic managers to
keep on borrowing for meeting even the non-development and recurrent expenditures to
operate the dtate. Third, the annua external debt service payments fdling due every year
amount to $ 67 billion which consume more than two-thirds of the export earnings.  This
burden is totaly disproportionate to the capacity of any developing country in the world
as it will pay most of its earnings to its creditors and will have very little left for imports
of goods and services. Fourth, the stock of public debt as a percentage of revenues is
over 600 percent which is clearly unsustainable. So is the stock of externd debt which
accounts for 240 percent of foreign exchange earnings in terms of net present vaue while
the manageable limit is about 150 percent. There is a generd agreement that this heavy
burden of debt has been a result of large and persstent fiscd and current account baance
of payments deficits, imprudent use of borrowed resources such as wasteful government
gpending, resort to borrowing for covering non-development needs, undertaking of low
economic priority development projects and poor implementations of foreign aded
projects, weakening of debt carrying capacity in terms of dtagnation or decline in red
government revenues and exports and the rising red cost of government borrowings both
domegtic and foreign. For the above reasons, it is imperative that Pakistan's economic

managers have to find a sustainable and permanent solution to manage its debt.



Totd sovereign externad debt of Pekigan including foreign exchange ligbilities
more than doubled from less than $ 10 hillion in 1980 to $ 20 billion in 1990 and further
to $ 42 billion in May 1998 just before the freezing of foreign currency accounts. This
sharp rise pushed up the ratio of the totd stock of externd debt and ligbilities (EDL) to
foreign exchange earnings from less than 200 percent in 1980 to 232 percent in 1990 and
350 percent in 1998. The burden of debt service payments became even more onerous as

it jumped from 18 percent in 1980 to 23.3 percent in 1990 to amost 60 percent in 1998.

What is the magnitude of the debt problem today? To answer this question, we
have to fird determine, in a comprehensve and complete manner, the entire stock of
externd debt and foreign exchange liabilities of the country. The confuson about the
exact amount arises because partiadl measures of debt are used or some of the foreign

exchange liabilities are excluded.

The firg attempt a disclosang the complete picture of country’s tota externa debt
and ligbilities was made in the 1999-2000 Annua Report of the State Bank of Pakistan.
Since then this picture is updated and presented every year. As of end-June 2001,
Pekigtan's totad externd debt and liabilities sood a $ 37.8 hillion. Of this, public and
publicly guaranteed debt i.e. the amount owed by the Government and public sector
enterprises and autonomous bodies was $ 26.8 billion. Private sector non-guaranteed
debt was $ 2.5 hillion — these are the loans contracted by Hubco, I1CI, Independent Power
Producers (IPPs) and other private sector firms for establishing power, cement, fertilizer,
chemica projects in the country. Foreign exchange to service these debts is provided by
the State Bank of Pakistan. Short-term commercid debt and loans provided by Idamic

Development Bank (IDB) for financing letters of credit for oil imports etc. was $ 1.5



billion and the loans provided by IMF which are lent to the SBP were another $ 1.5
billion. These fouwr components — Public and publicly guaranteed debt, Private nor:
guaranteed debt, short-term commercia debt and IMF loans comprise the externa debt of

Pakistan and totaled $ 32.3 billion.

In addition to this, external debt, the country owed $ 5.5 hillion in form of foreign
exchange ligbilities to reddents, nonresdents and inditutions. Of this amount, amogt
$ 1.5 hillion are depodts maintained by various central banks at SBP, $ 1.4 billion are
Specid US dallar bonds converted from frozen foreign currency accounts, $ 1 billion are
in form of FE 45 and FE 31 depodts and the remaining amount is swap funds, Qarzutaro
mulk sawaro scheme (NDRP), Foreign currency bonds etc. Overdl, the totd externd
debt and foreign exchange liabilities a the end d the fiscd year 2000-01 were  $ 37.8
billion. It will be pertinent to mention that Pakistan borrows in various currencies but the
dock of debt is denominated in US dollars. So if yen and European currencies
gppreciated it has an adverse impact on Pakistan's debt obligations as the amount of US
dollars required to pay the same fixed amount of debt in yen and European currencies is
higher than origindly contracted. In 2000-01, for example, our stock of debt and
ligbilities would have been $ 36.3 hillion only if there was no revauation on account of
currency movements.  In other words, we had to pay $ 1.5 billion extra out of our
resources not because we borrowed this additional amount but because the vaue of the
stock went up in terms of US dollars. | dwell on this point very ddiberately because a lot
of commentators and columnigts without analyzing the facts attribute any rise in sock of

debt to the Government’ s tendency to indulge in borrowing.



Let me now firg ded with our public and publicly guaranteed debt of $ 26.8
billion. This condds of bilateral debt of $ 12.5 hillion and multilaterd debt of $ 14.3
billion and its payment is entirdy the respongbility of the Government of Pekidan.
Bilaterd debt is owed to the governments of developed countries and has been the focus
of atention in the recent years because of its rescheduling by Paris Club since 1998-99.
In January 1999, the Paris Club rescheduled an amount of $ 3.3 hillion under Houston
teems. What did it mean in layman's terms?  All flows of debt servicing which were to
be paid by Peakistan between January 1999 and December 31, 2000 including arrears
accumulated during the first haf of 1999 were postponed. But at the end of this period
i.e. December 31, 2000 these postponed amounts were to be paid during next 15 to 20
years depending on whether the debt was ODA (concessond) or non-ODA (non
concessond) after a grace period. As you can see, this flow rescheduling does not

reduce the obligations of Pakistan but only provides atemporary reprieve.

The present Government was keen to obtain a more permanent and sustainable
solution to our bilateral debt. So on December 13, 2001 Pekistani delegation under the
able leadership of Finance Miniger Mr. Shaukat Aziz was able to obtain both a reief in
debt stock as well as debt flows. Unlike the past rescheduling, the relief was applicable
to entire bilateral debt stock of $ 12.5 hillion (ODA US $ 8.8 hillion and nonrODA US $
3.6 hillion). The agreement granted a repayment period for 38 years with 15 years as
grace period on ODA credit and 23 years with 5 years grace period for non-ODA crediits.
This gock reprofiling or reief in practicad terms or reduction in net present vaue in
economigts terms implies that the obligations of Pekistan have been reduced by 30

percent. To put it very crudely if we had to pay equivdent of $ 12.5 hillion before this



agreement we will now pay equivdent of $ 8.85 billion only. But this is not the end of
the story. The other component of debt relief will become visble when interest rates on
these loans are negotiated with each bilaterd government. Under various assumptions of
interest rate restructuring it is quite possble that we can obtain additiona reduction in net
present value terms of 20 percent. If we are successful in obtaining this amount of
reduction in interest rate it will tantamount to our stock of debt being reduced by one
haf. For the purists and the economists let me submit that the present discounted vaue
of greams of payments due on this bilateral stock of debt will be haved. For the layman
and to put it cruddy this means that in future instead of sarvicing the stock of debt of $
125 billion we will be sarvicing the sock of only $ 6.25 hillion if the required interest

rate reduction is granted by the bilatera creditors.

A number of uninformed cynics have commented that we have falled to match the
terms obtained by Egypt in the post-Gulf war period. | am sorry to disgppoint them but
except for the large military debt which they owed to the United States the treatment of
their civilian bilateral debt was no different from what we have obtained. In fact Pakistan
is the fourth country after Egypt, Poland and Yugodavia to obtan this exceptiond

trestment without being classified aHPIC or highly indebted poor country.

The above cdculations, of course, do not reflect what Presdent Musharraf has
been able to secure from the U.S. Adminigration during his recent vist. Under the U.S.
laws if the bilateral debt owed to the U.S. Government is to be written off, written down
or cancdled, the Congress has to gppropriate an amount equivaent to the net present
vaue of the contracted debt as a budgetary grant to offset the write off or cancellation or

reduction of debt. In @se of Pakistan, the caculations made by the U.S. Treasury shows



that the debt stock can be reduced by $ 1 billion if $ 200 million is provided up-front in
the budget for this purpose. This is the essence of the proposd which the U.S.
Adminidration is going to present to the Congress. Some other creditor countries such
as Canada, Itdy, have agreed to swap their debt for grants to support spending on
education, hedth and socid sectors. If that happens, the amount of outstanding debt

stock will be further reduced.

| have taken a lot of time to dwell on the bilaterd debt but | am sure you will be
curious to know how this reprofiling of debt stock or reduction in net present vaue helps

usin our debt dsrategy.

Firg of dl, as | see it, the debt stock reprofiling will dlow us the freedom to exit
from the IMF &fter the present Poverty Reduction and Growth Fecility (PRGF) program
is completed. As | have pointed out in my earlier public gpeeches the main motivation
for Pakistan to approach the IMF has been our inability to service our externa debt fully.
Under the present scenario when we have obtained a more permanent reduction in our
debt servicing obligations for the future the pressure to negotiate another agreement with
the IMF has eased unless we once again mMess Up our economic management or some

other unforeseen externa shock hits usintensdly.

Second, this debt rdief will dso provide some fiscad space and dlow the
Government of Pakistan to accderate its public investment expenditure and thus trigger a
multiplier effect on the rest of the economy. As empirica dudies have shown there is

srong complementarity between public and private invesment and we hope that private



invetment will be crowded-in. There is an urgent need to increase invesment, growth

rate and employment in the economy and this debt relief should provide the impetus.

Third, the creditworthiness indicaiors of Pekigan have improved sgnificantly
snce Paris Club agreement was reached. Creditors and foreign investors are now more
confident that Pakistan will have the cgpacity to meet its new obligations without much
difficulty. As you may have seen, Moody's has dready upgraded the credit rating of
Pakigan to B3. The spreads of Pakistan Eurobond have tightened reflecting the positive

market sentiment and improved creditworthiness of the country.

But let me caution you that we are not going to stop at this bilatera debt relief and
become smug and complacent about it. Far from it, | see this as a criticd first dement of

our pro-active debt management strategy. What are the other dements of this Srategy?

The second eement is that while we will be paying back non-concessond loans
obtained in the past from the World Bank, Asan Development Bank and IMF we will be
contracting new loans on concessond terms. We have dready done this in case of the
World Bank which is providing credits on IDA terms — zero interest rate, 0.75% service
charge, 10year grace period and 30-35 years repayment period. The Bank has ncreased
the annua volume of these concessond loans to Pekistan and we hope that this trend
will continue in the next 3 years. The IMF's latest PRGF has dso been provided to us on
concessona terms compared to the stand-by arrangements we had negotiated in 2000.
The Adan Development Bank has committed to increase its assstance to $ 1 hillion
annudly and the mix of the assdance is shifting gradudly from ordinary Capitd

Resources to concessond resources of Asan Development Fund (ADF) but given the



current interest rate scenario the non-ADF terms are aso not too onerous. So what does
dl this imply? While multilaterd debt cannot be rescheduled or reprofiled we ae
subdtituting hard term loans by soft term loans and thus reducing the overal burden of

debt servicing.

Third, we have fathfully dessted from contracting commercid loans or short
teem loans.  In the padt, our reserves were built up manly by borrowing commercidly
and thus adding to our stock of debt as well as raisng our debt service obligations. | am
glad to report to you that we have built up our reserves dowly and gradudly without any
commercid borrowing but by mopping up excess supply of foreign currencies available
in the open market and now the inter-bank market. In fact we are making best efforts to
repay our existing commercia and short term loans as fast as possible so that we can be

rdieved of this burden.

This is a good opportunity for me to clarify the difference between the concept of
net and gross externa debt. In October 1999, we had our foreign exchange reserves
which were an amdgam of SBP's own reserves and the foreign currency deposits of
resdent and non-resident Pakistanis. These gross reserves at that time stood a $ 1.3
billion. If our gross exernd debt and ligbilities were $ 38.3 billion a that time our net
externa debt and liabilities amounted to $ 37 hillion. Since April 2001, we have made a
radica change in our gpproach to reserves management. The SBP has returned dl
foreign currency deposits to the commercial banks and asked them to manage these
deposits themsdves subject to prudentid norms.  We have dso withdrawvn the circular
that had made these deposits to be mandatorily surrendered to the SBP. Since then, we

report our reserves in two parts — those held by the SBP and those held by the banks. In



10

April 2001, the SBP' s own reserves were only $ 1 billion out of the totd gross reserves of
about $ 2 hillion. As of today, SBP's reserves have reached $ 3.4 hillion. If our gross
externd debt and liabilities today are $ 37.8 hillion, in fact our net debt and ligbilities are
only $ 344 hillion. Comparing apples with goples our net externd debt and ligbilities
have been reduced between October 1999 and March 2002 from $ 37 billion to $ $ 34.4
billion — a saving of $ 2.6 hillion. Imagine for a moment that if the currency revauaion
of debt stock had not taken place our debt stock would have been less than $ 33 hillion —
areduction of $ 4 hillion in dl. This is for the firg time in the higtory of Pekigtan that we
are witnessng a reduction in our externd debt obligations. You may recdl that in the
1990s these obligations rose from $ 20 hillion to $ 30 billion and this does not include the

foreign currency deposits which were frozen in May 1998.

This brings me to the fourth dement of our debt management drategy. We
expect that by June 2002 we would have extinguished our Trade Maintenance facility,
paid 50 percent of FE 45 deposts, diminated swaps, and returned FE-31 deposits to the
banks. We have contracted new loans from multilateral ingtitutions in this period dso.
But taking the cumulative pogtion of inflows and repayments we ettimate that the gross
gdock of extend debt and ligbilities a the end of June 2002, our gross stock will
be $ 36.2 hillion and net stock will be dightly less than $ 33 hillion. We will endeavour
to bring about further reduction in gross stock to $ 35.2 hillion by end-June 2004 (net
gock will be $ 31 hillion) manly by gradually reducing our foreign exchange lidhilities
As you will notice our externd debt will keep on risng as we have every intention to

keep on borrowing new concessiond loans from multilatera inditutions.  There is
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nothing intringcally wrong for developing countries to borrow provided these loans are

utilized for productive purposes and contribute to economic growth.

How do we propose to achieve this target of reduction in gross sock? There are
many skeptics who will jump in their seats and argue that this is an impossble task. But
the serious minded anadysts and economigts will soon redize that the criticd link to this
reduction in debt stock lies in the non-interest current account surplus. For the past two
years we have been successful in generaing these surpluses and this year not only that
we have non-interest current account surplus but a surplus on combined current and
capita accounts for the period July — December 2002. | do not, for a moment, consider
this as a dructural shift in our Alance of payments Stuaion athough | am encouraged by
the underlying parameters behind this shift. The future evolution of our current account
balance will depend upon the growth in our exports, the ease with which imports can be
substituted, the price movement of petroleum products and more important the workers
remittances. Under most consarvative assumptions by the Debt Management Committee
we should be able to generate $ 4.2 billion of non-interest current account surplus in the
next 3 years as compared to $ 2.8 hillion achieved in the last 2 years. This assumption is
based on workers remittances inflows of $ 1.2 - $ 1.4 hillion annualy. As you are aware
these remittances have dready reached $ 1.1 hillion in the firs seven months of this fiscd
year. | do not think | need repeat here the Export Development Strategy which has been
outlined by the Government. We can dl debate about its feashility in view of the
uncertainty arigng out of adverse externd environment but it is a separae topic by itsdf.
| will only like to reiterate here that the implementation of this drategy and the

achievement of export targets is an integrd pat of our debt drategy and if we fal in
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boosting our exports this will have a serious set back in meeting the goas of debt
strategy.

| an ds0 ddiberatdy excluding any privatization proceeds likely to be received
in foreign exchange in these cdculations. The Debt Management Committee has taken
into account a net inflow of $ 3 billion between 2000 — 2004 as these proceeds. But | am
not yet sure that this amount will in fact accrue and hence | congder it safe to exclude
these proceeds from the cdculation of debt stock reduction. To the extent these
privetizetion receipts are in fact redized the extent of stock reduction will be much rapid

than what | have presented before you today.

So far | have concentrated on absolute amounts and carried out the discussion in
terms of absolute amounts. This is the popular tendency in Pakistan because every body
who speaks about our debt problem is dways concerned about this so-cdled $ 38 hillion

problem.

It is not right to get embroiled in the absolute amounts of debt — because this
doesn't, by itsdf, mean very much. Wha is important is to address the following
guestions. (@) how to reduce the burden of stock of externad debt measured in terms of
GDP and foreign exchange earnings to sustainable levels (b) how to dign the debt
savice payment dreams annudly with the cgpacity to generate foreign exchange

earnings and (c) how to lower the ratio of public debt service to budgetary revenues.

Table Il presents the actua outcome and the projections for the years 2000 —
2004. These projections indicate that under a set of conservative assumptions it is

possble to achieve these three objectives. But we should dso recognize that there are
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downsde risks associated with these projections. In case the reform and adjustment
program is abandoned prematurely and we fal back to the old days of unproductive
expenditures, low resource mobilization, selective exemptions and concessons to the
privileged few, anti-export bias in our policies through fixed exchange rate and controls
on dlocation of foreign exchange, proliferation of dtate owned enterprises and poor
economic governance | can assure you that not only will we never be e to meet these
projections but get further caught into a much harsher debt trap. We would have once
agan log our hard earned credibility vis a vis internaiona creditor community, scared
genuine and legitimate busnessmen and exporters, entangled economic decison making

into politics and the results of thisforay should be obviousto every one.

On the other hand we have just got some bresthing space which we should utilize
wissly and judicioudy in order to restructure our economy in fundamenta ways, reorder
private-public sector relationships to maximize benefits for the entire economy, revitdize
our decaying inditutions by upgrading human resources and technology, deregulate the
busnesses from excessve bureaucratic controls, privatize loss making State enterprises,
liberdize trade and capitd flows and assmilae new technology and organizationd
innovations. Debt management process itsdf should be more inclusve and
professondly operated. This is a daunting agenda which is not easy to accomplish and
will require concerted and continuous efforts by both the policy makers as well as private
entrepreneurs without any hiatus or dack. But | am convinced that this is the agenda
which will not only hep us reduce our debt burden but dso revive economic growth with
poverty dleviation and enable Pakigan to derive maximum benefits from globdization.

The choice, ladies and gentlemen, is quite stark before us. We can either fdl back to the
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old ways of doing things and get margindized and become one of the poorest countries in
the world or we accept the chalenges of hard work, enterprise, trust, good governance
and pave the way for Pakistan to become a modern, progressve, Idamic Wdfare Sate
participating as a responsble member of new globa order. As you know wdl my
preference and wish is quite obvious. | hope tha the mgority of Pakistanis will dso opt

for this choice.



TABLE 1
PAKISTAN’S EXTERNAL DEBT AND LIABILITIES

($ billion)
1990 1995 1997 1999 2000 2001
I. Public and Publicly Guaranteed Debt 19.191 26.246 27.182 26.904 29.189 29.989
Il. Private Non-Guaranteed Debt .304 1.418 2.705 3.435 2842 245
Ill. Central Bank Deposits 0.094 .105 .150 .700 .700 .700
V. IMF .839 1.63 1.316 1.825 1.55 1.529
Total External Debt 20.428 29.399 31.353 32.864 34.281 34.668
V. Foreign Exchange Liabilities 2471 7.764 11.011 3.736 3.942 3.746

Total External Liabilities (I+11+I+1V+V) 22.899 37.163 42.364 36.60 38.223 38.414




TABLE Il
EXTERNAL DEBT AND LIABILITIES BURDEN

(Projections)

($ billion)

2000 2001 2002 2003 2004
A. External Debt 32.4 32.8 33.5 34.1 34.5
B. F.C Liabilities 5.0 5.0 2.8 1.7 0.7
Total Gross Debt 37.4 37.8 36.3 35.8 35.2
and Liabilities
As % of GDP 61.1 61.7 56.9 53.6 49.5
As % of Foreign 294 270 242 222 201
Exchange Earnings
Debt Service as 29.5 36.5 26.9 24.2 23.9

% of Foreign
Exchange Earnings



