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Preamble

This preamble explains how the original Scope of Work for thiu
assignment get modified into the present report. In the finatl
analysis, all the specific items listed in the 50W have buen
addressed in thi. report, but they have also been modifled in vicw
w1 the Y"felt needs" expressed by project management during the
assignment in reshawar. Thus, totes Ho. 2-% and Hote Ho. 7 flieve
their origins in the SOW. Note No. 6 ariginated with a4 suggestion
trom Roger Poulin;: it also addresses the nned, expressed at a stare
seceting on July 31, for specific information reguired for ADT ey
iGA, The attachment Lo this report (on informal financial
wechanisms in Pakistan) cawe about at the request of David Gardanes .

The specific tasks ot the Trade and Markoeting Advisor listed
in the SOW are shown below, together wilh indications of how bthay
were modifled during the course of the assignment,

i Define the factors which affect prices of major commodities
in Pak-Afghan trade.

It was agreed that the project's major, operational interest
was in getting at criteria and methods for determining prices,
rebates, and the cost of providing financing at which inputs woutd
tlow into Afghanistan. (Re: Hote No. 5.)

2, Assess tho potential for establishment of an in~-bond transit
facility through KXarachi parallel to the existing one
controlled by the Kabul government.

This item was addressed in terms of the broader set ofr
possibilities for transit trade through Pakistan, and the efficacy
of involving the private sector as an alternative to public sector
or quasi-diplomatic channels. (Re: Note MNo. 3.)

3. Review the conditions, capacity and potential of the traders
in import-export trade.

It was felt that the combination of private sector traders anid
appropriate financial mechanisms offers the best prospect for
facilitating trade under the mandate of PSA. Appropriate financinyg
mechanisms working to this o¢nd were examined (in MNote No. 4).

4. Project long-term potential for foreign exchange earnings ror
Afghan imports based on likely macro-economic changes under
varicus scenarios of repatriation of refugees, growth in
economic activity and trade in Afghanistan.

It was agreed that foreign exchange perse was not a constraint
on trade; it does, however, facilitate dealings with official



agencies, for whom it is a constraint. This argument is explained

in Hote No. 2. 1In case the project is still interested in foreign

cavhange projections, these could be constructed in-house using the

kobert Hathan-Louis Berger studies preparad under contract teo

wIRID/REDP.

. Recommend terms of reference for a special study to identiry
and analyze market structures, systoms of trade and channelu
of distribution of cross-border trade.

Based on an understanding of immediate project priorities,
suggestions are wmade in Hote Ho. 7.

The thrust of the modisications and additions suggested Ly
project management is to make the report more operationally
oriented than it would otherwise have been. Only Note Ho. 1 deals
with wbhat might be considered strategic issues, and it can bLe
incorporated quite readily into the new Plan of Wor% for the
project.
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1. The Purpose of this Note

This note is not specifically called for under the Scope of
Work of the Trade and MarXeting Advisor. It provides an input in
planning or rationalizinsgy the overall strateqgy for ASSP. Ic
cxamines the rationale “»r PSA Interventions from a number of
conceptual and empirical p. cspectives.

By itself, this is an incompiate note. It ends at the polint
from where one or two additional steps are needed to arrive
logically at the Plan of Work of PSA and the specific line items
in the ASSP budget. Since this note was written at the same time
that the Plan of Work and budget were being prepared, incorporating
the note into the operational documents should not be a probleun.
‘fhere might be value in completing such an exercise in-house before
cvaluation,

2. Macrosconomic Determinants of Trade

An international trade cconomist taking a wacro perspective
would say that trade depends on purchasing power (incomes) and
Jifferences in prices. The prices that are relevant are local
prices, adjusted for real exchange rates; thus, exchange rates are
also relevant to trade. Since incomes, prices and exchange rates
are determined in markets beyond the control of a small punber of
individuals, a macro perspective would suggest that projects such
as ASSP have no rationale in terms of trade enhancing
interventions.

With a different sort of argument one can establish that ASSP
does not really have a role in providing foreign exchange, because
foreign exchange pers¢ is not a constraint on trade. The thrust
of this argument (laid out in greater detail in Note No. 2) is
that: (i) under and over invoicing, and informal mechanismus such
as hundi (or hawalu) make official controls largely irrelevant
(albeit at a cost to traders); and, (ii) in Pakistan, anyone can
legally remit foreign exchange through the banks using the Foreign
Exchange Bearers Certificates (FEBCs).

3. The Resjlience of Informal 8S8ystems of Trading and Finance

A quick review of the first Nathan-Berger Cross Border Trade
study would suggest that the existing systems are generally fine,
in good shape structurally, and can easily accommodate increases
in trade. These findings are repeated in the Phase 2 study by

Nathan-Berger.

The trading system is old and established and has shown
resilience in the face of successive stresses, including war, the




virtual closure of official sources of financing trade, and the
closure of the Torkham-Kabul route. The informal trading systew
iz the source of this resilience and probably domlnates official
trade by a magnitude of about five or six to one.

The transport systep is also structurally fine, and existing
transport facilities (particularly trucks) are probably unde:
utilized. Where roads have been damaged by the wvar, tone lovael
system has responded by building alterrate routes and charging
higher rates, and so trade has continued, albeit at a higher cout.
Ut course, repairs and reconstruction are needed, but that ia
presumably the mandate of other agencies and projects other thiu
ASSP.

The fipancial system underlying cross border trade is largety
self sustaining and depends on trust and established inforil
relationships. The /hundi/ system with its "bills of exchange
taci'itates capital flows accompanying the movement of goods.
traders and /hundi, merchants are lairgely self financed. RITE
exchange risk created by a fast depreciating Afghani is covered Ly
denominating prices in Pak Rs or the US dollar. fTraders do not
teel that capital availability is a constraint on greater trade.

Most of the problems that exist are due to war, uncertainty,
macro policies and institutional factors -~ and AID/REP and proje..t
level interventions can have little impact on such factogs. ‘the
wajor macro constraint on increased trade is the low purchasing
power inside Afghanistan. Pcrhaps the only project  leve!
intervention that is implied by the HNath n-Berger Study 1z bl
repair and construction of roads.

4. wWhat PBA Cannot or Need Not Do

Let us summarize the factors influencing trade that do not
prcvide a raticnale for intervention by PSA:

o PSA cannot influence trade through macro economic variables
such as incomes, prices and exchange rates;

o PSA cannot do much te influence GOP and official Afghan
policies on duties, taxes, interest rates, import controls amn.l
other elements of the regulatory framework;

o PSA cannot intervene as an engineering project to rehabilitate
damaged roads and related infrastructure.

o The case for PSA focusing on foreign exchange as a constraint

‘These magnitudes relate to trade in agricultural inputs andt
commodities with and through Pakistan.

sr-;g% .
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on increased trade is weak (this statement is pursued in Hote
No. 2).

5. ®hat, Then, is the Rationaln_tor PsA?

Creating opportunities for arbitrage by the private sector:
The only justification for ABSP/PBA?

The price differential that generates trade is that which
excaeeds transportation cost and the cost of other transactions
(including the cost of capital, the return to entrepreneurship,
storage, bonding, transit costs, normal profits, etc.). We can
think of a unified label for all these costs, and call thewn
“prrading Costs.!" Any time that prices in two locutions differ by
more than the trading costs, traders perceive an opportunity for
arbitrage - by buying where prices are low and selling where they
are high. Any entity that can reduce trading ccsts can create
opportunities for arbitrage by the private sector. It does not
have to involve itself in trading - all it neecs to do is create
an arbitrage opportunity, a price differential between two points
that exceeds "Trading Costs." ‘Traders in hot pursuit of the rupee
will do the rest: they will move goods from one place to anothcr
in pursuit of profits.

A project can create arbitrage opportunities not by affecting
prices (which it can't) but by influencing trading costs (which it
can). The onrly limit to this kind of intervention is a practical
one - the availability of human and financial resources to reduce
costs through a combination of imagination and subsidy.

6. What Kind of Trading Costs are Relevant for AS8P?

categorizing trading costs as elements for intervention by
PB8A: oOpportunities for arbitrage.

There are mnany ways to categorize opportunities for
intervention by PSA. One way is to empirically identify the kind
of costs one sees as important, and then identify 1likely
interventions (and corresponding budget categories) for PSA. From
the point of view of a trader, a preliminary categorization of

costs might be as follows:

Cost of Procedures:

the right to import and export legally;
the cost of obtaining procedural approvals;
the cost of having procedures changed.

000



) official Pakistani duties and taxes;

O unofficial, local taxes insfde Pakistani Tribal Arcas;

0 unofficlal local taxes ingide Afghanistan.
Search Costs:

0 for finding non-traditional products for which demand has bhecn
recognized by traders;

O for finding new trading partners in order to respond to now
products or new institutional arrangements.
Cost of Capital:

0 the cost of obtaining capital in imperfect/distorted markets -

high interest cost in the informal sector, and highk
transaction costs in the formal sectoir.

Risk:
o the cost of risk that cannot be pooled.

Ramage to Infrastructure:

o the cost of transport when infrastructure has been severely
damaged by war.

Corresponding to each of these costs there is, in principle,
an opportunity for intervention by PSA. Corresponding to any such
intervention there is, in principle, an opportunity for arbitrage
by the private sector.

If this line of thinking were to be continued, one would sit
down with project staff, go tLhrough each of the costs identisie
above, and decide what kind of interventions are important an.
feasible. The result would be an analysis that would bridge the
gap between this note and the operational (or work) plans of ASSp.

ir
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1. The Purpoge of this Note

The Scope of Work for the Trade and Marketing hdvisor included
the following item:

Project the long-term potential for foreign exchange earnings
for Afghan imports based on likely macro-economic chamvjes
under varlous scenarios of repatriation of refugees, (rowtn
in economic activity and trade in Afghanistan.

In consultation with project management during the course of
the assignment, this item was desputched in two ways:

i) By demonstrating that foreign exchange per s¢ is not o
constraint on trade between Pakistan and Afghanistan, though it may
Le a constraint on official trade between Afghanistan and thid.d
countries, and it may be a useful device to facilitate arrangements
with official Pakistani ovrganizations.

ii) By suggesting that ASSP could use available data to carry out
in-house projections of foreign exchange availability for
Afghanistan. Since the two week assignment called for several
topics to be covered, it did not leave much time to devote Lo
detailed projections of foreign exchange under various scenarios.
ASSP can, however, work with two of thhes MNathan-Berger reportuE
prepared for O/AID/REP and construct various scenarios for foreign
exchange earnings.

.

For the purposes of ASSP, the subject of foreign exchanje
availability can be understood with reference to three
perspectives: (a) the macroeconom.c importance or irrelevance of
exchange controls; (b) the workings of the informal foreign
exchange market; and, (c¢) the availability of official channels rur
foreign exrhange transactions. These three aspects are discussec.d
below.

2. A Macroeconomic Perspective on Foreign Exchange Availability

At the beginning of Hote MHo. 1 we noted the macroeconomis
perspective that trade is determined by incomes, prices and
exchange rates. If that is the case, then why is foreign exchanye
availability a constraint? It could be a constraint if iwports
have to be paid for through official exchange control systems in
pakistan and Afghanistan. But if everyone in the trade knows about

Ithe study on cross border trade provides estimates of both
official and unofficial trade, while ard the macroeconomic database
for Afghanistan contains official time series on balance or
payments and the external sector.



exchange controls, they also have the oprnovtunity to figure oul &
way around the controls. It would not be narpriving, theratord,
it empirical studies found exchange ~ontrols to be bvrelevant.

Indeed, & recent multi-country IM¥ research report preépaved
Ly two economists® found that caplital {flows acrous offichal
controls as if there were no contiols! There Iz alwost porfed)
mobility of caplital across internatlional boundaries, oaven whani
there are exchange controls. The authors attributed this f£inding
to the mechanisms of under/over invoicing and the substantial size
of transactions through the Informal market tor fore gn exchaenge
(in Pakistan and Afghanistan, the lwudi ov hawala systen}.

3. Under/over Inveoicing of Experts/imports

These mechanisms are standard ways for traders to accompllish
two objectives: (a) put aside forelgn exchange overssas for future
transactions; and, (b) reduce taxable income by deflating the value
of overseas sales and Inflating the value of imported inputs. In
this report, we are concerned with (a}).

To begin with, we cite a finding from the Nathan-Berger study
of cross-border trade that suggests that only about one-sixth Lo
one-fifth of Afghan trade in agricultural commodities goes through
orfficial sources. The bulk of the trade goes through ifnformaid
systems. The informal system of foreign exchange is not descr il
in this note but is outlined in the attachment on the infourwal
financial sector in Pakistan.

Within the official category, there appears to be substantial
under invoicing of exports from dfghanistan. gy one account, this
could be up to the extent ot 50 percent. Thus, oftficial importers
in Afghanistan are having their suppliers pay a significant part
of the foreign exchange into overseas accounts. This reduces the
effectiveness of exchange controls and the availability of foreigyn
exchange in the official system, but it puts foreign exchange at
the disposal of private traders over and above the amounts that caan
be officially sanctioned.

4. Foreign Exchange Bearer Certificates (FVEBCs)

Foreign exchange and other income that is put by traders
beyond the reach of tax authorities is part of what is called
"hlack money" in Pakistan. Some years back the Government of
pakistan enacted a numbecr of measures to "whiten" black money: it

2yohsin S. Khan and Hadeem ul Haque, "Capital Flight {row
bDeveloping Countries,” Finance & Development, HMarch 1987.



offeraed financial instrupents (as pavt of the national debt) Lo ths
public that could be purchasoed art traded with no questions ashad,
One much instroment is Lhe Poraign Exchange Jearer Cerbifliceles
(FEBCs), dlesued for o face value depnominatoed in rupoes osrd froee'y
Swavertible into foreign axchange. The FEBCg can aldo be ugsed oo
coltateral to obtain loans frow Pakiastani bonka., The avallabibity
Wi FEBCs makes it possible to obtain Jorcign exchange on dawandg ot
Fahistanl banks and remil it overseas through legal chantrals.

The VEBCs have an trading In recant months at a dollag-~tao-
tapee value that i generally é-7 porcent alova the sitbicbal
ceehange rate. This - premiuw” includes Cranuaction costs Incu ted
Ly the dealer. Avound the time ~f Huyj, the premium Increases to
alivut 9-10 percent in rosponse wo the demand of those buying
toreign exchange before procaeding overseasd.

5. Foraslgn Brchonges aAn Importear's Perspaccivs

A trader int nding to use official channels for his Imports
hag to obtain a ¢ rtber of Credic (LY frow a ank for doing so.
o Pakistan, thiz reguicves the prior permission of the Chiet
Ccontroller, imporis and Exports {CCILE} Lhrough on fmport licensas.
In essence, the import license gives tvo kinds of permizsion: (a)
the right to fwsport & good; and, (b)) thge right to claie forebyn
rxchange from the State Bank of Pakiston, In addition, an [«
provides the trader with cradit through che official systen.
Tagether, the import license and the O take care of permission to
inport goods, to buy foreign exchange, amnd to obtaln crodit,

Of the three elements, only the right to inport o~uld he a
tegal constraint for an intending Afghan inporter, and ...!y cradit
is an econonic constraint. Any Pakislani or non-Pakistani wishing
to make an overseas remittance in foreion exchange to a supplicy
can do so legally through the sinple, well kKoown and téstedd
peachanism of the FEBCS: be ¢in get any amount of forelgn exchansge
remitted legally through the banks. [n this case, bowever, he wilt
have to: (a) put down cash egual to the value of the remiltance;
(L) present an import licenss at Karachi when the goods arrive ana
have to be cleared through Customs. Thits, the uperative
coretyraints are credit and the right Yo import.

Whether one takes an econonist's perspective or an laportar®s
perspective, the case for intervening simply in order to increase
toreign exchange availability {(through gresater exports or diredot
injections of foreign exchange) is weak. Foreign exchange is,
however, important, for two other reasons: {(a) for official trade
through Kabul, «hich is outside the mandate of ASSP; and, (L} rfoe
facilitating arrangements with official Pakistani organizations.

The last observation applies to a variety of dealings that

9



ASSF has hsud or could have in the future, such as shipuent of
tertilizer by rafl, iwport of fertilizer and other equipnent, ete.
Inn such cases, vheve govermment poermissics s réquirﬁd i
viganfzatlon providing “its own forelgn exc h&ﬁq&“ fg put at the
head of tha quewe for services, [mports, ete., that are In short
supply. VYor example, If ASSP ar its fertilizer importer ask foi
viti lwayyd bogeys, the Pakistan Rallways would entertain lts request
faster than otherwise (1 tne rgqu“ﬁt ware accompanied by payment
in forelgn exchange. If fertiliizer has to be lmported, <he
permission to Import jt will be given priority if the importer was
providing his own forelgn exchange. This moans that ASSP can use
its dollar funds to facilitate both direct importation and various
deals made on its reguest by private parties in Paklistan.

The preceding discuseion suggests that foreign exchange is
not, in general, a constraint on trade., In particular, except for
using forelgn exchange to facilitate arvangemenits with official
rakistani organizations, there s wery little that ASSP can do to
fwcilitate trade by providing lorelgn exchange.

A corollary of the above flindings is that Increased exports
out of Afghaniastan nced not be pursued as a means for Increasing

toreign ewchange earnings. Bxports viske  overseas nmarkels
accessible to Afghan farmers and traders, thereby helping increase
their incones. That, rether then increased forelgn exchange

carnings, is the value of exports.
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1a Nota

For the purposes of grouplng opportunities for Intervention
PSA, the wmain operational distinction is probaply boetwaon
silateral trade (between Afghanistan and Paklistan) and transit
trade (through Pakistan, bLut between Afghanistan and thirvd
countries); elther type of trade could be officially legal or
illegal (the latter ugsuwally called “informal®). The Pak-Afghan
trade and Ctranslit treaty covers both bllateral and thirvd-party
transit trade for Afghanistan; trade covered by the tireaty
constitutes a sub-category within legal trade.

The focus of this note §s on legal trade, particularly transit
trade, since that fu the aspect closes. to the Scope of Work for
rthis assignment. Also, legal trade is often cheaper than inforual
trade because traders can gef cheap capltal from Afghan or
Pakistani banks, and legai exemption from Pakistani import duties
and local taxes.

After putting down a few facts about bilateral and transit
trade under the Pak-Afghan treaty (In Section 2), the note focuses
on three wsechanisms for loporting Inputs for Afghanistan through
legal transit trade. ‘“he note ends by documenting the
possibilities mentioned by a private Paklistani company for exports
of agricultural commodities from Afghanistan.

2. Trade Under the Pak-Afghan Treaty
This treaty covers both bilateral and transit trade.

Bilateral official trade between Pakistan and Afghanistan is
veported to have been suspemded about 11-12 vears ago. The cause
of suspension is the seizure of agsets by the Afghan and Pakistan
governments against unsettled claims by Pakistani and Afghaun
traders and governments,

Transit trade permitted under the treaty is still carried out
under the auspices of the Kabul government. This trade is
restricted by treaty to transportation on Pakistan Railways. The
Afghan HNational Bank branches in Pakistan and the Pashtuni
Forwvarding Agency and its agents are authorized by the Government
of Pakistan to handle the requirements of transit trade under the

treaty.

3. Trade with Quasi-Diplomatic Privileges

One mechanisim talked about in the context of imports or
agricultural inputs is that of getting quasi-diplomatic privileges
tor private parties on the pattern of privileges availabie tu
O/AID/REP. This would provide jimporters with ¢ :mptions such as

12



those from - ment of import duties and legal taxes that have to
be paid on awmports into Ppakistan. It could also provide the
tacility of bonded warchouses where goods meant for Afghanistan
vould be secured until they leave Pakistan. If mechanisms such aw
these could be extended to private parties, then the dirveut
involvement of ASSP and O/AID/REP could be replaced gradually by
private sector involvement.

The problem is that diplomatic privileges extended by GOP to
O/AID/REP cannot be extended to third parties. Under the present
circumstances, there are only two real alternatives:

(i) Direct involvement of ASSP or O/AID/REP under the quasi-
diplomatic »nrivileges given by GOP; or,

(ii) Private sector initiatives under the rules and mechanisus
generally available to the private sector in Pakistan.

Since alternative (i) is not desirable from a long-term
perspective, we have no choice but to pursue alternative (ii) in
every possible way.

4. Completely Privatized Hechanismg

Two promising mechanisms were mentioned in conversations with
private sector representatives. The first entails working with Gop
regulations for re-export, and the second is simply letting private
firms take over responsibility for transit trade under the normal
regqulations of the Ministry of Commerce.

The re-export mechanism has been made legally available so
that imported goods to which value is added within Pakistan can be
re-exported legally. But adding value is no longer the decisive
criterion for the government to allow re-export. What matters is
that the price at which re-vxport is planned should be at least 10
percent above the C&F price (say, at Karachi). This criterion can
be fulfilled in either of two ways:

i) The Pakistani exporter should produce an LC from an Afghan
bank showing that the Afghan importer will pay a price that is at
least 10 percent above C&F Karachi.

ii) A pakistani bank would need to certify that advance payment
has been received for goods that will be exported at a price that
is at least 10 percent over C&F Karachi.

Upon such certification, the Chief Controller Imports and
Exports (CCI&E) will issue a license for re-export to the Pakistani
trader. Import duties paid on the goods will be refunded upon
verification that the goods have crossed the Pakistan Lborder.
(‘*his means an official stamp of some sort by Pakistani authorities

is



posted at any of the exit points along the border - it does not
necessarily mean crossing the border at a point where Kabul
government representatives are present). In this way, anything
imported into Pakistan can be legally exported to Afghanistan al
a small cost above the C&F Karachi cost.

Goods could be shipped to Afghanistan at an even lower cost
ir private parties in Pakistan could obtain the facility of bonded
warehouses from the Ministry of Commerce. It appears that the
Ministry has put a ban on issuing permission for new bonded
warehouses, But at least one private sector representative' was
confident that the ban would not have much standing, since bonded
warehouses are permitted under the law. He felt that if bondea
warehouses have been approved in the past, there is no reason why
they should not be approved in the future. The advantage of haviinyg
transit trade go through bonded warehouses is the automati::
cxemption from payment of import duties. Exporters do not have to
wait for refunds of iwport duties, since they are not levied t.
begin with,

S. Mechanisms for Exports from Afghanistan

Don Micke.wait and I met with Sheikh Amjad Rashid or
International Multi Foods (IMF}; in Islamabad and took the
opportunity of asking him if his company could manage exports or
agricultural commodities out of Afghanistan. His response was
enthusiastic and suggested that his company could provide the
following services in the export of dried apricots and raisins:

i) Training in packing (and presumably in picking);:

ii) Field boxes (crates) in which the fruit would be packed and
shipped;

iii) Training in fumigation that is essential for protecting the
fruit from infestation; and,

iv) Everything else that is associated with exporting the fruit.

Apparently, IMF is already engaged in exporting Afghan fruit
to Europe, and is currently looking for 100 tons of dried apricot.
It has also made an arrangement recently to supply the Whitworth
chain in the United Kingdom.

Another Pakistani private sector party capable of managing
exports from Afghanistan is Ishtiag Ahmed of Al Mushtaq Traders in
Peshawar, whom I met in the company of David Gardner, Dr Wakil and
Roger Poulin. Al Mushtaq has long experience in dealing with

'sheikh Amjad Rashid of International Multi Foods.
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Afghan traders and is willing to work with some of them i
Jdirections charted out by PSA. Mr Ishtiaq claimed that, as far au
he knew, Al Mushtag was the only significant exporter of Afghan
fruits in Pakistan. Al Mushtag does not, however, have the
capability to provide technical training to Afghan farmers ot
traders.

6. Possibilities for Early Private Bector Involvement

The possibilities for greater private sector involvement in
both imports into Afghanistan and exports from Afghanistan lock
promising. Both IMF and Al Mushtaq look like promising candidates
with whom Afghan traders could be associated with the assistance
of ASSP. I imagine that if we looked hard enough, we might fina
another one or two Pakistani traders like them.

IMF could be involved in imporis in either of two capacities:

i) As an indentor, working for a commission, to arrange all the
logistics for another importer (such as ASSP or Ronco). There
would be no need in this case for providing financing, as IMF wouli
not be a direct importer.

ii) As a direct importer, in which case IMF would itself place the
orders for imports, arrange and pay for shipment, organize port anua
other clearances and transport to the border, and probably alsw
obtain permission for bonded warehouses. ‘rhe financing mechanisu
for this would be that IMF would open a Letter of Credit (LC) for
imports in its own name, and O/AID/REP or ASSP would open an Inland
I.C within Pakistan to exactly match the IMF's LC. In this way,
ASSP would provide the financing for the imports.

In order to make them work in directions charted out by ASSP,
two essential ingredients have to be supplied by ASSP -
partnerships with Afghan traders, and financing. PSA already has
a tentative 1list of Afghan traders who could be involved in
partnerships with Pakistani traders. This leaves us with the
question of financing mechanisms, on which Note No. 4 provides some
thoughts. A considerable amount of preparatory work would have to
be done with each set of partners, the Afghan traders identified
already and the Pakistani importers/exporters (such as Al Mushtaq
and IMF) who might be interested in working with ASSP and Afghan

traders.
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1. The Purpose of this Note

One of the priority activities to hbe undertaken by ASSP/PSA
is that of enabling partnerships to be organized between Afghan
traders and Pakistani firms so as to facilitate trade. A
complementary activity would be the provision of financing,
directly or through guarantees, to both Afghan and Pakistani
traders. The puirpose of this note is to record some of the usetul
information that became available during this assignment, and to
speculate about mechanisms that are likely to prove attractive and
sustainable from the point of view of ASSP and its private sector
rlients.

The two mechanisms on which this note focuses are Letters of
Credit (ICs) and 1lease financing. The advantage of these
mechanisms is that they are standard financing arrangements, their
general requirements are well known Lo bankers and businessmen, and
they come with complete scts of paper work that cater to various
interests and concerns involved in a business deal. 1In addition,
lease financing has a peculiar advantage in places like Afghanistaun
and Pakistan: it is compatible with popular notions of Islawmi::
financing, since it does not involve explicit interest charges.
In principle, any kind of 1loan can be converted into leasc
financing, and thus help address religious objections
comprehensively.

Many of the details that are needed by ASSP to implement
financing through LCs and lease financing are yet to be determined.
At the same time, there is an urgent need to involve the private
sector in a number of deals by September 1990. With this in mind,
a proposal is made in HNote Ho. 7 for a short term Pakistant
consultant who would gather detailed information that could be uscud
by ASSP (John Soden, Bob Haskell, Denny Freed and others) to
rapidly finalize negotiations with traders, leasing companies and
bankers. In other words, one would like to see all the background
information in place and available to ASSP by the time it starts
negotiating deals. Keeping in view the urgency of the situation,
a fairly detailed SOW has been proposed in Hote No. 7 (that can be
augmented by comments from ASSP and issued promptly as a Work
Order) .

2. Letters of Credit

One, well established mechanism through which banks provide
financing for international trade is the Letter of Credit (LC).
For internal trade, banks provide an Inland Letter of Credit (ILC).
LCs and ILCs are versatile instruments that can accommodate a
variety of margins, repayment periods and collateral. An LC can
be extended with as little as zero percent margin, and as much as

r7



100 percant‘. The margin is negotiated with the bank, which
examines each customer individually. Collateral can be offered in
various forms, including lien on cash or the variety of interest-
bearing certificates that are available in Pakistan (for instance,
thic Foreign Exchange Bearer Certificate). “This means that it is
not essential to have physical assets (such as property) in
Pakistan in order to open an LC or ILC.

In working with an importer, ASSP can:

i) Provide a guarantee to a bank in support of an importer's LC.
‘his will likely result in more favorable margin requirements thau
otherwise and might also affect the interest rate charged. Smal!
importers, or those without a record with the bank, will need thias
kind of support more than larger, well established importers (such
as IMF). It is not yet clear what such a guarantee might entail! -
a piece of paper, or cash deposits with the bank, or something
else.? Hegotiating a guarantee with a bank way take some time.

ii) Open an Inland LC in the name of ASSP to cover an importer's
Le. This would mean that ASSP is placing the order with the
importer at the same time as the importer is placing an order with
an overseas supplier, and on the same terms. This arrangemeiit

would entail two direct arrangements, one between the importer and
ASSP, and the other between ASSP and the bank. The bank would be
involved simply to the extent of opening an Inland LC.

'he examples given above have been drawn up with fertilizer
and farm machinery imports in mind. The Inland LC, however, can
also be used as a financing mechanism for placing orders with local
(Pakistani) manufacturers. Suppose that ASSP wants to place an
order with a Pakistani manufacturer for 100 tractors. ASSP would
then simply open an Inland LC for 100 tractors in favor of the
manufacturer. This LC could be a sight LC or a deferred LC, or a
combination of the two.

In case of partially deferred payment, an Inland LC acts as
a loan. ASSP would ask the manufacturer to accept deferred
payment, and the amount deferred would be a loan to tractor buyers
(dealers or traders taking the tractors into Afghanistan). The
loan would be routed through a bank LC to the manufacturer, and on
to traders or dealers. The terms of the LC would have to be

'Wwith a zero percent margin, the bank extends 100 percent
financing cover.

Phe details are to be pursued in a short-term consultancy
being proposed in Note No. 7.

3Phe requirements for an Inland LC will be investigated in
detail in the short-term consultancy proposed in Note No. 7.
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negotiated with the manufacturer, who will obviously ask for ASSP
Juarantees for repayment. “The tractor buyers would have to be tald
in advance about the terms of the loan. The loan could e
formalized in one of two shapes -~ an ordinary loan whose repayuent
¢ntails a mark up (othaerwise known as interest charges), or a leasc
tinancing arrangement that combines an Inland LC with lease rental
(the latter being a loan secured in the way that leases are securcu

in Pakistan).

A partially deferred LC would entail negotiations between ASSE
on the one hand, and the manufacturers, bankers and various dealers
on the other. An administratively simpler mechanism is lease
financing in which ASSP would deal only with a leasing company.

3. Lease Fipancing

Under this option, ASSP would identify a good leasing company
as a one-window operation for most or all of the arrangements
associated with exports from Pakistan to Afghanistan.‘ We werc
told by IMF that it is going to enter the lecsing business. The
iMr, however, is not reputed as a leasing company. The two leasing
companies that are mentioned most often in Pakistan are Ori=x
leasing Company, a private firm, and Hational Development Leasing
Corporation (NDLC), a subsidiary of the state-owned DFI National
bevelopment Finance Corporation.

Orix (formerly known as Orient Leasing Company) has been
supported in recent years by the Asian Development Bank through its
subsidiary Asian Leasing Company. About 2-3 months ago, Orix
received a loan of $5 million from the Asian Bank group. It has
also been identified by the World Bank as a conduit for loans to
micro enterprises. Orix appears to be partly owned (or at least
partly managed) by a Japanese company.

The leasing arrangement usually works as follows: The
intending lessee (say, an Afghan trader) identifies the tractor he
wants to buy/lease. He asks the machinery manufacturer to provide
an invoice. The invoice is sent to the leasing company, which
examines it to see whether the prices are reasonable, whether the
dealer can provide maintenance, whether effective comprehensive
insurance can be taken out, and whether the item requested is on
the leasing company's approved list. The leasing company also
examines the financial solvency, revenue projections and cash flow
situation of the intending lessee.

When the leasing company expresses its willingness to provide
lease financing, the intending lessee places an order with the

“Phe identification of leasing companies is part of the SGW ol
the proposed short-term consultant in Note No. 7.
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vendor or manufacturer and makes the full payment, ox openg an

tnland_LC in favor of the manufacturer or vendor. In other words,
the intending lessee initially has to fork out the cash to pay for

the machinery. The manufacturaer delivers the machinery to the
intending lessee and obtains a delivery challan, which it sends to
the leasing company.

The 1leasing company then requires various paper work
(including a contract, promissory note, maintenance contract,
gyuarantees, and standinq payment instructions to the lessee’'s bank)
to be completed. Once this is done, the leasing company invoices
the intending lessee for the first payment against the leauc
rental. The lessee makes the payment - more cash out. Only afte:
the first lease payment has been made, and subject to the
completion of other paper work, will the leasing company reimburse
the lessee for the cost of the machinery. AL that stage, the leasec
becomes a loan. After three years, the lessee ends up owning the
machinery. Until that time, the title is held by the leasing
company, and the property is fully insured by it.

This is the standard procedure that I have personally
exnerienced (at DRMS) in dealing with Orix. Even though Orix is
supposed to be a professional, well managed leasing company, much
admired by multilateral banks such as ADB and the World Bank, and
even though it considers DRMS a good customer, its dealings with
DRMS appeared slow and somewhat bureaucratic. After several delays
that could have been avoided, the icing on the cake was that the
reimbursement check given by Orix to DRMS bounced!

Still, we must persevere, and we must look for competitive
of fers of quick and comprehensive service to Afghan traders and
rakistani manufacturers, with the assistance and guarantees of

ASSP.

4. An Example: Tractor Purchases under Leage Financing

Suppose that we found a leasing company which satisfied us
that it could manage all or most of the arrangements needed by ASSP
in support of Pak-Afghan trade, and suppose that we wanted to use
it, in the first instance, in support of Afghan traders wishing tu
buy tractors for sale in Afghanistan. ASSP would probably need to
go through the following steps:

i) Identify the dealers/traders who are interested in buying
tractors in Pakistan, either with or without a loan from ASSP.
Those who are interested in a loan will have to be explained the
mechanics of leasing in all its detail, since they are the ones who
will be signing the lease contracts with the leasing company. The
leasing company will need to examine the situation of each
prospective trader in order for it to decide what kind or
guarantees it needs from ASSP. ASSP may well decide to provide
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100 percent guarantee, in which case the leasing company presumably
will not need to examine the credentials of each trader
individually. For AS5SP's money to have the maxinmum possible
leverage, however, it is best that something less than 100 percent
guarantee be provided to the leasing company - any securities that
traders can provide will decrease the amount that needs to be
guaranteed by ASSP.

ii) ASSP will ask the leasing company to buy a certain number or
tractors from a Pakistani manufacturer. Whether the company or
ASSP pay the manufacturer, and whether that is done at the time or
delivery or placing the order would have to be negotiated. A
likely scenario is that the leasing company will place the order
with the manufacturer, make part payment’ at the time of placing
the order, and ask ASSP to provide :ither an Inlan? LC or a loan
to it. The title to the tractors will remain with the leasing
company until the lease rental payments have been made in full.

iii) When the tractors are ready for delivery, the leasing company
will pay the manufacturer in full, and ASSP would inform the
leasing company of the particulars of the traders who will take
Jdizlivery from the manufacturer. Suppose the traders are required
to pay 40 percent of the cost of the tractors at the time or
delivery. Then the balance 60 percent will be written into a lease
rental contract between the leasing company and the trader, with
guarantees provided by ASSP. This 60 percent is, in effect, a loan
to tractor buyers from ASSP, through the leasing company.

Clearly, many more details need to be wocrked out, but it
appears that the mechanism outlined here could be useful for ASSP
in at least two ways: (a) it would enable credit operations to be
undertaken by a leasing company rather than having it done in-
house; and, (b) it can be used to provide loans to Afghan traders.

There are, in general, two ways of deciding how much loan
should be given. One could sit down with a group of traders and
work out their individual, collective or general requirements that
would be written into one or more lease contracts. Or, one could
present standardized lease contract options that could be auctioned
to Afghan traders. The second method is explored in Note No. 5.

payment in foreign exchange could enable the order to jump tc
the head of the queue, if the manufacturer is a state enterprise.
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1. The Purposs of this Note

The Scope of Work tor this asslignment asked the consultant to
"dufine the factors which affect prices of major commoditles in
Pak-Afghan trade."” sSince a coasprechensive treatwent of price levels
atd determinants has beon undertaken fn the gecond phase Helbhen-
Berger  study comnsissioncd Ly OZATD/ZREP, it waes decided o
cuncentrate, instead, on the aperational interests of ASSP. Thevw
tsterests include eriteria and methods for providing rebatoes and
tinancing, for deternining price differentiols ot which fnputs wilt
tiow inco Afghanistan through the private sector, and for aucticns
that could o used in suppowr v of gsuch obfectives.

A prolect such as ASSP can sebt prices and rebates in one G
Linth of tvo ways:

i) By gathaering detailed intormation o Lransport costy, the vout
ot capital, prices incide Afghanistan, ebe., and naking
administrative decisions on levelgs of robate, financing charges,
clo.

i1i) By deciding ficst on quantities (of fertilizer, tractors,
toans, ete.) that are avaeilable from ASSP during a given Ui
petriod, and auctioning the vights to these guantities amonyg Atghon
tiraders.,

The advantage of auctions is that they quickly and cheaply
provide information that would cotherwise take weeXs or months to
obtain., Information gathering through reviews and surveys (s not
only costiy In administrative terms, it is also often too late in
comparicon with the frequency with which prices need to be changed
in order to reflect changing macket condlitionsz. 'The purpose of
this note is {o explore the use of auctions for transport rebates,
the provision of financing for tractors, and the supply of goods
ordered under the project's “forward contracting" activity. The
propesal to use auctions in these ways should be considered amn
ﬁxperimant': it wmay be dif“icult to implement in some or many
cases, but it remains an attractive alternative to administrative
price satting for all manner of scarce resources. With practical
experimentation, monitoring and learning, the project would begin
to approach perfection in the use of auctions.

2. Auctloning Transport Rebates

Suppose that ASSP or a private firm has importea 10,000 tons
of DAP fertilizer for sale to Afghan merchants, cnd that ASSP has
agreed to make a transport rebate available for shipment wof

‘ASSP already uses auctions to sell fertilizer to Afghan
traders.



fovtilizer into Afghanistan. The sale price for fortilizer in
vakistan is the price at which the fertilizer fs sold by Pakistani
conpanies. Suppose that the payment of rebatas for transportation
will be authorized only after confirmation is raceived from one of
the I'SA bazaars that the shipment has boeen elther off-loaded at the
Lazaar or ¢ ried onward to a sale point bevond the bazaar.

A5Gk Knuwt the costs of transporting the fertilizer to any of
its bazaars. The highest of these costs’ would ba announcad as tLhe
paxiras permissible rebate at the opening of an auction. Fhya
auction would call for bids for vebates on each 50 (or less, ot
) tons or X' number of truckloads ot fertilizer. EBach biddes
woinld indicate the transport yrebate he needs in order to ship the
tert ilizer to o doestinetion where he has identitied a sourace of
dosand.  The bidder asking for the lowest rebate (per truckloud,
w1 per ton) will cave the vight to geb o rebats for the specified
pot ot fertilizer.

fhe first successiul bid will be tor the lowest rate of
svbiate, and would probably be for shippent Lo arcas nearest to
fahistan., Gradually, o the bidding progresses, the SuUCCessiul
Lids wili be for incrcesingly bigher roetes of rebates, [
Lransportation to less accessible oveas. This process Wil
continue until the entive shipment of 1¢,000 tons is exhausted,

The auction could end with one of two possibilitles:

ii) If nobody is willing to bld for a rebate on the remaining
fertilizer, the project would have to consider raising lts maxinun
permissible rebate. Assuming that the goal is to sell all 10,000
tors of fartilizer, the rebate will have to he increased until all
the fertilizer is sold.

ii) If available fertilizer has been exhausted, but some traders
are still found willing to bid .wr a rebate that is below the
maximum permitted by the project, then the project will have to
obtain additional supplies of fertilizer.

conceptually, the process is one of finding the demand curve
for fertilizer by using the auction to reveal the points (the
price-guantity coumbinations) along the market demand curve for
fervilizer. The illustration in Figure 1 (on the next page) shows
‘he relationship between bids for trancport rebate and quantity or
fertilizer auctiocned. iolding the graph upside down shows LUlhe
expected downward-sloping demand curve (taking Willingness to Pay
as the vertical axis): willingness to pay for fertilizer decreaues
as its quantity increases. ‘thus, the bids for repate are inversely

»

related to the market's willingness to pay fertilizer.

25r the cost up to the lorthern Provinces, .un case supplying
them is ~ithin the mandate of ASSP.
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Figure 1. Illustration of how an auction of transport rebates
roveals the market demand fnx fertilizer.
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Thiz kind of auction has the virtue that it exhausts arbitrage
opportunities by limiting the profit margin of traders to barely
that which will make the trade "just possible." The project's
offer of a rebate opens up an arbitvage opportunity, but its
aunction ensures that the opportunity is exploited only by those
whe are efficient at reaching known sources of demand. The auction
also ensures that the project does not pay excessive rebates, that
rebates are usced to make trade possible in response to market
demand, rather tian as subsidies to the profits of traders.
Because of the fact that auctioning rebates creates competition
anong traders and reduces their profit margins, ASSP is quite
likely to face opposition from some traders to this idea. If the
project perseveres, however, i* will scon find efficient and
enterprising traders coming forward with positive a2ffers, since we
know that there is a large, unmet demand for DAP fertilizer in

Afghanistan.

3. Auctioning Harket Development Costs

The auction technique ..ould alsc be applied to minimize market
development costs for items that do not have a known, commercial
demand inside Afghanistan, but which bave been tested successfully
by ADT. Suppose ADT decides that it is time to sell 50 walk-behind
reapers through commercial channels, knowing that these reapers
will not yet be bought at full, commercial prices. Suppose that
the project has ordered 50 reapers unuer its "“"forward contracting®
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mechanism, and that these are to be sold at a vloss" because it s
understood that AsSspPp is in the businegs of introducing neow
technology and developing wmarkets for jt. One way of minitmizing
warket development costs would be to hold an auction for the 40
reapers, and give them to the highest bidders.

It i possible that, under this mechanism, the reapers wou
vid up only in one part of the country (say, the east), whereas the
project night have wanted them in some other part (for example, the
liorthern Provinces). The only way to get around this problem is
1w identify somebody the project trusts, work out a [financing
arrangement with him, and ask him to ensure that the reapers gel
to the target area. Auctions are no good ftor targeted selling.

4. auctioning Lease Rentals for Tractors

Note No. 4 ended with the suggestion that standardized lease
contracts for financing the sale of tractors could be auctioned ofr
to interested Afghan traders. ‘The principle behind this suggestion
is the same as that discussed under Section 2 of this note: the
project is creating an arbitrage opportunity for traders by
arranging lease financing, but jt would also like to ensure that
its capital or guarantees are exploited most efficiently in pursuit
of market demand rather than profits for a few. 7To anticipate what
rollows, the project is looking for traders who will buy (say, 100)
tractors with the least amount of concessionary finagce (that is
provided by the project through the leasing company).

one simple way of achieving this objective would be to draw
up 12 variants of a standard lease contract under which the trader
pays (suppose) 40 percent of the tractor price upon delivery and
the balance within 12 months. Wwithin the standard contract, a
trader can decide to pay the balance after any number of months
since delivery, thus giving 12 options for traders to bid on.
corresponding to each option is the amount that a trader will have
to pay to gain legal title of the tractors (vhich are legally held
by the leasing company until full payment is made). The total
amounts and monthly installments corresponding to the repayment
options would have to be worked out by *the leasing company,
examined and explained by ASSP, and understood by the traders, but
none of these is a particularly difficult endeavour.

3phis statement imputes a specific motive tou ASSP - that it is
interested in making its limited funds go as far as pussible, in
as many ways as possible, for the development of trade and
agriculture, and that it is interested in phasing out project-

supplied rebates, financial guarantees, etc. over time.

‘one could, of course, have fewer options for purposes of
simplicity.
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Bidding might be announced for each lot of five tractors, and
the trader bidding the quickest payment of the balance amount winu
the bid. The maximum period for payment in full could be 12
months, and anyone bidding up to this period would be considercd
vligible for this scheme. suppose that a tractor (and perhaps
related equipment) costs Rs 350,000, of which 40 percent has to he
paid by the buyer on delivery, and that ASSP extends deferred
payment for the balance through a leasing company. Assuming that
the balance of the price that has to be paid after taking delivery
is Rs 210,000 per tractor, and that every month the balance
increases at the rate of 2 percent, the final results of an auction
might look something like this:

Pables 1: Illustration of the outcome of proposed bidding on
concessionary finance by tractor buyers.

Option Payment to be Montiis to Pay No. of Tractors
Heo o Made per Tractor the Halance Successfully Bid
i Rs 214,200 1 0

2 Rs 218,484 2 5

3 Rs 222,854 3 10

. . L)
- - .

- & - .

19 Rs 256,000 10 15
il Rs 261,109 11 10
12 Rs 266,331 12 0

An alternative to this scheme would be to fix the repayment
period and create options for the percentage of cost that a trader
might want to pay upon taking delivery. Discussion with traders
and leasing companies is needed to construct standard options that
would attract the traders and be efficient at allocating lease

financing privileges.

5. Auctioning Working Capital for Afghan Exporters

The most serious constraint that businessmen face in countries
like Afghanistan and Pakistan is that of working capital. Since
banks, typically, do not lend for working capital, businessmen o
to the informal market for short term financing. There are many
vays of getting financing in the informal sector (described in the
attachment to this report). One method used by local entrepreneurs
is a variant of what is called the "committee system," that may b=
called the %auctioned committee." In this system, a group ofr
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traders (say, ten) decide to make a fixed contribution (say, Rs
1,000 each) every so often (say, every week) to a common fund. The
common fund, called the committee, is given to the person who bids
the lowest amount for it. Suppose the winner bids Rs 9,000 for a
committee of Rs 10,000; then each contributor has to contribute
only Rs 900 instead of the designated contribution of Rs 1,000.

The principles of group liability and the committee system can
form the basis for an experimental financing mechanism for Afghan
traders who export agricultural commodities from Afghanistan. ‘The
project would need to identify one or more groups . , Jsay, five
traders each who know and trust each other, explain the systen to
them (if they don't it already), and determine their wmonthly o
weekly requirement for working capital. Suppose that a group ot
five traders estimates its requirement at Rs 500,000 per month.
then the project coulu ask them to -aise %0 percent of this amount
themselves and provide the remainder as @ bank overdraft (with
project guarantee), or as a cash withdrawal from a designated
account, or, if bank operations are impossible, provide the traders
with Foreign Exchange Bearer Certificates to be used as collateral
in the informal sector to raise cash. In case of bank operations,
there is the advantage that the project's contribution could be
drawn only with the signatures of designated people (for example,
all five members of the committee).

1f the scheme works the way that informal committees work, and
it the capital rotates the way it is supposed to rotate, then

options for long term sustainability could be examined. In
principle, registering the committee as a cooperative or a trust
could be possible. In the 1least formal case, the amount

contributed by the project could be left with the traders as a one-
time grant to informal sector financing of Afghan exports.

6. The 8tratagic Centext of Auctions

All the four examples of auctions given above have one
important characteristic in common: they enable the minimization
of rebates, market development costs and concessionary finance:
bidders asking for the lowest amount of concession win the
privileges given by ASSP. If these auctions work as expected, they
would contribute toward an important goal cof the project, that is,
to work, over time, towards reductions in the concessions being
given by the project as part-compensation for the extraordinary
costs of war and the disruption of trade. If conditions in
Afghanistan stabilize ard improve, and if the costs of war and
disruption decrease over time, the auction process will pick up
these changes quickly and reflect them in the bids for various
privileges. Conversely, if the bids do not indicate an improvement
in the situation from one year to the next, the project might want
to assess the initial expectation that special privileges and
concessions should be phased out within a given time frame.
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1. The Purpose of thisg Note

This note does not follow from anything in my SOW - it is the
loosest connection among the 1loosely connected notes, It was
initiated mainly in response to an observation by Roger Poulin that
experiences on seed production from Pakistan could be a useful
reference point for ASSP. While that aspect is touched upon in
Section 5 of the note, it is also useful to present the context of
seed production with reference to nore general issues in technoloyy
diffusion.

Between discussion of technoloyy diffusion and scud
production, this note also indicates some of the information
techniques that are useful for adaptive research, planning fou
extension, the monitoring of diffusion, and understanding existing
production technologies. The extent and nature of diffusion could,
conceivably, provide information on future marketing possibilities,
although there are no examples within my personal experience iun
vhich such a linkage between diffusion information and commercial
marketing has been established.

I have written this note without the benefit of any detailed
conversations with ADT and PPA staff on the subjects mentioned
here. So it is quite possible that much of what follows is
redundant or irrelevant to ASSP.

2. Empirical Generalizations on gSeed-Fertilizer Diffusion

The received theory of innovation diffusion - the spread or
new technology and practices - comes from sociology, geography and
the industrial and agricultural branches of economics. Considering
the diversity of origins of the theory, it is surprising that there
is widespread agreement on empirical generalizations about
diffusion. The generalizations presented below are those that are
of greatest relevance to ASSP; they have been drawn from both the
general literature and from studies in Pakistan.

First: within a given population, innovaticns take off slowly,
then pick up speed, and finally approach their potential ceiling

with a reduced rate of increase. Such a process, called a
difrusion process, 1is often shown graphically as an S-shaped
logistic curve (sample on next page). Using this curve,

geographers and sociologists (and, following thenm, extension
agents) speak of early adopters, late adopters and laggards.
Progressive farmers are said to belong to the class of early
adopters. It turns out that progressive farmers are usually large
farmers who can better take risk (because they are wealthy) and
undertake experimentation (because they have the land on which to

do so).
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rigure 1.Graphical {llustration of the pattern of innovation
adoption ovsar timae.
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Second: farmers adopt new technology slowly rather than
immediately. There are many reasons for this, perhaps the most
practical one being that it takes time to learn about a new
technology, its relationship to other inputs, and its place in a
farmer's system of crops, livestock, trees, land types, lalo:
allocation, consumption patterns, cash incomes, etc. The process
of learning about a new technology is lengthy and costly, and much
of it is accomplished by the farmer's own experimentation.
Although demonstrations by outside agencies and observations or
neighboring farmers help reduce the cost and time of learning, they
make an appreciable difference only when the new technology has a
remarkable and demonstrable advantage in profitability over
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the old technology.' 1In Pakistan, we observe that the “average"
variety lasts a cycle of about 7 years, from public release to
extinction. An improved sced supply situation could reduce the
length of this cycle, but even so, it takes 3-4 years for the
thousands of farmers within a large area to learn about a new
variety and grow it the way that suits them best.

Third: farmers adopt the elements of new technology one at a
time, rather than in » y'rkage. This has to do with two factors:
(i) the process of lc. n | about several new elements is much more
demanding and costly tuan learning about one thing at a time; and,
(ii) the capital and labor costs of adopting several elements atl
a time are daunting for most farmers.

Fourth: innovations spread rapidly wit’ in clusters, and slowly
from one region to another. Clusters an « identified both ex pos

and, for planning purposes, ox wile. For planning purposes, the
notion of recommendation domains used in farming systems research
is a useful operational derivative of the generalization that
t«chnology spreads rapidly within clusters. The idea ofr
recommendation domains is introduced in Section 3 below.

Fifth: in Pakistan's rainfed and mountain areas, the use or
chemical fertilizer scems to spread faster than the use of hew
whicat and maize varieties. DPerhaps this is due to a key difference
bLetween the twe inputs: fertilizer is not as sensitive as new
varieties to the tremendous variation in local micro climates which
characterizes mountain farming. Another reason could be the
following: fertilizer without high yielding variety has a higher
payoff than new variety without fertilizer®; so fertilizer comes
first in the sequence of adoption. Fertilizer could have a higher
payoff than new variety because, even with local varieties, it
increases both grain and straw yields; an improved variety, on the
other hand, could run into a problem with farmers if its strawv
yizld is lower than that of the old variety. The new variety is
typically attractive in combination with fertilizer, for then both
its grain and straw yields are higher than those of traditional

'Examples: the spread of the Mexi-Pak wheat variety in the
mid-1960s and of Basmati-385 rice in the late-1980s. Also, farmecrs
make quick change-overs to nev varieties after their old varieties
have suffered from disease epidemics; for example: the spread or
new varieties in Pakistan's rainfed areas after a rust epidemic in

the 1970s.

2phat is, the internal rate of return is higher for fertilizc
than for new variety - this is a hypothesis, not a generalization.
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varieties.’

3. obtaining Information for Adaptive Research and Extension

Both fertilizer and new varieties are critical for
Jdevelopment of Afghan agriculture as it attempts Lo recove 1§
war and the recent reported disease and pest attacks (particusas .,
on the wheat crop in *“¢ '"orthern Provinces). In promoting the tuse
of appropriate seed Lizer technology, the effectiveness aof
ASSP's AUT component w.uid be greatly enhanced if two informatiosn
analysis techniques were employed. These techniques are usaful
Loth  in generating recommendations and in planning effective
cxtension efforts. rerhaps elements of these techniques atc
already in use at ASSP.

The first technique relates to th. way in which adaptive
research trials are laid out and analyzed. Many experienced
scientists use visual observation and their own well developed
intuition to identify factors that could help increasec
productivity. When physical observation is not pecssible, or when
there are numerous trials laid ocut over areas that differ from one
another, then b..ic statistical analysis can be used to compleinent
personal experience and intuition. There are many statistical
approaches available for this purpose, but one used by CIMMYT 1.
pakistan in recent years has the merits of simplicity and cost
effectiveness.

In this technique, trials (or, for that matter, demonstration
plots) are laid out in the farmer's field with three or four
variations in each field. ‘The following diagram (next page) shows
a typical plot in which the farmer's current variety and practices
are compared with three recommendations - new variety, and levels
of nitrogen and phosphate that are different from the farmer'.
levels. Tf 15 plots were laid out in this munner, they would yiela
60 observations (15 plots x 4 variations each). Together with
yield data, that would give us enough infcrmation to decide whethe:
tile greatest payoff is to new variety, or increased nitrogen, o:
additional phosphate. That, in turn, would allow us to foCus
extension (and conceivably supply) efforts for the next season.
in extension, the focus could be on one or, at most, two criticat
inputs, rather than on multiple elements. Recall the
generalization that farmers adopt new practices one at a time,

rather than in packages.

Jrhese statements on variety-fertilizer interactions are lrase.
on several years of CIMMYT experimental data, some Pakistani samplc
surveys and conversations vith farmers who had recently adopted neow
varieties such as Pak-81; most of the statements given above wer.
confirmed by all the sources mentioned here.



Yigure 2.8uitable field 1layout for agricultural trials for
statistical testing of the impact of variety, nitrogen
and phosphate.

oni FIELD, FOUR GUSERVATIONS
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This sort of information provides direction and focus to
extension efforts in terms of recommendations to concentrate upon.
another sipple exercise -~ that of defining recommendation domains

could provide focus and dirvection in geographical terms. A
recommendation domain is simply a homogeneous region (or a set uf
tarmers) for which a few, key generalizations can be nade by an
extension agent. When ASSP staff talk about the different needs
ot different areas of Afghanistan, they intuitively identity
recommondation domains. This intuition could be the basis for a
more systematic listing of recommendation domains specifically fa
extension purposes (based, in the first instance, on experience atidt
the two available bazaar surveys). Factors defining a
recommendation domain would include: one or two relevant
agroecological variables (elevation; single or double cropping,
etc.); livestock orientation (important for choice of variety}:
accessibility to fertilizer, and so on. It should be possible for
ASSP staff, in a meeting lasting less than 2-3 hours, to divide the
project area into recommendation domains that are sulitable for the

work of ADT (and perhaps also PSA).

For each major recommendation domain, ASSP could analyze
trials and demonstrations with the kind of statistical technigue
cutlined above. The result would be a set of extension priorities
that are differentiated according to the needs of different
reqions,‘ yet provid. focus with confidence.

‘phis is an important point, for there can be no presumpticn
Lhat a standard recommendation as to variety, nitrogen or phosphate
is applicable across several regions.



4. Information on piffusion and_Production Posgsibilities

A third technique of information gathering and analysis
relates to the monitoring of diffusion of new technology, including
seed and fertilizer, but also tractors and threshers. There are
many ways of doing this. The most practical approach in the short
Lerm is to eyxamine diffusion with respect to two, broad questions:
(i) how many farmers in a vegion use (or not use) a cerbtain
technology: this requires a simple yes/no type of query; (i1) what
is the extent or usage; this requires answers on the level of input
use. A third question could help us construct the kind of S-curve
introduced in Section 2 above: "In which year did you first use o
particular new technology?" The answers to this question would L.«
Lbased on recall,

one confounding factor that is likely to emerge in diffusion
monitoring studies in Afghanistan is the considerable variety of
seod that must have found its way to the country through relicr
agencies and individual farmers trying to do their best to maintain
production. It is quite possible that, even in a single village,
cutside observers may find several varieties known only by their
local names, and none recognizable by th=2ir commercial name. Therc
is a need, before commencing a diffusion monitoring survey, to st
all varieties grown by farmers in a region by their local names,
the literal mneaning of the names and, if possible, the
corresponding commercial names. In addition, the comprehensive
wheat diffusion study by balrymple (1986), commissioned by an Alb
office in Washington, provides details of wheat varieties releascd
in Afghanistan and Pakistan since the mid-1960s.

The suggestion of classifying wheat varieties by their local
names can be considered part of what some scientists (including
anthropologists and botanists) call "local folk taxonomy" -
classification according to local systems of knowledge, rather than
ngeientific systems." ‘The line of action indicated by local folk
taxonomy can be pursued at a very small cost to get a ¢ood idea ot
the way farmers use their key inputs. This leads to a fourth
suggestion on obtaining and organizing practical information.

If an input has been known to farmers for some time, they
invariably have a rule of thumb about it. For example: "the urea
applied should equal the seed, and the nitrophos should be halr
that amcunt,! or 'place one basket of farmyard manure at every four
paces."™ Such rules of thumb are nothing but what economists caltl
the production function - the input levels required to produce a
specified level of output. By relating prevalent rules of thumb
to prominent land or regional characteristics, one can construct

a fairly valuable picture of production technologies in cone or more
recommendation domains.

In principle, all the {our suggestions given here are do-able
and have been known to be of practical use. References to souwe
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recent and comprehensive studies are provided in Note HNumber #.
A hybrid approach sulted to ASSP's requirements could b
constructed quite readily, cither by staff at ASSP, or by ASSP iu
collaboration with DRMS or some of the agricultural economists bu
HWFP and Islamabad who have worked with CIMMYT and PARC over the
last five years on such approaches.

It is interesting that almost all the studies carried oub in
pakistan on the diffusion of new varieties single out the lack o
seed availability zs the major constraint on faster diffusion ot
new varieties, and on better protection against disease epidemics.
And yet, there has been virtually no progress in either the state
sector or the private sector in making commercial seed avallable
to farmers on any significant scale.

S. ¥hy Does Commercial Beed Production Appear Impossible?

We don't XKnow. what we do know is that in Pakistan and
Afghanistan commercial seed production for wheat, malze, vegetable
and potato appears, cmpirically, to be an almost inpossible task.
et me summarize the ewperiences in Pakistan as best as T can, and
let each of us come to his oun conclusions.

Vegetable seed is imported and there is no commercial sced
production in Pakistan of which I am aware. Some say that iv s
in the interest of inporters to continue importing seed fruw
averseas, since it allows them Yo sneak out foreign exchange by
under-invoicing. Yet, it is also admitted that attempts within
pakistan have invariably rfailed on account of poor quality. There
appear to be a handful of donor assisted projects (in Gilgit, run
by FAO) that have tried to go into centralized seed preduction, but
they are a long way from commercialization.

The story of potato seecd production is a saga of euphoric ups
and tragic downs, particularly in the mountain areas (Swat an!
Gilgit). Euphorvric local growers, farming small plots of lana,
welcone projects and conmercial seed companies which promise to buy
"all the seed you can produce” at an attractive price. Everyonc
vants to grow seed potatu, and hardly anyone pays attention tu
either the marke! situation or the strict rotation that is required
for disease-free production. Sooner rather than later,
proliferating disease vectors or gluts in the market bring tragic
reversals in expectations and fortunes.

Let's talk about wheat and maize seed nowW. The so-called
wcertified seed" (largely wheat) sold by public sector agencies iw
pakistan is always uncertain in gquality and extremely limited iwn
guantity. Typical complaints include: shrivelled and diseas<d
seed, suspicion of mixture with other seced, low germination rates,
lack of acclimatization to local environment, etoc. Several
projects have attempted to provide good quality (rather thawn
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certificd) soed to farmers through a combination of pukhlic sector
ahd farmor~to~farmer syustoms. Hotable attanplis in NWPP incloade
those by: the Pak-Canadian Rarani Agricultuveo Project (BARD) fao:
saize seed production iIn Horvipur; the Pak-Holland PATA Groundwat e
irrigation Project, for wheat and mnalze seced production by
Malakand; and by AKRSP for wheat and maize in Chitral and Gilgit.
A1l these have been swmall attenpts and bear no conparison in
wagnitudes to what is required for ASS5P. I will describe the ARRSE
experience since I am personally most fawmiliar with lt.

At the end of July 198% we conpleted a survey of wheat
production and practices in the double cropping aveas of Gilgit
District (that {s, areas up to sbout &,000 feet altlitude}. ‘hiu
survey included crop cutting at harvest time, accompanied by a
short, Integrated agronomic-¢cononic questionnalre. We found that
60 percent of the farpers were using tvaditional vavieties, cven
though Mexi-Pak had arvived in the area 10 years earlier. Those
who were using new varieties had thorvoughly nixed stand - one could
visually identify 4-% varseties in the sane field. Most farmers
were relying on Mexi-vtak, which had beon banned in Paklstan because
af its susceptibility bto rost.

He also found that the payoff wes to additional applicatiown
ol nitvogen, so that favners could be advised, in the firat
instance, to reduce their expenditure on phosphate and use the
savings for getting additional nitrogen. "this reconmendation wowid
Le consistent with the farpser's oxisting allocation of funds, and
50 the question of running into » cash constraint would not arise.
In particular, we reconmended that farmers reduce thelr purchases
of nitrophos and buy calcium anmonium nitrate (CAN) instead. CAN
had the additional wirtue of being a slow release nitrogen, which
is particularly suitable ftor the sandy, leaching soils of the
region.

By September 13%8%, we recommended a large scale progranme of
extension that would cater to two recommenda*ion deomains: (i) for
the double cropcting area, we vecomnmended Pak-81 which had
previously been tested adequately by the FAD agronomist in Gilait;
(ii) for the single cropping area, we recommcried Sunine, which hac
been grown in some double cropping villages for several years arnd
had. shown promising results in AKRSP trials in the single <cropping
ar=a.”

*These projects have socught to promcte the Azam maize variety,
and Pak-81 or Pirsabak-25 wheat varietlies.

At that stage, we recomnmended Sunine only for villages up tw
about 8,500 feet; we did not have any improved varieties Lo
sltitudes of 10,000 feet, perhaps the highest elevation at whiuh
wheat is grown in Pakistan.



Now an intavesting practical question came up: How fast should
we go?  As with all such matters, the fssue went to the Managamend
Geoup (6-8 professionals, headed by the General Manager, who took
decisions on strategy and day-to-day management). oOur englinevr,
a4 practical man of action, wanted us to ship In tons and tons of
cortifled seed from the public soctor agencies and inundate tho
grud with new varieties. oOwr agriculturist, an equally practical
gan of caution, wanted swall guantitios te be fmported and then
multiplied within the region. 7The way out - or the way between -

these two different views of the world turned up in the shane ol
att initiative taken by wny Section (Monitoring, Evaluation and
wesearch, which was almost the exact equivalent of the FPPA
conponenc of ASSP).  While it wag not our business to dabble in
aqriculture, we nevertieless vent ahead and hought about 7 tons of
seed from Punjab from ouyr vescarch funds.

we decided to use the certified seed in two ways. First: as
4  personal preference, 1 wantaed o scatter-gun approach to
demonstrations - by farmevs, on thelr flelds. S$So we packed 10 kg
seed bags, with 10 Kg Ures and % kg Hitrophos aach. Each "kit" was
adequate for 1 kKanal (onc-cighth of an acre angd about 10 percent
of the whaeat area of an svevage favmer). rach village in the
double cpopping avea gob 10-30 kits, depending on the size of the
village.' This was alse a way of z@ayling “Thank You" to farmers who
had cooperated with us in the July 1985 crop cutting survey.

Secondly, following standerd AKRSE nethbodotogy, we started
discussions with Yillage Orgonizations (essentially cooperatives)
aimed at creating theee seed villages. These villages were
provided certifisd sced, and trnining and chemicals for sced
treatment. At ha.vest Ciose, they were expected *o return the
quantity of seed that had buen given to thenm by the project.

The first reports from farmers were guike discouraging.
Almost everyone conmplained of low germination ra.es, and the seed
producing villages indicated that they =ight not be in a position
to return the seed. Hhen harvest time came around, the crop looked
guite adequate and farmers veported that they were going to plant
the new variety agein. At this stage, we encouraged the seed
producing villages L3 sell some of their seed at a premium; they
said tnat that was not possible, given their traditional systen.
Soon, however, wWe observed a large number of individual farmers
selling seed at a 25 percent over the grain price,

The experiment with seed cooperatives had proved so

7y remain averse to demonstrating a new technology on only one
or two plots in a village: (a) if it succeeds, it will not convince
too wany farmers; (b) irf it fails, there is no possibility or

cowparing the results with other plots in the village that might
have succeeded.
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discouraging that we let it wither away.’ 1In fact, no additional
secd was imported into the region for multiplication., The systow
funct ioned much as hefore - ag a farmer-to-farmer system. In 1989,
four years after that one injection of about 7 tons of Pak~81 scod,
a djffusion monitoring study showed that about 40 percent of the
tarwirs were using Pax-81.

Compared with the saga of wheat seed, AKRSP's experience with
maize seed was short and definitive. In 1988, the Agriculturist
at AKRSP was told to ship up two truckloads of maize seed from a
World Bank sponsored project in Azad Kashmir, which was reported
to have perfected sced production. Against his better judgement,
he did what he was told. The results, observed in 1989, werc
disastrous, and prt paid to any future plans for shipping up maize
seed in large quantities.

There are several factors involved in the varying degrees or
success and fallure imndicated above. & proper analysis will take
auch more reflection and tiwme than is available for these notes.
one empirical lesson, howewver, is important: when it comes U
incrcaucing new technolony, it is extremely important to get 1t
right the first time. If the introduction of new technology is
perceived as a failure by the farmers, the project loses
credibility and the process of diffusion is set back several vears.
ven in 1985, some of the villages in Gilgit refused to take up any
new seed because they had o disastrous experience with wheat secd
that had been imported from India 10 years earlier and given t.
them for large scale cultivation. We found the same reaction to
poultry and fruit seedlings in other villages. Seed, poultry and
rruit seedlings appear to be inputs for which the conditions for
introduction of innovation have to be examined and monitored very
carefuily. If the first attempt at Ilanovation is perceived as a
failure by the farmers, a project may not be able to make amends
in the same region for a long time, ard the cycle of diffusion and
development would be set back by several years.

84e heard similar veports about the fate of the two
cooperatives in Haripur that were growing maize seed under the
Ccanadian BARD project.
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1. The Purpose of this Mote

The Scope of Work for this assignment asked the ‘Trade and
Marketing Advisor to "“recommend terms of reference for a special
study to identify and analyze market structures, systems of trade
and channels of distribution of cross-horder trade." The purposc
of this note is to suggest additional work that is of immediate
priority for ASSP, as indicated by the preceding notes
(particularly Notes No. 4, 5 anu 6). Ho attempt is made in this
note to examine the longer term needs of the project for studies
on cross~border trade.

The first proposal consists of the terms of reference for
"aAssistance in Preparing for Negotiations for Letters of Credit and
l.ease Financing Arrangements.® The purpose of this assistance
would be to anticipate and collect all necessary backgroun:
information that could be required by John Soden, Bob Haskell and
benny Freed in negotiating with banks and leasing companies, aind
in preparing traders for participation in private sector tradiuny
and financing initiatives.

The second proposal is really a suggestion that ASSP conside:
hiring a full-time economist, with background in agricultural/
production economics to complement available expertise in ADT and
PPA,

2. Immediate Priority: TORs for a S8hort Term Assignment

Backaround

In order to facilitate bilateral and transit trade for
Afghanistan, the PSA component of ASSP is initiating a series of
negotiations aimed at organizing trading partnerships between
Pakistani and Afghan traders, and enabling them to access suitable
sources of financing within Pakistan. The objective of this
exercise is to minimize the direct involvement of ASSP and
O/AID/REP in trade, while creating opportunities for the private
sector to cater to demand on either side of the Pak-Afghan border.
During August and Septembher 1990, ASSP staff and short term
consultants are expected to identify Pakistani and Afghan traders,
banks and leasing companies interested in working on a series of
mechanisms for facilitating trade. Thereafter, ASSP will negotiate
with these parties for the precise terms under which ASSP support

would be provided.

General TORs

The general purpose of this short term assignment is to
provide ASSP with practical “Assistance in Preparing ra:
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Hegotiations for letters of Credit and Lease Financing
Arrangements." The consultant will work with Mr John Soden, WMy
Robert Haskell and Mr Denny Freed for a period of one month
(renewable for another month, if requested by ASSP) to compilec
information on Letters of Credit (ICs) and lease financing under
two broad categories:

i) Detailed information that would be needed by ASSP 1iu
negotiating collateral, guarantees, financing, and other terms with
Pakistani leasing companies and banks; and,

ii) Detailed information that is needed to explain thesec
mechanisms to interested Afghan and Pakistanl traders, some of whuw
may not have ©previously participated in such financial
arrangements.

The consultant will not be expected to negotiate with or
recommend specific banks and leasing companies, but he will provide
sufficiently detailed information for selection and negotiation by
ASSP,

Timing and Duration

The consultant is expected to spend at least one month on this
assignment, starting o/a August 15, 1990. If, at the end of that
month, ASSP requires additional information on the subject of this
assignment (or related subjects), it may renew the assignment ror
another one month or part thereof.

Review of Documents

The consultant is expected to review the following documents
at the time of commencing his assignment:

i) TDY report by Denny Freed;

ii) Consultancy report by Tariq Husain;
iii) strategy and Plan of Work of ASSP;
iv) Consultancy report by Roger Poulin;

V) Any other reports and papers recommended by the Chief of Party
of ASSP or his designee.

Meetings and Visits

The consultant will meet with:



*

i) All project staff indicated by the COP or designee, including
but not limited to Mr David Gardner, Mr Robert Haskell, Mr John
soden and (if available) Mr Denny Freed.

ii) Bankers dealing in LCs and Inland LCs at cCitibank (Rawalpindi
and Lahore), Habib Bank (Peshawar and Islamabad), the Musliw
Commercial Bank (Peshawar), and any other banks indicated by the

COP or his designee.

iii) Management at Orix Leasing Company and the National
Development Leasing Corporation (both in Karachi and Islamabad},
International Multi Food, and at least two other well established
leasing companies that would be identified by the consultant.

Reports

It is expected that the consultant will, at a minimum, prepare
two short (but comprehensive) reports, providing information on
Letters of Credit and lease financing. Each report will present
information under two headings - information ror use by ASSP in
negotiations, and information to be conveyed and explained to
interested traders. The contents of the reports will include the

tollowing items:

on _letters of Credit

i) Description of the variety of LCs and Inland LCs that are
available at a sample of banks.

ii) List all the steps in opening an LC, and all the steps that
ASSP might have to undertake in guaranteeing LCs and Inland LCs.

iii) considerations under which the banks decide on the margins
(reportedly from zero to 100 percent) for issuing LCs.

iv) Rationale and examples explaining the collateral required for
1Ccs and Inland LCs, and possibilities for flexibility in this

regard.

i) The interest charges for LCs and Inland LCs of various types.

vi) Details and requirements of mechanisms through which AsSsP
could guarantee LCs for importers. For example: how would an ASSP
bank guarantee work? tlow would an Inland LC work as a guarantee

for an importer's LC?

vii) Cculd an Afghan importer open an LC with a Pakistani bank for
importing goods into Pakistan and Afghanistan?

viii) Any other information requested by PSA.



on. lease Financing

i) Identify three ov f{our of the mcst acputable leasing companies
operating in Pakistan. Explain the criteria for selecting theuc
companies and list their strengths and weaknesses from Lhe Jro b st
ol view of ASSP's requirements,

ii) 1Identify each of the steps required to sign a lease contract,
and all the steps tha% ASSP might need to take to guarantee ohe or
more lease contracts between traders and leasing companies.

iii) Describe (with examples and attach sample documents) the paper
work that Is required of a businessman intending to sign a lease
contract., Assaess the degree of flexibility in these requirements,
particularly if ASSP were to guarantee part or all of the luase
financing.

iv) Assess the implications (including the leasing company’'s
reactions) of the fact that traders obtaining goods (such as farw
machinery) with lease financing might sell these goods inside
Afghanistan and so the title will not effectively be held in
Pakistan.

V) Examine the feasibility of lease financing proposed in Section
4 of Note HNo. 4 "Financing Mechanisms" prepared by Tariq Husain.

vi) Any other information requested by PSA,

3. The Need for an Agricultural/Production Bconomics XInput

This proposal is really a suggestion that ASSP consider hiring
a full-time econonmist, with background in agricultural/ production
economics rather than a marketing orientation, to complement
available expertise in ADT and PPA. This suggestion is based on
three main assumptions:

(i) That PSA's needs are best fulfilled by hiring "practical,
action-oriented" pecple who understand the business of trading and
finance, thus an economist would not be very useful to the project
for its PSA component;

(ii) That an agricultural/production economist can be an extremely
useful complement to the experience that is available in ADY in
identifying priorities within the numerous options of introducing

new technology; and,

(iii) That an agricultural/production economist can "straddle the
1ink (or gap, if you will) between technical notions of whal i
useful for farmers and market possibilities for making a technolayy
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or input commercially viable.

ADT has a variety of naew technologles (prasent or potential)
for which priorities are necded for dechlding on which aspects to
concentrate the scarce staff resources of the project. This issue
can be broken down into four stages:

(i) Priorities for adaptive resecarch: Is [t golng to be rice,
maize, wheat, vegoetable, fodder or fruit? For inputs: should the
project focus on seed, fertilizer (nitrogen or phosphate?},
threshers, fruit fly traps, reapers, or seedlings? For which
region? Essentially, the guestion is: What is the llikely payolr
to farwmers of ASSP councentrating on a given aspect of agriculturei
developrnent?

(ii) Priorities for extension, established by asking the last
question under (1i).

{iii) Priorities for commervcialization, once demonstrations have
Leen held by ADT and a “"necd” has been established. At this stage,
insight is needed to decide whether the concept of '“need” is likely
to find articulation as market demand if ASSP were to invest iun
market developnent.

(iv) Priorities (and methodologies and training) for information
gathering and analysis, of which exanples are given in Note Ho. 6.

Essentially, there is a need to complement the technical
expertise available at A5SP (in ADT, PPA and the Information Unit)
with an economics focus on agricultural and production i- ~ues.
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1. The Purpose of this Note

The purpose of this note is simply to introduce documentary
and organizational references that ccu'd be of use to ASSP if it
wished to pursue some of the suggestions given in the preceding
notes., The references given below for PSA are organizational
references based on personal contacts (including contacts made
during this assignment). For PPA/ADT, the references are to both
deocuments and organizations, though organizational references dJdo
not appear to be very promising.

Most of the documentary references given below for PPA/AUY
have either been sent already to ASSP with an earlier draft of this
report, or are enclosed with the final report (the present
version).

2. References for PHSA

It would be useful for ASSP to purchass published import and
export regulations issued by the Government ot Pakistan every year
in June/July. These are extremely detailed regulations pertaining
to almost every imaginable product. The publications are generally
available from good book stores and would be a handy reference for
project staff. Samples were shown to some project staff during
this assignment.

The following organizations and individuals should be included
in the next round of data collection in order to gather information
that is needed for negotiations to be undertaken with banks,
leasing companies and traders:

Leasing companies

i) Orix Leasing (Pakistan) Limited
1st Floor, Kashif Center
Shahra-e~-Faisal KARACHI
Tel: 520305-8
Tlx: 2885 FORTE PK
Fax: (021) 510593

Contacts: Mr Amin, General Manager
Mr Hira lLal Bharvani, Credit and Marketing Officer

ii) Hational Development Leasing Corporaticn
Islamabad and Karachi offices.

iii) Possibly, International Multi Foods might alsoc be suitable for
providing lease financing (address given below). The comparny
through which they organize leasing is called Internatiocnal
Multi Leasing Corporation Limited.
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Banks
i) Citlbank, Rawalpindi, Lahore and Karachi offices.

Contacts: Mr Hadir Sheikh, Manager, Rawalpindi Branch.
Mr Atif Bajwa, Lahore Branch.

ii) Muslim Commercial Bank, Peshawar.

Importexs/Exporters

i) International Multi Foods Limited
1106-1110, 604 Kashif Center
Shahra~e~Faisal KAKRACHI
Tel: 522098; $220%4; 28010
Tix: 24273 KASHP PK
Fax: {021) 523010

Contact: Sheikh Amjad Rashid, Managing Director

ii) Al Mushtag & Co.
Chowk Yadgar PESHAWAR CITY
Tel: 211429; 212029
Tlx: 52350 ALMCO PK
Cable: GRAPES

Contact: Mr Ishtiaq Ahmad, Managing Partner

The point of listing these particular references is that they
represent, in the consultant's opinion, the best possible prospects
tor quick and effective private sector initiatives by ASSP. Soie
of them may be of value individually, while others might bLe
effective in partnership with each other and with Afghan traders.

3. Documentary References for PPA/ADT

On international data on wheat variety development, releases,
diffusion and seed imports

Extracts on Afghanistan taken from the following publication
were sent to ASSP with the draft of this report:

Dalrymple, Dana G. 1986. Development and Spread of High-Yielding Whew

Varieties in Developing Conntries . Wlashington, D.C.: United States
Agency for International Development, Bureau for Science
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and Technology.

on_the monpitoring of wheat wvarifety diffusjon_in Pakistan

Most of the following papers were sent to ASSP with a draft
of this report:

Azeem, M., M. Sharif, M. Shafiq, 2. Ahmed and J. lLongmire.
1989, “PYheat Varletal Diffusion in Irrigated Punjab:
Results from 1988-89." Agricultural Economics Research
Unit (PaRrC), Falsalabad. Staff Paper Ho. 89-1.

Akhtar, M. R., 2. ahmed and K. A. Tetlay. 1987. "Monitoring
Wheat Varietal Diffusion in Irrigated Punjab: 1986-87.°
Agricultural Economics Research Unit (PARC), Faisalabead.
sStaff Paper Ho. 87-3.

Heisey, Paul, M. R. Akhtar, K. Tetlay, et al,. 1987 .
"Monitoring Wheat Varieties Grown in Pakistan:
Objectives, Methods and Results from TThree Major Croppiny
Systems, 198%-86." CIMMYT, Islamabad, Staff Paper lo.
87-3.

Husain, 7T. 1986. miheat in the High Mountain Valleys or
Gilgit bDistrict.® Aga Khan Rural Support Prograuw,

“

Gilgit, Rural Science: Research Program, Report No. 2.

Sharif, M., %. hhmed, M. A. Magbool, J. Longmire. 1u88.
"Monitoring theat Varietal Diffusion in Irrigated Punjal:
1987-83." PARC/CTIMMYT Collaborative Progra,
Agricultural Economics Research Unit, Faisalabad. Starr
Paper HNo. 89-3.

on_the synthesis of adaptive research_and survey findings

Both the following papers are enclosed with the final versicwn
of this report:

Aslam, M., A. Majid, P. R. Hobbs, H, I. Hashmi and D. Byerlee.
1989. "Wheat in the Rice-Wheat Cropping System of the
Punjab: A Synthesis of On-Farm Research Results, 1544
88." PARC/CIMMYT Collaborative Program. Staff Paper Ho.

89-3.

Hussain, S. S., M. Ahmed and J. Longmire. (1990 - expecte.d)
“Multi-enterprise systems of the Irrigated Peshavar
Valley: Subsistence and Cash Cropping," in Derek Byerlee
and Tariq Husain, eds., Farming Systems of Pakistan: Diagnesing
Priorities for Research. Lahore: Vanguard Press, forthcoming.



4. organisational References for PPA/ADT

ASSP is already in contact with agricultural sclentists at the
HWFP? Provinclal research institutes. It might be possible to
obtain some assistance in cconomics from one or wmore of these
institutes, although the prospects have become lesg favorasble in
recent months for institutional collaboration.

There was an agricultural EFeconomics Research Unlt at the
Agricultural Resecarch Institute, Tarnab, ncar Peshawar, at least
unt il June 1990. Since then, it might have been wound up and bt
staff sent to the Hetional Agricultural Research Center itu
Islamabad. ASSP could talk to both ARI and NARC to ascertaiun
whether they could provide some cconomists on a short-term bhasis
to assist with studies on the wonitoring of diffusion and on other
agricultural surveys.

The NWFP Agricultural University in Peshawar ig In the process
vebuilding with USAID assistance. Perhaps the most sultable
cconomist there would bLe Syed $. Salidin, who has extensive
experience working with the PARC/CIMMYY collaboratlive program. My
Sajidin, however, has beoen signed up recently by the Pak-Holland
Groundwater Irrigation Project is Malaxand, and it Is not certaiwn
whether he would have the time to devote to ASSP.

Other than these two sources, there is, in general, a paucity
of good economics capacity for providing assistance to agricultural
projects such as ASSP.
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ABUTLON TRADE AHD MARRETING ADVISOR

COMPONENT: PROCRAMMING, PLANNING AND ABALYSIS COMPORENT
CANLTDATYH : TARIQ HUSALN
GURATTON THE WEERS

The Private Sector Agribusiness Conponent of the Afjianistan
agricul tural Sector Support Project defincs fts vole in terns ol
trade expansion with special conphasis on the creation of mecirani s,
te ftacititate in asgricultural comnodities, Birect commodivy
putchases for resale to Afghan traders have been utilfzed by the
project to provide needed fertilizer, secds and PL-~480 wheat during
the initial project stages in order to assist in the rescttlemcnt
ot the returning refugee popa.ation.  Such direct intervention iwn
the nmarkat is a tomporary soeasule.

Adchievement of PSAfs gyoals will occur through creation or
private sector jnitiatives which opsn entry ftor current  ainl
potential  entreproencuty. Growth it the private sector in
Atgbienistan is also dependent (v the establishment of trade
Pinkages with Pakistoen and  acconnodation te  its  pollicies,
procedures and laws. A better understanding of Pakistani andg
rtghan marketing and Lroade stractores bs o regulrement of PPA o
developing fts mevket intormation systewms and In formulating
specific PSA initiatives. ASSW/PSA will ub.lize the services of
an ccononist familiar with Ptakistan and Afghan trade to assess the
wavrket and trade situation in conjunction with an Economius
advisor, simultancously recruited by the project, who will focus
more on the policy and design ieplicatiors for the project. 'The
two econonmists will conplenent exch other s v "k, providing a pioad
base of recommenditions fYor future wovk.

The specifio tasks of the Trade and Marketing Advisor willi
include:

1. Define the factors which affect prices of major commodities
in pak-Afgh..n trade.

. Assess the potential ror establishment of an in-bond transit
racility through Karaechi parallel to the ~xisting one controllecd
by the Kabul government.

3. Review the conditions, capacity and potential of the traders

in import-export trade.

4, Project long-term potential for Ecretqn exchange earnings for
Afghan imports basced on likely nacro-economnic ahanqes under variocus
scenarios of repatriation of refugees, growth in economic activity
and trade in Afghanistan.



5. Recommend torms of reference for a gpacial study to Identity
and analyz¢ market structurces, systems of trade and channels of
distribution of cross~border trade.

The Trade and Harketing Advisor will hold an M.A. in Economics
and will have extensive experience in the anxlysis of Pakistani ana
regional economics issues,
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1. Qverview

Uistorically, informal financial arrangements have buen
dominant in rural areas. with industriallzation and rapid
urbanization, particularly since Independence, large volumes arci
gtovuth rates appear to have emerged in the cities. 1Its extent i.
indicated by evidence that it Ffinances substantial parts of the
informal transport, housing and trade sectors in urban areas.
Tuday, the informal financial sector represents perhaps LUhe
largest, most fascinating and least studied sub-sectors of inforual
sector activity in rakistan.'

Provision of credit is the dominant activity in the inforua!
sector, but savings and investments are also significant.
vommodity trading was outside the scope of this review as it is
primarily a formal scctor activity. The main elements of inforimal
financial activity covered in this section are credit, savings,
investments and foreign exchange transactions. Under credit, the
parchi {or chit) system, merchant credit operations, suppliers
credit, and the money lendcers were studied. The committee systew
wvas studied as an example of the link between informal savings ana
credit for small savers. The hundi system was studied for an
assessment of informal foreign exchange transactions.

The dynamic factor behind informal financial markets appears
to be what bankers call product development - the development oi
new products with characteristics® that meet the requirements of an
ever changing economic environment. A study of informal credit
arrangements by DS (1969), undertaken for the World Bank, showved
a large variety of lending arrangements, collateral reguirements
and interest charges that had emerged in response to the needs or
manufacturers and traders.

Tn tiie formal sector, the supply side comprises nationalized
commercial banks and insurance companies, state-owned development
rinancial institutions (DFIs) and specialized banks for
agriculture, industry, housing, etc., and a handful of foreign
banks (with restricted number of branches and limited operations).
This sector is characterized by mandatory credit quotas, controls
on profit margins, high transactions costs and, in the nationalized
organizations, bureaucratic management, political i:tervention al
corruption. There is general agreement in Pakistan that overall
efficiency and responsiveness to clients (particularly small
customers) has declined dramatically since the nationalization or

'A brief historical perspective on informal financial
activities is given in Annex 10.1.

?2jn terms of liquidity, security, returns, etc.
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banks and insurance companies in 1973.

Most formal sector institutions are slow in responding to the
needs of the marketplace. Although innovative product development
does take place at the multinational banks at a very limited scale,
cven they are handicapped by government regulation and cCan
profitably deal only with large clients from the formal sectur.
and all formal financial institutions seem to be unable to wakhe
wuch progress in lending for working capital, which is perhaps the
major requirement of the expanding service sector.

on the demand side, there is suggestive evidence of a growth
in demand for an increasingly diversified set of financial
instruments in recent years. Small savers, large investors, house
builders, transport operators, farmers, manufacturers, importers
and exporters, traders and ordinary cltizens engaged in work cr
leisure have doubtliess been influenced by rising incomes and market
demand, high taxes and duties, discretionary enforcement of
requlations, inflationary expectations, and growing contact between
ordinary Pakistanis and the rest of the world (particularly since
the mid-1970s). The growth of the service sector (both formal and
informal) has added to the demand for working capital.

Given the inability of the formal sector to respond to such
forces on the demand side, people from all walks of 1life have been
depending for their financial transactjons on the informal sector
(and on institutions outside Pakistan).3 Within Pakistan, only the
informal sector is free to respond on a large scale with new
products to meet the emerging needs of the population. It is not
surprising, then, that informal credit and foreign exchange
arrangements play a pivotal role in Pakistan's private sector.

2. Extent, Contribution to the Economy

2.1. n redi

Informal credit is the most widespread informal financial
activity in Pakistan, with major lending activity in Karachi,
Faisalabad, Lahore, Peshawar and Multan. It is used mainly for
personal finances, working capital, and even project financing
(though businessmen generally feel that the availability of long
term finance is not as serious a constraint in the formal sector

3Increasingly, Pakistani businessmen these days seek to have
of fshore offices in Dubai, presumably for arranging imports and
exports unencumbered by Government of Pakistan regulations; it is
not clear, however, whether such decisions are influenced Ly
constraints in Pakistani financial markets.



as that of working capital).

The loan ranges from a short term small loan (as low as s
1,000) for personal nceds to a long term loan (in tens of millions)
for project financing. The rates of interest vary according to the
needs of the borrower, his credit worthiness, maturity period o1
the loan, -r! the nature of security provided by the borrower, and
typically cange between 20 percent and 48 percent per annum. ‘The
mechanism is quite similar (with minor variations) across the three
cities visited for this study (Peshawar, Faisalabad and Karachi) .

The informal credit market is widely used because of its
accessibility and convenience; no fixed schedules; (generally) no
collateral: lower transaction costs; no appraisal, documentation,
and administrative fees; minimum collection charges; and, speed ot
credit delivery. The profits earned from this business arc
reinvested in this sector to avoid detection by the taxation

department.

The informal credit is viitually the backbone of the transport
sector of i kistan ana provides it most of its financing. The
transporters also form one of the largest money lender groups in
Pakistan, and alsc charge interest rates as high as 10 percent per
month or 120 percent annually.

Money lenders provide informal credit to relatively big
businessmen. This source of credit is not very popular among micro
enterprises. The major borrowers from money lenders are
transporters, textile mill owners, property dealers and stockists.
In sone cases people get loans from money lenders for thei:
household needs. Money lenders give loans to those people whom
tiey tr -.t, or those who provide a guarantor. The rate of interest
varies from 2-4 percent per month. The amount of interest is paid
to the money lender every month. The maturity period of the loan
is decided at the time of agreement; however, the lender can take
his money back from the borrower with prior notice.

In the NWFP a slightly different mechanism was witnessed. 1In

a system called ijjara, the lender acquires all rights to the assets
and properties of the borrower, and is entitled to all the profits
that accrue from such properties as long as the loan is not repaid.
In case of a default, the borrower forfeits his rights over that
property, and the lender acquires it. In this province, the
lenders are from the ‘fribal Areas and a default on a loan payment
has severe consequences, and a very persuasive repayment mechanism

including kidnapping and torture of the defaulter.

supplier's credit is one of the most important source of
credit upon which microenterprises rely in Pakistan. This informal
source of credit has got such strong roots in the business
community that despite the significant difference in raw material
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prices for payment in cash or credit, they still prefer this source
because there is no other source.

Most of the microenterprises (MEs) purchase raw material ou
¢redit and make the payment within two to six weeks. In this
arrangement the borrowers often have to pay an implicit rate or
interest of 10-15 percent per_month, although interest rates of
1 percent per month are also observed. These estimates are derives
rrom the difference in prices paid for cash purchases as opponud
to purchases on ciredit. For instance, in the textile industry in
Faisalebad, the suppliers charge a higher price based on the 41051 FTeN
of days before payment is made. They would charge Pak Rs 0.50 t.
Pak Rs 0.75 more per pound if the buyer made a promise to pay Uhe
loan amount within 20-30 days. Similarly, an extra Pak Rs U.75 tuo
Pak Rs 1.5 per pound is charged if the buyer agrees to pay his dues
within 30-45 days, and an extra Pak Rs 2 per pound for payment made
atter 60 days. The very low transactions cost explain why
entrepreneurs prefer these loans. fThese are also the only loans
available to then!

Buyer's advance is alvo a source of working capital for some
of the smallest microenterprises. In this arrangement, buyers wake
some of the payment in advance and the enterprises use this advance
to purchase raw material. This type of credit is generally free
of interest and the amount of credit is deducted from the price ot
the final good at the time of payment.

In some of the cases observed, intermediaries (buyers) provide
capital to microenterprises for working capital. They make sub -
contracts with microenterprises, i.e., they buy the products or
microenterprises, deduct the amount of credit advanced from the
total value, and make the remaining payment. 1In this arrangement
the buyers charge an implicit interest from microenterprises which
varies from 6-8 percent per fifteen days by paying, say, Pak Rs 1>
per kilogram for products which the microenterprises can sell for
Pak Rs 16-16.5 per kilogram if they were not borrowing from the
buyer. Thus, the rate of interest charged by the buyer who
provides an advance to the producer is reflected in the form of a
discounted price in this arrangement.

The parchi system is a very common source of credit 1
Faisalabad. The system operates on goodwill. The parchi is usually
a delivery receipt, signed by the recipient of goods shipped by a
manufacturer. The recipient verifies the amount billed, and
indicates when payment is to be made. The wanufacturer signs ove:
the parchi to his suppliers in lieu of cash payment. The suppliers
will often put it into a local capital market, where it will
circulate freely as an I0U. Parchis with different payment dates
will bear different discount rates. A detailed account of the purch:
mechanism is given in aAnnex 10.2.
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In terms of its contribution to the cconomy, the large scalae
schemes duscribed below in the businoss community do generata
capital for business neods.

The committee system Is popular with the business class s
witll as the houscholds. There ave minor wvarlations in the
different forms of committeos, but egsgsentially it is a pooling wi
money from the members and the amount collected s given Lo cacl
member in rotatlion. The committees even go up to Pak Rs 1.0 wio,
aespecially the ones organized by the business community. e
Committee system is very popular amorg women of the low fncone an.t
middle income level. In Palsalabad and lahore, women have begun
to participate In the comwittees organlzed by traders and
bus inessmen. The current system of Informal savings does nat
generate any return on the principal emount but s a conveniwnt
way of getting a reasonable lump sun amount by way of forved
savings.

In th2 committec system, a numbar of people collect a fix !
amount of wmoney by pre-determined (aqualj contributions, ot
specified dates. One person is awarded the committee after each
collection: this is g2nerally done by lottery. A variant of this
system allows anyone with a desperate need to buy Lhe collectiun
on demand, but at & promiuw.

There are three types of committees in practice currently:
ordinary Committee, Auction Committee and Lucky Committee., The
details of each form of committee ave presented in Annex 10.2.

The incidence of such investments is mainly restricted to big

industrial cities. on one hand it generates capital for the
Lusiness concern, and on the other it provides an extra income to
the investor. In Peshawar, it was noted that most of the

investor's funds are funnelled into illegal or smuggling
activities, thus promising very high returns to the investors. by
and large, the informal investments are made both in the legitimate
and illegal businesses, and the overall effect on the econouy
seeningly is negative since it mainly provides capital for illegal
Lusiness activities -~ illegal because the high rates of profic
promised to the investors cannot be earned through a legitimate
business activity.

These investments do not require huge investments, and people
usually borrow from the informal markets to meet their working
capital requirements. A typical venture would require as low as
pak Rs 50,000 to start with at a small scale. The big players in
ilhis field have no cash tlow problems because of theilr very lrec



cash reserves. A transaction of up to a million rupees can usually
be handled by them without prior notice. In addition, they also
waintalin a line of credit with the commercial banks, with typlical
ceilings of 4 to 5 million rupees.

The trend of informal investments gained significant
proportions in the late seventies in Pakistan. 1In the last twelve
years investment companies have grown (and vanished!) twice,
robbing people of their lifetime savings. The companies promise
a very high rate of return on the capital invested; pay the
"profit' as long as they are recelving new investments; and close
shop and disappear when their inflows (new investments) become less
than the cutflows {(payment of profits). This c¢landestine operation
is taking place all over the vorld, and yet unsuspecting people are
tured in because of the general shortage of investment
opportunities and the extremely high rates on profits and the
absence of good savings schemes in the formal sector.

Desplte the recent setbacks in Pakistan, informal investments
have not ceased to exist. People invest when they have a personal
relationship with the company's management, or in case of a highly
reputed company (like the ‘Paj Company). The usual rate of return
on such investment ranges from 20 percent to 36 percent per annum.
in case of large sums invested for a long term, (two to three
years) the rates are as high as 60 percent per annum.

Funds for informal scector lending are mobilized from a variety
of large aud small savers. A saver may decide to invest a given
amount at a pre-arranged monthly interest rate with somebody who
acts as an informal bank. Each month, the saver could, 1if he
wishes, be paid the interest charges, and the full amount would be
returned at the end of the agreed period. This system is
attractive for both small and large savers. It is particularly
attractive in the context of Pakistan, where the returns to saving
in the formal sector have been historically below or very near the
rate of inflation: the real rate of return has been generally
negative. In contrast, the informal sector has been paying 2-3%
percent per month as interest on savings deposited with it.

pDespite the two recent setbacks of frauds by the finance
companies in the last decade, people still continue to invest in
sL~h ventures. The companies merely give a receipt for the amount
deposited, and mention a stipulated rate of return. However, this
piece of paper does not have any legal value, and in case of
default there is no legal recourse available to the investors. In
some cases, the companies also mention that in case of bankruptcy
or default, the investor has a lien over the company's stock lying
at a specified warehouse; but the details and value of the stock
is not mentioned, and nobody knows if the warehouse actually has

anything in it or not.



2.4, [nformal Foreign Exchange Transactions

The traditional hundi practice, over or under invoicing, ani
malpractice in the trading of foreigr exchange bearer certificates
(FEBCs) are some of the major activities in the informal foreiyn
exchange markets, Increased foreign exchange remittances by
Pakistanis working abroad, uncertain political environment,
deteriorating dollar rupee parity, and the current trend ot
obtaining loan from the formal banking structure, transferring the
amount abroad, and having it written off at a later stage are sonc
of the major factors that have made it a very booming market.

while most of the informal sector activities have a close and
compl imentary relationship with the formal economy, the informatl
roreign exchange transactions, by and large, result in a drain on
the foreign exchange rescrves of the country. 7The system operates
in a manner that the forcign exchange intended for home remittance
remains in the foreign countries, and is used for the illegal

outward remittances. Thus, from the viewpoint of outward
remittances, the entire transactions result in the flight ot
capital from Pakistan. Similarly, the inward remittances do

improve the quality of life of the migrant's family, but the
economy is deprived of valuable foreign exchange reserves. The
wost notable advantage of this system is that it provides o
convenient and fast service to the people remitting money frow
abroad. They do not hav: to go through tedious paper work or wait
for long delays, and also get a better rate, which is usually up
to a Rupee more than the official rate. The various informal
foreign exchange dealings are summarized in Annex 10.2.

3. Ralevance to de B8oto's Theses

The main issues which surfaced during the study can be broadly
stated in terms of: high degree of state control over the financial
institutions are the main cause of illegality in this sector.
other notable factors are strict regulations and procedures leading
to lower efficiency; political favors or concessions especially in
terms of credit sanctions; very stringent regulations of the
government; and, the prevalent corruption, tax evasion and
smuggling in Pakistan.

In terms of the rel:vance to de Soto's main theses, it can be
said that the financial informzl sub-sector has some similarities
with the conditions in Peru. For instance, one of de Soto's
theses, ".... redistribution of national wealth as more important
than the production of wealth. and Yredistribution," as used here,
means the concession of monopolies or favored status to a small
elite that depends on the state, and on which the state itself is
dependent", directly aims at the issues identified in the precediny
paragraph. Presently, the situation is such that even «



legitimate financial need cannsc be serviced by our formal
ftinancial setup without the “sanction' of the highest political
authorities.

similarly, the deduction of Zakat by the banks and othe:
financial organizations (Mational Savings etc.) has a very negative
impact on the overall savings in the formal sector. People do not
trust the State system, and generally allege that the funds are
misappropriated. As a result, they prefer to put their savings in
informal schemes. In addition, the State's inability to meet the
requirements of the masses is a major factor that has led to the
boom in the informal financial sector. As such, in this particular
sector, there is some relevance to what has been pointed out by de
Soto, as a parallel (or black) economy is running in the country.

4. Regquirements for Registration

All the activities in the informal financial sector fall under
the jurisdiction of the $State Bank of Pakistan (SBP). The
operation and authority of the State Bank is based upon the State
Bank of Pakistan Act, 19%6, accovrding to which the Bank is charged
with regulating the monectary and credit systems of Pakistan.

Thus, setting up of a Bank, Investment Firm and related
activity requires the State Bank's permission and these activities
are not currently allowed in the private sector and only the
existing five nationalized commercial banks are permitted to
operate. Even if a pnationalized bank wants to open an additional
branch, prior approval of the State Bank is required. In addition,
a few foreign banks, with limited operations in a few selected
cities are operating in Pakistan.

Foreign exchange contrel in Pakistan is exercised under the
roreign Exchange Regulation Act, 1947; and the authority to control
has been vested with the State Bank under the State Bank Act, 1956.
As such, the bank exercises full control on the foreign exchange
flow to and from the country, and ensures that all the foreigu
exchange receipts are surrendered to the Government. The foreiyn
exchange dealers, which are the scheduled banks of the country, are

also appointed by the State Bank.

In other words, existing Government policies stipulate that
(barring the scheduled banks and financial institutions}, no other
individual can enter the segments of the formal financial markets

inciuded in this study.

5. Raquirements for Conducting Business

The State Bank is primarily responsible for ensuring proper
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operations in the financial sector. There are many restrictions
that govern the formal channels of credit. These include the
tvquired equity base and $BPs reserve or liquidity requirements.
Sinilarly, the State Bank of Pakistan has & credit celling fixca
for the scheduled banks., ihis celling is approximately 35 percent
of the deposit generated by the respective Bank, aud is revicwed
on an annual basis. Thus, irrespective of the volume of decposit
generated by the Bank, the credit ceiling is not changed until the
annual review.

The commercial banks have their own cumbersome procedures
regarding the approval of credit. The banks and the flinancial
institutions have their own financing procedures highlighting the
collateral requirements, terms, and list of approved projects etc.
Except for the Agriculture Development Bank of Pakistan, no other
Lank has developed a credit manual so far. Usually, they update
the rules periodically in form of “bank circular' and use these
circulares as guidelines for credit and investment schemes. The
notable features of these regulations are: strict collateral and
security requirements; ffuced repayment schedules; high appraisal,
documentation, administrative costs; high collection charges; and,
above all, a very slow and tedious process for the final delivery
aof credit.

6. Taxes, Duties, Audits,_ and Government Inspections

As mentioned earlier, the State Bank of Pakistan is the
ultimate authority that governs the formal financial sector iun
terms of credit, investments, and foreign exchange. The entire
operations of the formal institutions are subject to State Bank's
periodic audits, and thus, follow the prescribed regulations. Any
irregularities detected by the State Bank are considered to bLe
serious offenses, ankd remedial measures have to be takewn
immediately. In case of serious violations, the State Bank is even
empowered to revoke the banking license of the violating concern.

7. organigations and Trade Associations

The informal financial sector also operates with the help or
certain informal organizations and associations. For instance, in
the Faisalabad Soctar Mandi, a body of traders exists which is
empowered to settle all disputes in case of a default by a
borrower. Similarly, in Karachi, all such matters are settled in
a mosque in case of the AMemon community, whose involvement in the
informal financial activity is the most.

Such organizations are not registered, and their only purpose

is to monitor the compliance of rules and ethics in the market.
They also pool in resources to pay adequate remuneration to the
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recovairy  agents',  (ucsually gangsters) who can  harass  ased
pliysically hurt defaulters,

The informal ftoreign exchange “dealers' also have a
representative body draun from Kacachl, Laliore, and Peshawar Uhist
daecides on the foreign exchange rate (in the black market) on «
daily basis, and the major detormining factors are the official
rtate, the demand/supply gsituation and the current politicael
cuvironment or stability. In all, no sinilarity to the Institute
of Liberty and Democracy in Peru is secen in the financial sub-
sector in Pakistan.

8. Relatjionship to the ¥Vormal Sector

The informal and focoal sectorn have & complex relationship,
primarily because of the tax evashon in the formal sector. ‘the
in{formal sector presents an alternative investment opportunity tor
illegal mnoncey. A growing trend In the recent past has been Lo
obtain a loan from a nationalized bank or other financial
institution, and punp it into the informal or illegal channels.
This is usually done by influential people who are capable ot
cither getting the loan written off, or repaying it after carning
high returns through ~investmentst in the informal channels.
Similarly, all organizations, who are otherwise classified as
tormal (barring the tax evasion issue) pusnp the funds that are not
accounted for in theivr books in various informal fnvestnents,
speculative ventures, and toreign exchange deal ings.

Apart from the "black' or undeclared money, "white' money is
also being channeled tow.cds the informal sector. For instance,
the salaried class (despite the set backs of the recent frauds by
investment companies) regularly deposit their savings with the
informal concerns in order to earn a higher return than obtainegs
through the government savings schemes. Although these investments
are relatively small in volune, yet the investor earns a rate
between 2 percent to 4 percent per month.

The formal institutions are instrumental in facilitating tie
informal transactions. For instance, most of the lundi transactions
take place through the banking channels, where the dealers (through
a bona fide foreign exchange account holder) remit and receive
foreign exchange on a daily basis. The banks are aware of this
practice, but technically and legally the procedure is within the
prescribed system. Similarly, it was observed that in P-~shawar,
a branch of a nationalized bank honors the chits of a deater, and
make regular payments to the relatives of a worker who remits noney
through this agent. The hundi dealer writes only one chaock
(equivalent to the total amount disbursed by the bank) at the clouse
of the day. Although this is a violation of the State Bbank
Regulations, the wanager obliges him because of the average balanc.
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of Pak R 15 wmillion in hic ancount!

9. Fotentlial for ualns from legalization

Az  wmentioned ﬁﬁflﬁﬁi, the main source of fllegality
(informality) is that the existing formal sotup ls not adequate to
peet the groding demand for &ha financial instruments for credit,
savings, lInvestments and forelgn exchangn and the high cost of
transactions with the foroal sector. Entry into this sector ia
virtwally inpossible because of governmant policies. legalization
will result (isnitially) in lower cest of capital but higher
transaction costs., However, with lncreasing competition and ease
i availability of capital, the transaction costs would also go
o,

The overall effect of this shall kbe that avallabllity or
capital shall be for all aund not for & select few with political
intluence. This would %aww a positive effect towards the overall
ccononic growth in terns of increased industrial and businesa
activity., As fat os %hy Ut ey bagun erehange conponent ls concerned,
legalization will also be productive since the Inflows and auttlau“
saall be cancelling out, and the current trend shall also diminioh
shee the foreign exchange rogulations are relaxed. If the bhusiness
conmunity knows that they con reeit earonings abroad whenever they
want, they would only do so it there is ¢ requirenent, and not tw
contingencies as the case o now.

10. Cass gtudies/Photographss/iketcehen
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The fcrﬁlqn exchange business is primarily concentrated iw
Karachi and to some extent in Lahore, Rawalpindi, and Peshawar buc
the level of business is more modest in these cities. The " big*
rarachi findi dealers can handle bulk transactions of over a million
dollars per day. Sewveral small informal dealers are also found in
areas from where the loczl population has migrated to foreign
countries.

The hundi systemn caters for a traditional and booming market
of transferring the foreign exchange in and out of the country
cthrough illegal channels. There are several ways through which
these take place. For instance, a nigrant worker abroad woulda
contact an agent there in case he wishes to remit nmoney tu
pakistan. He will hand over the amount (foreign currency) to the
dealer, who informs his counterpart over here. The equivalent
amount in Pak. Rupees is thus delivered (usually at homes) to the
relatives of the worker. “he system works on the basis of mutual
trust and there have been no instances of default by the dealers,



since that would roender them out of the business, Past and
aftfcient ways of conmunication like telefax or telophone are usod
for such transactions. Sinilarly, for outward rwittances, the
sape procedure is followed, and the forelgn exchange is transferred
inn the concerned beneficiary's account In the specified country.

Overfunder invaicing:

The over/under involcing practice ls very commen in Pakistan
because of the stringent forelgn exchange regulations, and almost
all the exporters and ipporters indulge in this informal activity.
Tucidently, the exporters/ivporterg arve all licensed, and as such,
tall in the forwal group. Generally, the Inporters under invoice
the foported goods in order to roeduce thele port charges Including
custom duties, and other tawes ete. On the other hand, they over
invoice the imported ravw nmatevial/machinery ete. when these imports
are financed through & loasn, zo that the balance amount remains in
a safe haven, l.e., a forcign country. As a result, using all
legal or forwal channels, the foreign exchange is transferred
abroad in the beneficiary's account. For instance, the foreigi
exohange conponent of & Textile Spinning Unit for the imported
plant and machinery is over fnvoiced typically by Pak Rs 10
nillion.® Thus, this aoocunt s remitted abreoad informally but
using the ovfficial channels. This, off course, is done with the
connivance of the supplicr and his agents operating in Pakistan.

Similarly, the esporters under invoice the exports in order
te achieve a dual objective. Firstly, this understates their
income and hence lesser taxes, and secondly, they get the remaining
amount in foreign zurrency. Scme of the exporters buy FPEBCs in
sien of this amount, and thus "whiten® this woney in Pakistan (on
whiich no taxes were paidd oviginslly).

Foreign Exchange Bearer Cenificates (FEBCS):

The FEBCs are belng widely used to transfer money abroad and

to legitimize the black noney. Since the certificates have a
special feature in the sensc that they are bearer, am open trading
of the FEBCs is taking place in the informal market. Thits

“facility? is used by people who want to transfer funds abroad or
who want foreign exchange for their travel needs in excess of the
allotted State Bank quota. Similarly, anocther significant foature
or the FEBCs is that it helps people "whiten' money obtained
through illegal sources (bribery, tax evasion, smuggling etc.).
fhe PEBCs are traded at the FRarachi Stock Exchange, and anyonc
wishing to convert the blach money approaches the broker who, alter

‘“The machkinery is obtained through the Suppli.. 's Credit,
which is repald in foreign currency through the regular (State
Bank) channels.

¥y



charging a premium (currently 7 porcent) lssucss a certificate
indlcating that the person is holder of the spaciried numbor of
FEBCS.  In his sanner, ‘he noney fs brought in the books with we
tax liabilities.
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Annex 10.1

Historical Perspective on the Informal Pinancial gectorx

The roots of the informal financial structure con be traceq
bavk Lo the pre-partition colonial period, when it was mainly rural
in character because of our traditional reliance on the
agricultural sector. The most dominant activity in this sector,
i.e., credit, had affected aimost every household in those days.
Betore independence, the noney lenders were mostly the Hindu hania,
wilkar ov whtin (commission agent), who suppllied credit mostly fw
produection, marketing or houschold needs. He seldom asked
questions about why the money was borrowed, and charyged
unbelievably high interest rates. In addition, they would also
collect gold ornaments rrom the borrowers as a collateral, and
would not press for the repayment of the principal as long as the
interest was paid regulavly. As a result, once a peasant got into
debt, he seldom was able to repay it in his lifetime, and passed
the heavy burden on to his successors. That is how the ownership
ot land began to pass frowm the agricultural classes (peasants) to
the urban money lenders. Since 1947, the money lenders have been
replaced by Muslims, who arve as oppressive as their predecessors,
but their operations are carvied out in a rather discreet manner.

Similarly, a look in“» the history of savings and investment
also reveals that the informal sector had been catering to the
needs because of the formal sectors incapacity to serve the masses.
rraditionally, household/business savings were KkKept at howe
(sometimes hidden underground). Banking was mainly limited to the
urban areas, and the rural inhabitants did not have any other
alternative. With the improvement in the postal facilities, the
Post Office Savings Scheme (Pass Book System) started gaining

popularity in the country. In the formal sector, the National
Savings Centers are cperating in all parts of the country, but with
limited operations. First, the centers are not accessible to

everyone; second, the offered savings schemes are not well
publicized with the result that majority of the people are ignorant
of what is being offered. ‘fraditionally, the informal investments
have been in hoarding and speculative activities, and this practice
even continues now, but other more innovative means can be found
more abundantly as described in section 10.2.

The foreign exchange informal market has developed with the
increase in foreign trade, migration of Pakistani workers abroad,
the constant depreciation of the Pak Rupee, and very strict State
Bank of Pakistan foreign exchange regulations.



Ranox 10.2

Mechanics of the Parchi sygsten

The quantity of output received, the price per unit, Lhm
total payable amount, and the date on which payment is due arc
mentioned on this paper. ‘The usual parchis observed in the market
have three maturity periocds: 20-30 days; 30-45 days; and 45-¢0
days

When the microenterprises take their product to the market
they ask the intermediarics before hand about the mode of payment.
ir the payment is to be made in cash, microenterprises sell their
product relatively cheap. If the intermediaries ask them to take
a puarchi, an TOU, microenterprises charge a higher price from thew
according to the maturity period of the parchi. The parchi i=
acceptable in the market just like a check. If the bearer of the
prchi wants to get it cashed he will have to pay a certain rate ot
discount which varies according to the maturity period. The parchi
is also used by micro-enterprises to make payments to suppliers.

The interest rates implied by the various arrangements
involving the parchi arve given below,
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Implicit Implicit Discount

Interast Rate When Rate

Rate Lhen Parchi is for

ME is Selling Used to Pay Cashing
Larchi Maturity Its Goods Suppliers ‘The Parchi
Type (days) (3 /month) (%t /month) (¥/month)
1. 20-30 2.0-2.5 1.7-2.3 2.5-5.0
2. 30-45 3.1-6.2 2.3-5.0 3.8-7.5
3. 45-~-60 4.4-7.0 6.0-7.0 5.0~-10.0
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There is a big risk in this arrangement for the whole sector.
If the business of the borrower collapses, all the bearers of the

purchis which he had issued would lose their morey and they woula
have no legal way to get their money back from him. In such cases,

an informal body of the mundi decides, based on the net worth of the
Lorrower, the amount that should be paid to the creditors.
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Annex 10.3

Various rorms of Committees

The ordinary committee Is the simplest form of the committecs
involving cowmpulsory saving by the mnembers, and is very popular

with housewives. one of the seclected persons, acts asgs on
accountant and collects o fiwxed amount from the menbers overy
month. The collection procecds of the first month (first
committee) ave taken by the person who organizes [t. For the
remaining periods, a draw is held to deternmine the sequence of tLhe
pepbers who would collect the amount. The duration of tue

comuittee depends on the nunber of nembers. This system only
provides the element of forced savings by the members, and is not
innovative from the financial standpolint since no return on savings
is generated.

The auction committee is wvery popular among the business
community, especially in the big cities of Paklstan. The group is
organized In the same way as in the ordinarvy committee and the
first committee is given to the organizer. After this, the
committee is auctionced every oonth on a fixed date. The members
bid for the committee according to their need for funds. Thie
committee will be given to the member who is willing to pay the
highest premium to the contributors, or in other words, gives the
lowest bid.

The lucky committee became very popular in the past and later
on it was banned under the regime of Presivent Zia~ul-Hag because
of several bloody incidents due to the menber's suspicion of being
defrauded; still, some people are practicing this committee
illegally. 1In this committee syscem the organizer tries his best
Lo make as many menbers as possible and announces the committee
anounting to one-half to two-thirds of the total monthly
collection. The nurnber oif committee mewmbers is not disclosed by
hiw, and thus, the people are not aware of the total amount
involved.
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