4 Performance of NBFIsand CDNS During 1990s

Non-bank Financia Ingtitutions (NBFIs) and Central Directorate of Nationa Savings (CDNS) play a
pivota role in mohilizing savings in the economy. NBFIs collect savings by accepting term deposits

of different maturities and provide financing to a variety of sectors of the economy. Pardld to the
banking sector, financing activities of these indtitutions registered a hedthy growth in 1990s, except

for last three years. Deposits mobilized by NBFIswere 2.6 percent of GDP in FY 90, which increased
to 5.2 percent in FY97. Thisrapid growth, however, witnessed sharp reversa for the rest of the
decade, as deposits to GDP ratio declined to 2.9 percent in just three years. Thiswas mainly

attributed to overal economic dowdown aong with freezing of foreign currency accounts.

CDNS, amajor source of hon-bank borrowing for the government, also helps to mobilize savings by
offering various saving schemes of different maturities. The net amount received from these schemes
is directly used by the government to bridge the gap between revenues and expenditures. Tota
outstanding amount in all these schemes was 15.4 percent of GDP in FY 90, which increased to 19.9
percent in FY 00, mainly as aresult of higher profit rates offered on these schemes as compared to
deposit rates in the banking sector.

4.1 Non-Bank Financial Institutions

For the sake of analysis, NBFIs can be categorized into eight groups. Thelist of NBFIsin their
respective groupsisgivenin Annex 1.2 Wide variation exists within and across these groupsin
terms of their size. Development finance institutions (DFIs) isthe largest in terms of assets on end
June 2000, followed by investment banks (IBs), leasing companies, mutua funds, housing finance
companies (HFCs), modaraba companies, discount houses (DHs) and venture capital companies
(VCCs). Theasset shares of all these ingtitutions (as a proxy of their size) in overal NBFIs are
presented in Table 4.1, reflecting that the DFIs and HFCs jointly held almost 91 percent assets of
NBFIsin FY 90, also pointing toward the meager share of the rest of NBFIs at that time. Furthermore,
as dl DFls, one mgjor HFC and two mutual fund management companies are state-owned, thisalso
reflected the extent of public sector ownership in NBFIs.

Table 4.1 Assets of NBFIs
FY90 FYol FY®R FY93 FYS4 FY%B  FY®% FY97 FY98 FY99 FY0O

Assts (billion Rs) 1339 1678 2319 269.6 333 3601 3771 4103 3693 364 3517
Growth rate (percatt) - 25.3 38.2 16.3 24.3 7.4 4.7 8.8 -10.0 -3.5 -1.3
Asst shares (percent)

DFIs 78.6 71.1 58.4 59.3 54.0 55.3 56.6 61.5 61.3 58.7 57.0
Investment banks 1.8 2.8 36 7.7 8.4 85 9.8 10.2 124 13.7 12.0
Lessing 4.7 31 35 4.0 4.7 57 73 7.6 8.9 10.0 111
Mutud funds 19 124 26.4 21.6 234 21.3 17.3 11.9 6.7 6.7 8.6
HFCs 12.3 10.0 77 6.9 5.7 5.4 53 5.0 5.8 6.0 6.3
Modaraba - - - - 35 35 34 34 4.1 4.2 4.3
Discount houses 0.7 0.7 04 0.5 0.2 0.2 0.3 0.4 0.4 0.4 0.4
VCCs 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.2 0.3 0.4 0.3

This highly skewed distribution of assets has changed significantly since 1990, which is partialy
explained by the emergence of new ingtitutions under the reform process, particularly 1Bs, leasing and
modaraba companies. These newly established ingtitutions witnessed rapid growth in the first haf of
1990s, as compared to other NBFIs. Furthermore, leasing companies outperformed other groups
during the later haf of 1990s.

Despite al these developments, asset distribution is still skewed as DFIs continue to dominate the
NBFIs, but obvioudy less so than in 1990. Asset shares recorded in Table 4.1 reved that the prime



Pakistan: Financial Sector Assessment 1990-2000

losers were the HFCs, whose share declined sharply from 12.3 percent in 1990 to 63 percent in 2000,
and the clear gainers were the IBs and leasing companies. Relatively big ingtitutions like DFIs, I1Bs,
and leasing companies held around 80 percent of total assetsin FY 00 compared with 85.1 percent in
FY 90. Since DFIs, HFCs and mutual funds were mainly state-owned, during the decade of 1990s, the
private sector share in NBFIs increased significantly from 7.2 percent to 28.6 percent.

Deposits of NBFIs portrayed dmost the same picture as those of assets. Asis evident from Table 4.2,
leasing companies continued to attract larger share of savings towards NBFIs. The overdl deposit
growth of NBFIs aso remained healthy except for the last three years, astotd depositsincreased from
Rs22.4 hillion in FY90 to Rs 127.2 hillion in FY 97 and then declined to Rs 93.3 hillion in FY 00.

Sharp upsurge in FY 97 was mainly on account of heavy inflows in foreign currency deposits of a
foreign sponsored DFI, while reversal in FY 98 was explained by the outflow of deposits from the
same ingitution. The freezing of foreign currency depositsin 1998 (after nuclear tests) serioudy
undermined NBFIS' ability to mobilize deposits. In the post detonation period, the domestic deposit
mobilization efforts could not keep pace with increasing outflow from foreign currency deposits. This
resulted in negative deposit growth in the last three years of 1990s.

Table4.2: Depositsof NBFIs
FY90 FYolL FYQR FY93 FYHA FY9%5 FY% FY97 FYo8 FY99 FYo0

Deposits (billion Rs) 224 310 404 57.1 715 80.8 940 1272 1107 106.7 933
Growth rate (percent) - 384 304 414 252 12.9 164 35.3 -13.0 36  -125
Depost shares (percent)

DFls 90.6 87.7 83.1 68.9 66.1 67.0 62.8 69.5 62.5 50.1 61.9
Investment banks 8.2 111 146 28.2 296 285 316 256 32.0 344 284
Leasing 1.3 12 18 2.4 2.8 2.6 3.7 37 4.1 5.0 8.2
Modaraba - - - - 0.6 0.7 0.7 0.6 0.7 0.7 0.9
Mutud funds 0.0 0.0 0.5 0.6 1.0 11 1.0 0.6 0.6 0.6 0.4
HFCs 0.0 0.0 0.0 0.0 0.0 0.1 0.2 0.1 0.1 0.2 0.1

Loans and advances of NBFIsarereported in Table 4.3 reveding aimost same ranking as in case of
asset shares. The growth rate of loans and advances followed the pattern of deposit growth rates;
hedlthy positive growth upto FY 97 and negative for rest of the decade.

Table 43: Loans and Advances

FY9  FY9l FY92 FY®3 FY94  FY95  FY9%  FY97 FY98 FY99Q FY00
Advances (billion Rs) 98.3 1144 1236 1435 1622 1761 1858 2183 1941 1854 1712

Growth Rate (percant) s 16.4 8.0 16.1 13.0 8.6 55 175 111 4.5 76
Shares in advances (percan)

DHs 80.4 80.9 795 75.6 72.3 74.0 717 74.1 70.3 70.1 71.6
Lessing 1.9 2.2 34 41 5.3 5.8 8.1 73 7.7 8.8 10.1
Investment banks 1.7 31 4.3 91 104 9.3 10.2 9.7 11.6 11.3 79
HFCs 14.8 12.8 11.7 10.2 8.8 7.8 7.3 6.2 6.9 6.3 6.7
Modaraba - - - - 4.7 4.3 3.9 41 5.1 5.2 5.7
Mutud funds 11 1.0 1.0 1.0 0.7 0.6 0.4 0.3 0.3 0.2 0.1
Discount houses 0.0 0.0 0.0 0.0 0.0 0.0 0.0 01 0.1 0.1 0.1

The overal business activities (in terms of deposit mohilization and extending loans and advances) of
NBFIs registered double-digit compound annual growth up to FY97. Later years withessed negative
growth due to reasons described above. Given the overal position of dominance in terms of assets,
advances, and deposits; relaively big inditutions like DFIs, IBs and leasing companies that control
over 80 percent business activities of NBFIs will be focused in our discussion, while discount houses
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and venture capital companies will be discussed in brief. At present, SBP isusing CAMELS
framework to review the health of NBFIs,* which is used here to anayze the performance of these
magjor groups of inditutions.

4.1.1 Development Finance I nstitutions

Theligt of DFIsincludes 12 indtitutions (see Annex 1.2); their names along with asset shares of
individud inditutions are given in Annex 4 (see Table 4A.3), showing that ADBP, NDFC and IDBP
with around two-thirds of the total assets dominate the rest of DFIs. Thelist dso contains three
foreign sponsored DFIs (PLHC, SPIAIC and PKIC) and four specidized banks. Specialized banks
include IDBP, ADBP, FBC and PPCB, which are dmost similar to DFIs, but are licensed as
scheduled banks? The framework used to gauge the financia hedlth of these ingtitutions is amost
sameasused in Chapter 3for banks.

Capital Adequacy

Capitd adequecy is generdly gauged by capitd to riseweighted assets ratio, while other indicators
include capita to liability retio, growth rete of capital, growth rate of assets etc. Due to non-
avallability of data on risk-weighted assets, capita to liability ratio and some other indicators are
discussed to assess the capital adequacy. Higher capital to liahility retio promotes public confidence
in that inditution and vice versa. In Table 4.4 four indicators of capital adegquacy are reported, which
jointly highlight the problem of wesk capitd position of DFIs.

Cepitd toliability retiohasnotonly dedined Figure 4.1:Capital to Liability Ratio
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Another important indicator of capita adequacy is the ratio of growth rate of capital to growth rate of
asets. Thisratio explains that the capital should grow in relation to growth in assets, so that the
ingtitutions' ahility to absorb shocks and unanticipated losses remains intact. If thisratio islessthan
one, it implies that growth of capita did not keep pace with the growth of assets. It is clear from
Table 4.4 that the ratio was less than one for most of the period and even negative for the last two
years” The erosion of capitd base was mainly attributed to heavy losses, which stemmed from loan
defaults as well as rising non-performing loans experienced by public sector DFIs. The above trend
indicates that the group of DFIsis facing a severe problem of capitd adequacy, and points to the need
of adrastic restructuring of DFIs on urgent basis.”

1 Dueto differencesin the structure of banks and NBFIs, their respective CAMELS frameworks differ dightly with each
other.

2 These four specialized banks are part of scheduled banks, however, these are included in our list of DFIs because of
similarity of their functions.

3 This ratio must be interpreted with caution as negative growth in both assets and capital will provide positive figure;
similarly negative growth in one variable will lead to anegative retio.

4 NDFC was subsequertly merged with NBP on November 1, 2001. RDFC and SBFC were also merged with each other to
form SME bank on January 1, 2002.
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Table4.4: CAMELSIndicatorsof DFIs

Percent

FYQ0 FY91 FYR2 FYB FYH FYSBS FYHB FY97 FY98 FY® FY0o
Capital Adequacy
Capitd to liability ratio 147 139 147 142 138 129 110 9.4 55 -13 -5.0
Growth rate of capitd (GRC) 755 79 190 147 107 34 72 26 -457 -1231 2872
Growth rate of assts (GRA) 1533 133 135 181 133 10.0 72 181 -10.2 -7.6 -4.2
Ratio of GRC to GRA 0.5 0.6 14 0.8 0.8 0.3 -10 0.1 45 161 -69.0
Asst Quality
Earning assets to total assets ratio 8.7 854 83 82 837 805 786 8.7 750 770 774
NPLs to gross advances 279 183 203 220 309 290 402 369 446 522 587
L oan defauilt to gross advances 6.8 57 6.7 89 107 120 174 164 188 175 22.0
Provisions to gross advances 35 37 4.6 54 5.2 4.5 51 42 104 153 136
Recoveries of default to total default 690 541 569 400 334 312 198 285 334 281 323
NPLs to totd assts 21.7 147 155 158 211 199 265 247 300 383 41.6
Advances to earning assets ratio 86.6 90.8 851 796 773 813 794 794 803 807 79.1
Investment to earning assets raio 131 88 135 171 181 169 189 181 169 183 19.1
M anagement Soundness
Totd expense to totd income ratio 736 766 735 717 787 879 986 891 1151 1048 1019
Earnings per employee* 0.7 0.8 0.9 12 1.3 1.3 13 1.6 1.8 16 1.7
Operating expense per employee® 0.2 0.3 0.3 04 0.4 0.5 05 0.6 1.2 0.7 0.9
Tota expense per employee 0.5 0.6 0.7 0.8 1.0 1.1 13 1.4 2.1 17 1.7
Earningsand Profitability
Return on assets 15 15 1.3 15 1.9 0.8 -0.7 0.5 -3.9 -33 -1.7
Net interest margin 31 3.0 34 37 2.9 29 27 34 33 26 35
Net income to total assets 89 9.5 9.8 107 106 9.7 9.3 98 108 105 114
Interest income to total assets 6.4 6.5 6.8 76 75 7.2 76 7.9 8.0 86 8.6
Interest expense to earning asts 4.3 4.6 4.6 52 6.0 6.1 70 6.5 7.3 8.6 7.6
Interest income to total income 69.2 679 683 705 703 747 807 80.7 733 812 75.4
Interest expense to totd expense 54.9 538 530 579 599 578 594 595 440 595 505
Provisionsto total assets 2.8 31 3.6 40 3.7 3.2 35 3.0 7.7 117 106
Liquidity and Sensitivity to Market Risk
Liquid assts to total assets 12.8 98 150 173 162 11.7 110 120 157 131 12.8
Loans to deposit ratio 389.8 3405 2929 2759 2480 2407 2256 1830 1971 2062 2122
Borrowing to advancesratio 720 727 773 89 849 837 83 756 924 994 1027
Borrowing to ligbilities ratio 620 642 643 643 626 618 611 530 587 610 597
RSA to RSL ratio 1182 1079 1055 1054 1033 982 950 967 870 838 844
Gap to capitd ratio 1040 510 348 349 219 27 -419 -321 -2150 11452 2719
Gap to total assetsratio 13.3 6.2 4.5 4.3 2.7 -1.5 -4.2 28 -11.2 -149 -143

*: million Rupees
Asset Quality

The asset quality of DFIsis measured in relation to the level and severity of non-performing loans, the
adequacy of provisons, recoveries, distribution of assets etc. Table 4.4 showsthat non-performing
loans in rdaion to total assats and gross advances have significantly increased in late 1990s, hinting
towards mismanaged loans and advances portfalios of these ingtitutions. Besides, loan default to

gross advances aso increased significantly over the period under consideration. Mounting non-
performing loans aso eroded the earnings base of these ingtitutions. Figure 4.2 displays ratio of non-
performing loans to gross advances, indicating massive increase over the whole decade. Moreover,
declining recoveries to default ratio added an extra dampener to DFIS growth.

The severity of non-performing loans becomes more pronounced when analyzed in the context of
capitd adequacy. Figure 4.3 shows non-performing loans and capital to asset retios as dmogt a
mirror image of each other, particularly after FY 97--the year in which prudentia regulations for DFIs
were strengthened. The prudentia regulations enacted in FY 97 made it mandatory to disclose a
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Figure 4.2: NPLsto Gross Advances Ratio Figure 4.3: NPLs and Capital to Assets Ratio
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certain leve of information about nortperforming loans and make provisions for |oan losses
according to a set of criteria. These regulations, together with dower economic and industria sector
growth, lack of proper monitoring of pre and post dishursement of loans, and lack of professionalism
resulted in stegp increase in non-performing loans.” Furthermore, declining trend in earning assets to
totd assetsratio sgnded the gravity of the problem. The only positive point in reported asset qudity
indicators is the positive trend in default recoveries to gross advancesin late 1990s, mainly dueto
specia loan recovery drives.

Despite overall week asset quality, foreign sponsored DFIs and PICIC performed relatively better as
compared to overal trend for DFIs. Since the share of these ingtitutions was not very high in total
assats of DFIs group, the overall asset quality indicators of DFIs hardly showed any sign of
improvement over the decade.

Figure 4.4: Management Soundness
M anagement Soundness — Earnings per emp. Expense /income (RHS)
The evauation of management includes 2 120

performance in relaion to capital adequacy, /\/
105
/\7</ o

ast qudity, earnings, sengitivity to market risk
75

=
U

and liquidity. Compliance with s&t norms,
ability to plan and adoption to changing
circumstances aso indicate management
soundness. In addition, technical competence,
leadership and adminigrative ability aso matter
alot. Anoverdl good management resultsin a
strong financia structure with consistent ol 60

million Rupees
-
percent

o
o1

earnings performance. Table 4.4 presents four S 8833885888
[ A A A A A A A

indicators of management soundness. Earnings
per employee witnessed a positive trend in
1990s,6ma' nly caused by areduction in staff through Golden Handshake Schemes (GHS) in late
1990s.

This gpparently positive point losss its credibility, when observed jointly with total expense per
employee, which dso included GHS cost. Per employee expenses continued to increase over the
whole decade and even exceeded the earnings per employee in FY98. A more meaningful ratio is

5 This does not mean that prudential regulations are responsible for poor health of DFIs. The only point is that the hidden

risks to DFIs were exposed by these regulations.
6 Five DFIs, including two specialized banks launched GHS in late 1990s.
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expense to income, which jumped from 73.6 percent in FY 90 to 115.1 percent in FY 98 before
declining to 101.9in FY0O. It seemsthat staff reduction did not have the intended result of better
profitability because of other structural wesknesses in these ingtitutions. Mgjor increase in earnings,
operating expense and total expense per employee ratios in FY 98 was a consequence of GHS. Figure
4.4displaysthat total expenseto total income ratio gradually increased after FY 93, indicating weak
management of DFIs. Although this ratio marginally declined in last two years, it remained over the
mark of hundred percent due to losses suffered by DFIs.

These indicators, combined with capita inadequacy and poor asset quality, gave clear indication that
the managements of DFIs were unable to generate consistent income stream for the institutions.
However, foreign sponsored DFIs again stayed within the hedlthy circle, as their management
performance indicators were exceptionally good.

Earnings and Profitability
Tale 4.4 reports various indicators that depict the earnings and profitability of DFIs. Most important

ratios are return on assets and net interest margin (NIM). The former registered a margina increase
over the period, mainly due to widened interest rate spread.

Increesing trend of bresk-even yield (BEY) Figure4.5: Earningsand Profitability
aong with margina increase of NIM provides
clear indication of increasing interest rate
spread. The former dso reflected that the
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interest rates. In addition, return on assets was
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percent, indicating losses to DFIs.

The period of losses (second half of 1990s) coincided with the weak performance of other indicators
like capital adequacy, assat qudity etc., reflecting that persistent poor performance in one area will
ultimately eclipse the good performance of other indicators. Tabular and graphical representation
provide strong evidence to conclude that earnings and profitability of DFIs has rapidly gone down in
late 1990s, requiring structural reforms for smooth functioning in future. Again, foreign sponsored
DFIsretained their separate identity, as management soundness indicators showed strong earnings and
profitability profile.

Liquidity and Sensitivity to Market Risk

Most commonly used indicator to assess liquidity position is liquid to tota assetsratio. Liquid assets
include cash and baances with other ingtitutions, call money and investment in government securities.
Since, NBFIs are not operating like commercid banks, their liquidity requirements are not as
strapping as for commercia banks. Table 4.4 reports various indicators to assess the liquidity
position. Liquid asxtsto tota assets ratio fluctuated in a narrow band during 1990s, indicating that
the liquidity position of DFIs remained almost the same. However, other indicators like borrowing to
advances and lighilities ratios indicated that DFIs heavily reied on borrowing to make investments,
and loans and advances, as their borrowing to liability ratio remained above 50 percent.
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Borrowing to advances and liability ratios also continued to increase over the period of anaysis,
pointing towards the inability of management to generate resources at a chegper cost to meet its credit
needs. Borrowing might be needed to bridge the gap between maturity of an investment and ligbility
or to make exceptiona lending to priority sectors; either way, a high rétio is not desirable.

Anocther important ratio used to judge liquidity position is the loans to deposits ratio, which signas the
ability of afinancid indtitution to mobilize deposits to fulfill its credit needs. However, thisratio
must be interpreted with caveat for NBFI s, as certain groups of ingtitutions were not initially
mobilizing deposits. Further, most of NBFIs have alimited deposit taking authority (not of less than
30 days maturity). Therefore, deposits with NBFIs are of different nature as compared to demand
deposits with commercid banks. Initidly, loans to deposits ratio was very high because of their low
deposit base and heavy reliance on long-term borrowing. Although liquid assets to total assetsratio
remained dmost stable, the increasing trend of borrowing to advances and lighility ratios indicate
Oeteriorating liquidity pogtion.

Difference between rate sengitive assats and rate sensitive liabilities-—-known as the gap--is used to
measure interest rate risk exposure. The gap was positive upto 1994, indicating that DFIs were asset
sendtive. It meansthat DFIs were able to redize an increase in income if interest rate rose because
more assets could be reinvested at higher market rates than the liabilities. After 1994, the gap became

na‘:]a.ﬂ.ve .ShOWing that DFIs were Iiability Figure 4.6: Liquidity and Sensitivity
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variety of factors. freezing of foreign currency
certificates of investment (COIs) and consequent decline in deposits; liquidation of advances against
COls, and unanticipated decline in short-term interest rates due to monetary policy actions of SBP to
tackle the aftermath of freeze. Owing to these factors, balance sheets of NBFIs, especialy DFIs and
IBs, changed significantly from the asset as well asliability Sde. Moreover, the differing impact of
variation in interest rates on assats and liabilities resulted in their gap to changeits Sign within ayear.

Conclusion

Inadequate level of capita, poor assat qudity, weak management performance, low earnings and
profitability profile dong with a deteriorating liquidity postion are suffice to conclude overal wesk
financid hedth of DFIs. Current distressed state of DFIsis an upshot of the high level of non-
performing loans, g)olitical interference in their management and business, and overal wesk economic
Stuaionin1990s.” In addition, increased competition in mobilizing deposits, discontinuation of

credit lines from internationa finance indtitutions aong with overal limited ahility to generate

" Test range specifies the exposure of an indtitution towards interest rate risk. If an indtitution is highly sensitive to assets or
liabilities, a small incorrect forecast of interest rate will result in exceptional losses to the ingtitution. To avoid significant
risk in the event of interest rate forecast, prudent limits are defined in terms of gap to equity and asset ratios.

8 The distressed state of DFIs s not exceptional; Japan, Korea and New Zealand faced the same problems with DFIsin
1980s.
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resources intengified the problem. Freezing of foreign currency accounts in FY 98 also aggravated the
problems. To cope with this situation, DFIs need drastic restructuring; at least minimum reforms
aiming to resolve the problem of ron-performing loans and concrete efforts to enhance sound
management. Moreover, al DFIs must be set free from political pressure and steps must be taken to
enhance their commercial business orientation along with efforts to manage these professionaly and
prudently.

4.1.2 Investment Banks

Investment banks (al in private sector) were established in late 1980s and early 1990s, and made

rapid progress thereafter. Boom in stock exchanges, opening of FCAs aong with favorable economic
conditionsin early 1990s contributed to speedy growth of investment banks. Tota assets of
investment banks witnessed sharp increase to Rs 42.1 hillion in FY 00 as compared to Rs 2.4 hillion in
FY90. Asaresult, their share in overall assets of NBFIs dso increased significantly. The assets share
of IBsincreased from 1.9 percent in FY 90 to 12.0 percent in FY 00, indicating increased business
activities of investment banks. As on end June 2000, 16 investment banks were in operation; their
names aong with their share in tatal assets are presented in Annex 4 (see Table 4A. 4). The size of
investment banks aso varies considerably, as AFFaysd and Crescent investment banks jointly hold
around twao-thirds of total assets.

Investment banks can undertake awide range of business activities related to project financing and
capital market, but they are not allowed to issue their own papers for less than 30 days maturity. IBs
were aso alowed to trade in listed securities, provide professiond analysis of securitiesto investors,
float and manage both open-end and closed-end

mutua funds, and provide numerous corporate Figure4.7: Capital to Liability Ratio
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IBs emerged as a new useful channel for both
savers and borrowers, particularly when dl

banks were state-owned and lacked efficiency 25 A
and quality of services. The favorable =00 \
indicators like increasing share in assets, 8 \
growth in deposits, and increase in loans and 819

advances are suffice to prove the usefulness of 16

=
w
3/

these indtitutions. However, financid hedth
review d these inditutions requires detailed
information about their capita adequacy, 10
liquidity podtion, asset quality etc. Therefore,
performance of investment banksin 1990sis

FY90
FYo9l
FY92
FY93
FY94
FY 95
FY96-
FY97
FY98
FY99
FY00

evauated with the hep of CAMELS indicators.

Capital adequacy indicators of investment banks are reported in Table 4.5 indicating norma capitd
base. Asshownin Figure 4.7, capita to liability ratio declined sgnificantly upto FY 93, mainly
because of increasing liabilities (base effect). Since IBs were established in early 1990s, and as soon
as business activities sarted to flourish, naturd changesin their assets and liabilities structure
occurred. Intheinitia years, the very high growth rates of assets and capita were due to lower base
at that time. This, understandably, was not sustainable for longer period, implying a declining trend
in capita to assetsratio in early 1990s, and a rdatively stable trend for rest of the period, with most of
the IBs well established by that time.
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Table 4.5: CAMEL SIndicators of | nvesment Banks

paoat
FY90 FY9l FY92 FY9NB FYHU FYH FY% FY97 FY®8 FYP FY0O

Capital Adequacy
Capital to liability ratio 273 237 258 128 149 148 135 136 142 130 166
Growth rate of capitd (GRC) 447 743 922 364 550 8.0 11.0 144 142 -17 7.2
Growth rate of assts (GRA) 23002 953 793 1466 354 84 208 133 101 62 -135
Ratio of GRC to GRA 0.2 0.8 1.2 0.2 1.6 1.0 0.5 11 1.4 -03 -0.5
Asset Quality
Eanirg assets to total assetsratio 829 846 843 830 842 842 79.7 812 754 744 74.1
NPLs to gross advances 0.0 0.0 0.0 0.0 0.7 0.7 1.6 4.2 3.8 81 15.7
Loen defaults to gross advances 0.0 0.0 0.0 0.0 0.2 0.2 1.4 19 2.7 52 12.0
Recoveriesto total default - - - - 17.7 17.7 0.5 6.2 240 125 52
NPLs to totd assts 0.0 0.0 0.0 0.0 04 0.4 0.8 21 1.6 34 5.0
Advances to earning asets ratio 863 831 746 756 716 638 644 625 650 576 430
Investment to earning assAts ratio 131 119 254 243 269 348 349 374 347 410 565
Management Soundness
Tota expense to total income ratio 924 872 836 834 8l9 863 920 915 999 99.8 934
Eaming per employes® 0.7 31 35 6.7 79 85 11.7 8.2 9.9 107 9.1
Operating expense per employee* 0.3 04 0.6 0.8 19 18 2.0 12 15 1.3 12
Tota expense per employee 0.7 2.7 2.9 5.6 6.5 73 10.8 7.5 9.9 10.6 85
Earnings and Prfitability
Return on assets 0.7 20 1.9 1.7 25 1.7 1.0 11 0.6 0.9 35
Net interes margin 13 23 25 2.2 33 2.3 15 13 0.6 0.0 0.8
Net income to tota assets 26 103 95 106 129 134 174 133 131 133 146
Interest income to total assets 25 9.8 8.7 9.7 106 109 146 116 11.8 118 125
Interest expense to earning as&ts 1.8 9.3 7.8 9.5 93 106 167 129 151 159 161
Interest income to total income 9.8 915 875 872 790 790 817 849 80 872 839
Interest expense to totd expense 61.0 841 794 853 714 751 813 840 844 874 858
Provisions to total assets 0.0 0.1 0.2 0.1 0.3 0.8 0.8 0.6 1.0 0.4 12
Liquidity and Sensitivity
Liquid essetsto total assets 16.2 120 174 204 188 177 145 109 150 16.8 140
Loans to depogitsratio 937 1019 896 809 8.1 711 635 650 635 56.9 507
Borrowing to advances raio 0.2 45 75 114 123 12.1 4.6 6.6 105 161 423
Borrowing to liabilities ratio 0.2 42 6.0 8.1 85 75 2.7 3.8 5.9 7.8 157
RSA to RSL ratio 1083 1106 1125 979 1019 1025 959 996 915 90.6 970
Gap to capitd ratio 296 424 458 -155 121 161 285 24 -560 67.1 -160
Gap to totd astsratio 6.4 81 94 -1.8 16 21 -34 03 4.0 7.7 23

* million Rupess

After FY 93, capitd to ligbility ratio aso remained stable with little variations. The other indicators
including growth rates of assets and capital aso showed normal trend, except for last two years.
Given the poor growth rate of capital and assetsin FY 99, it is apparent that some of the IBs started to
face the problem of capital alequacy.

As can be seen from Table 4.5and Figure 4.8, earning assets to total assets ratio showed declining
trend in 1990s, indicating the squeezing earning base. Other indicators like non-performing loansto
assats and gross advances ratios have aso picked up momentum in second half of 1990s that may
creete problemsfor IBsin future. In addition, increasing loan defaults to gross advances retio
combined with widely fluctuating recoveries to default ratio may further aggravate the problem.
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Although investment banks have changed their
lending drategies, as their loans and advances
have substantialy decreased in reletion to
earning assets, this may not be sufficient to
resolve the problem. An upward trend in nor+
performing loans to total assets and gross
advances dong with increasing loan defaults to
gross advances signaled deteriorating asset
qudity, particularly in late 1990s.

Management soundness indicators are
presented in Table 4.5and Figure 4.9,
indicating upward trend in earnings and total
expense per employee. The operating expense
per employee aso displayed an increasing
trend, especidly in mid 1990s, indicating thet
investment banks might have adequately
compensated their employees for inflation. The
table and figure dso depict that expenseto
income ratio continued to increase from FY 94,
except for FY 00, demongtrating that
management could not succeeded in curtailing

tota expenses.

Table 4.5 displays the earnings and

profitability indicators of investment banks.
These provide mixed type of evidence as return
on assets showed an upward trend with some
fluctuations, resulting in an inconsstent income
stream over time. In addition, Figure 4.10
depicts that NIM has decreased from 1.3
percent in FY90 to 0.8 in FY 00, showing
decreasing possibilities to make profits.

Interest expense to earning assets ratio--break-
even yidd--has jumped up from 1.8 percent to
16.1 percent during the decade , which shows
that investment banks require high interest rates
to earn some profits. Thisis mostly due to the
liquidation of foreign currency certificates of
investment (COls) and declining return from
their investment portfolio. However, the
situation has margindly improved in FY 00, as
return on assets, net income to assets ratio and
NIM dightly increased. Along with freezing of
foreign currency COls, poor earnings and
profitability was attributed to some weak
investment banks, and overdl dower

Figure4.8: Asset Quality Indicators
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Figure 4.10: Earnings and Profitability
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macroeconomic situation. Furthermore, the fact that interest income accounted for around 80 percent
of IBstotd income shows that fee-based financia activities of IBs to capital market investors and

corporate sector remained limited.
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Liquidity indicators painted amost the same
picture asin early 1990s. Table 4.5and Figure
4.11 disday that liquid to total assetsratio
fluctuated in a narrow band and did not show

any dgnificant decline in 1990s. Another 20 -
important indicator, loans to deposits ratio 15 - \/\/\
declined significantly, demongtrating the efforts

to mobilize deposits to meet their financing 101

requirements. It aso depicts that risk exposure 51 H H

indicators remained within the range of test 0 A B
5

Figure 4.11: Liquidity and Sensitivity
[ Gap to assets ratio Liquid assets to total assets
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In short, the indicators discussed above provide mixed type of andysis, as asset quality indicators
show atrend of deterioration whereas liquidity indicators showed some improvement. Thistype d
situation indicates that certain IBs are facing problems in select aress, like poor asset qudity, but the
intensity of the problem is not severe. However, the mounting non-performing loans may hurt
investment banks in future by eroding their capitd base. Recoveries of defaulted loans to tota
advances ratio witnessed negative trend in late 1990s, indicating the need for extra efforts from
management side to cope with this problem. Furthermore, their market niche seems to have been
affected particular ly with the emergence of private banks, the freezing of FCAs, and limited activity
of IBsin the area of project financing, afact confirmed by some IBsin recent years merging with
banks and NBFIs. In a nutshell, IBs could not perform their basic role as a promoter of project
financing and provider of professiona financia servicesto their clients.

413 Leasing Companies

The commencement of leasing business dates back to mid 1980s, when first leasing company was
established in 1984. Since then leasing companies grew rapidly, particularly in late 1980s and early
1990s. Their sharein business activities dso increased sgnificantly in 1990s. Asaready shownin
Table 4.1, the assets share of leasing companies increased from 4.7 percent in FY90 to 11.1 percant in
FYQ0. The driving force behind this phenomena growth was increasing demand for corporate credit,
and fiscd incentives provided to the leasing companies through depreciation alowance that reduced
their current tax lighilities. The policy to introduce Idamic modes of financing in mid 1980s dso
played an important role in creation of leasing companies. To benefit from this favorable
environment, many financia indtitutions and business groups set up their own leasing companies.
Their focus was on specid market segments like leasing of plant and machinery, vehicle leasing, and
consumer durables.

As was the case with other NBFIs, leasing companies also experienced dackening of growth in late
1990s, mainly attributed to dower economic and industrid activities. Despite these adverse
developments, leasing companies remained financialy viable as compared to other NBFIs, mainly
due to shift in their business focus toward consumer durables, like vehicle lease financing.

Performance of leasing companies also measured well in terms of key indicators. It is clear from
Table 4.6 that leasing companies enjoyed ease of capital adequecy, astheir capitd to liability ratio
remained above 20 percent except for FY 90, aso indicating the ability of leasing companies to absorb
shocks or unanticipated losses. In addition, this helped to build market confidence and attract new
investment as well. However, this higher ratio witnessed significant decline in the second half of
1990s.
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Two other indicators, growth rates of capita and growth rate of assets aso recorded an increase for
most of the years. The double digit growth in assets and capital was severely undermined in 1998 due
to avariety of factors. Overall dower growth of the economy in late 1990s coupled with problems
pertaining to the long-term resource mobilization was mainly responsible for the lower leveraging of
leasing companies. That is one reason for better capital adequacy in this sector, as ingditutions were
utilizing their own resources.

Table 4.6: Performance Indicators of Leasing Companies

percent
FYQ0 FY91 FY®R FY®B FYH FYS FY% FY97 FY98 FY99 FYoO
Capital Adequacy
Capitd to lighility ratio 132 293 33B4 325 273 3H3 304 299 291 269 251
Growth rate of capitd - 614 712 312 288 565 201 127 33 0.9 44
Growth rate of assets - 172 549 342 472 285 343 143 5.4 7.5 100
Asset Quality
Earning assets to total assetsratio 848 882 892 898 896 8.3 894 85 8.1 873 870
Equity to total assetsratio 116 227 251 245 214 261 233 230 226 212 201
Lease finance to eaning assets 858 900 891 907 903 891 896 80 870 873 872
Investment to earning assets 14.1 9.9 108 9.0 9.5 105 9.6 108 123 116 116
Earningsand Profitability
Expense to income ratio 951 837 697 695 671 716 768 82 873 834 871
Return on Ass=ts 2.6 34 40 4.3 55 4.2 3.9 24 15 15 17
Return on Equity 224 152 158 177 256 162 16.7 106 6.7 7.0 84
Operating expense to total expense 452 383 334 297 263 231 264 222 206 207 220
Financid expense to tota expense 51.7 553 604 656 695 711 685 680 689 691 676
Provisions to tota expense 3.8 7.8 9.1 7.6 7.1 8.7 7.8 9.8 105 103 103

Other Indicators
Long-term liabilities to totd liabilities 339 556 618 634 548 547 501 549 485 497 550
Long-term assets to tota assets 309 504 522 560 543 523 558 516 46.3 477 463

Asset quality indicators, presented in Table 4.6, show that earning assetsto total assetsratio remained
over 80 percent for the period under consideration, fluctuating in a narrow band of 5 percentage
points. This aso highlights a strong earning base. Leasing companies are mainly engaged in
extending lease financing, with over 85 percent earning assets locked therein. The rest of earning
assets are parked in long as wdl as short-term investment activities. Initidly, leasing companies were
supposed to facilitate BMR activities of the industrial sector, with mgjor focus on lease of plant and
meachinery, which congtituted over 80 percent of tota lease financein early 1990s. This share later
declined to around 50 percent due to dower growth in textile sector along with overall weak
performance of the economy. This declining share was captured by vehicle lease finance as leasing
companies changed their focus to consumer durables. The share of vehicle financing is now over 30
percent in total lease finance, indicating that these companies were able to retain good qudlity of
assets by changing their focus of business from one sector to another.

Earnings and profitability indicators of leasng companies provide mixed evidence. Expenseto
income ratio, athough remained lower than 100 percent during the period under consideration,
witnessed persistent increase from FY 94 to FY99.° However, this situation has marginally improved
in FY00. Another important indicator, the return on assets, so declined significantly. Increasing

9 Thiswas the period of sower overal economic growth. At the same time, leasing companies were trying to change focus
of lease finance form plant and machinery to consumer durables.
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trend in other indicators like financia expenseto tota expense and provisions to total expense mainly
drove down their profitability. Furthermore, these indicators aso highlight the problem of resource
mobilization. The rising portion of financid expense dearly suggests that leasing companies had to
offer higher interest on certificates of investment as well as on long-term deposits. Theincreasing
provisions againgt bad loans as well asinvestment aso contributed to higher expenses and ultimately
to lower profit.

Other indicators showed that long-term liabilities to total ligbilities retio increased from 33.9 percent
in FY 90 to 63.4 percent in FY 93, which suggests that leasing companies were able to mobilize long-
term resources in early 1990s. Thisratio declined by around 15 percentage points from FY 93 to
FY98. This massive dedline reflects the inability of leasing companies to generate long-term
resources, which aso led to higher financia expense over the same period. However, the Situation
dightly improved over the last two years. On the asset Side, long-term assets to total assetsratio
approximately followed the same path as the long-term lighilities to totd liabilitiesratio. This
suggests that leasing companies were mostly able to match their long-term assets to long-term
lidhilities.

The above indicators jointly suggest that the business of leasing companies remained financialy
viable asawhole. However, the poor performance of some indicators like increasing financid
expenseto total expense, provisons to tota expense, return on assets etc., provide indications of
presence of some weak leasing companies. To protect the financid hedth of leasing companies, the
minimum paid-up capita requirement was raised to Rs 200 million in 1997. The companieswere
asked to meet the new limit by the end of December 1999. Later on, this date was extended to 33"
June 2001, as most of the companies were unable to meet the new minimum paid-up capitd. Upto
30" June 2000, only nine companies were fully compliant with the new limit and this number
increased to twelve on 31% December 2000. Besides this requirement, increasing competition in lease
finance due to entrance of banks in this business, and proactive role of banksin SMESs may result in
the merger of some leasing companies.® However, it is hoped that financialy strong leasing
companies will continue to play an increasingly vitd role in overdl activities of NBFIs.

4.1.4 Modaraba Companies*

Following leasing companies and investment banks, modaraba companies dso grew rapidly in late
1980s and early 1990s. Specificdly, the modaraba business came into being in July 1980 when the
first modaraba company was established. Later on two other modaraba companies started business in
1985, and onein 1987. The driving force behind this growth of modaraba companies was
Idamization effortsin mid 1980s, because their modes of financing were compatible with the views
of Idamic Shariah. However, real impetus to modaraba business came in early 1990s, when financid
market was growing in response to liberdization of the economy. Tax-free status of modaraba
companies, subject to 90 percent dividend distribution, aso played a critica role in the mushroom
growth of these companies. Besides, modaraba companies established in 1990 to 1993 heavily
benefited from the boom in stock exchanges. Furthermore, growing need of financing from corporate
sector coupled with higher growth of the economy in early 1990s dso contributed positively to cregte
favorable environment for modaraba business. The wider range of financing activities of modaraba
companies, including vehiclesin addition to industrid machinery and other goods, aso played its

role. However, this smooth sailing of modaraba business was disrupted by the withdrawal of tax
concession. *?

0 The process of mergers and issuance of right shares to meet the minimum paid up capital has been started, as Ghandhara
Leasing Company Limited merged with Al-Zamin Leasing Modaraba; Ibrahim Leasing Limited wi th [brahim Modaraba; and
Mercantile Leasing Cooperation Limited with Universal Leasing Cooperation.

1 The analysis of modaraba companies is based on data from FY 94 to FY 0.

2 In Finance Act 1992, modaraba companies were brought under tax net by withdrawing the exemption. However, these
companies remained exempted from income tax for the first three years and taxed at the rate of 2.5 percent for another two
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The number of operating companies increased from 10 to 45 over the period of andysis. Despite
paositive developments in early 1990s, the business activities of modaraba companies did not keep

pace with growing activities of leasing and investment banking, and their share in overd| assets of
NBFIs only margindly increased from 3.5 percent in FY 94 to 4.3 percent in FY00. Asaready
mentioned, the prime dampener to their growth was the withdrawa of tex-free statusin 1992. In this
backdrop, the total assets of modaraba companies witnessed dower growth as it increased from Rs
11.8 billionin FY94 to only Rs 15.0 hillion in FY 00.

The performance indicators of modaraba companies painted an assorted picture. As can be seen from
Table 4.7, the various indicators witnessed margina improvementsin the last couple of years. More
specificaly, modaraba companies were lucky enough to benefit from a very strong capitd base, asthe
cgpitd to liability ratio was over 100 percent for most of the years. This higher ratio could be
explained by the fact that severa modaraba companies based their financing activities on their own
equity capital. Although this ratio witnessed persstent decline form FY 94, it remained fairly high,
indicating that modaraba companies were aso facing difficulties in mobilizing long-term resources.
Two other indicators, growth rate of capital and assets are aso worth mentioning. Growth of capital
was lower than the growth of assets, which suggests that capital base of these companies did not keep
pace with the increasing assets.

Table 4.7: Performance Indicators of M odaraba Companies

pearoat

FYo4 FY95 FY9% FY97 FY® FY9%9 FY00
Capital Adequacy
Capital to liability ratio 142.2 138.7 138.2 119.2 107.7 90.5 894
Growth rate of capital - 6.7 -0.7 2.8 41 -10.6 05
Growth rate of asdts - 7.8 -0.6 9.7 9.1 2.5 11
Capital to Aset Retio 58.7 58.1 58.0 54.4 518 47.5 472
Asset Quality
Earning assats to total assetsratio 70.8 69.6 69.4 731 75.5 78.3 778
LT eaning assts to totd earning assts 54.3 60.7 64.9 59.2 64.3 65.9 67.4
Lease financeto earning assats 44.2 48.1 49.9 51.9 54.9 52.3 52.7
Investment to earning assts 11.9 17.4 21.2 15.2 175 20.8 20.8
Morabeha and Musharaka to earning assets 43.9 34.6 28.9 32.9 276 26.9 26.4
Earnings and Prdfitability
Expense to income ratio 62.5 72.9 81.1 785 87.7 80.8 81.6
Return on Asts 10.7 4.9 3.3 4.4 22 4.6 4.6
Return on Equity 18.2 8.4 5.8 8.1 42 9.8 9.7
Operating expense to tota expense 14.2 195 11.0 12.3 105 10.3 10.8
Financia expenseto tota expense 21.4 20.8 221 23.2 221 331 286
Provisions to total expense 4.3 12.3 11.9 9.4 187 7.6 5.8
Amortization/Depreciation 54.9 43.9 52.5 52.2 476 46.9 522
Dividend Payouts 39.5 49.7 91.6 69.7 1211 85.4 86.7
Other Indicators
Long term lidbilitiesto totdl ligbilities 15.2 17.4 39.6 35.9 44.2 44.6 27
L ong term assets to total assets 40.2 45.0 49.0 475 51.9 53.3 54.4

Earning assets to total assets retio had a moderately increasing trend over the period under
consderation (see Table 4.7), indicating that earning capacity of these companies remained intact or
marginaly increesed. However, thisratio should be interpreted with caveat as margina returns on

years. After that the rate became 25 percent. Tax exemption status of modaraba companies was revieved again in 1998 and
restored for non-trading modaraba companies with effect from 1% July 1999.

70



Performance of NBFIs and CDNS During 1990s

earning assets have sgnificantly declined over the same period. The portfolio of modaraba
companies witnessed significant changes over the period under review. As can be seen from the
Table 4.7, the modaraba companies were actively participating in lease financing, which in FY 00
congtituted over 50 percent of earning assets®® The share of investment in earning assets has
increased while the share of Morabaha and Musharaka has significantly declined from FY 94 to
FY00.* This changing portfolio provides clear evidence that the share of risky assets (equity
investment) increased in total earning assets of these companies. Furthermore, the profitability of the
modaraba companies dso depends heavily on the performance of equity market.'s

Expense to income ratio has increased significantly over the period under consideration. More
specificaly, the retio has surged from 62.5 percent in FY 94 to 81.6 percent in FY00. Thisrisein the
ratio ssemmed from both declining income as well as increasing expenditure. The former wasthe
upshot of overdl dower economic growth along with weak performance of equity marketsin late
1990s. Furthermore, declining capita gains on investment in equity market also resulted in lower
growth inincome. On expenditure front, despite dmogt stagnant operating expenses the growth in
totd expenditure was more visible. The push factors were increasing financia charges, higher
provisions for bad debts and for diminishing value of investment in capital market. All these factors
can easlly be observed fromTable 4.7. The higher provisons on investment in capital market are of
vital concern and its roots date back to early 1990s when stock market was at its peak. The modaraba
companies entered the market at that time and bought shares at high prices. When stock market
collapsed, these companies were unable to off load their holdings to alarge extent. Thisresulted ina
large number of sick modarabas holding shares that were bought at higher prices. This can aso be
seen from increasing provisions againgt diminishing vaue of investment, which is one of the mgjor
push factors for higher expenditures.

Furthermore, the funds locked in equity investment dso created a resource problem. Given the weak
performance of equity market and limited ability of modarabas to mobilize funds, the tight regulations
aso played a role as modaraba companies with credit rating less than B-3 could not borrow from the
banking system. Furthermore, instruments approved by Religious Board are also not acceptable for
bank borrowing. This situation forced these companies to borrow at higher rates, which resulted in
higher financid charges leading to higher expenditures.

Two other ratios, long-term liabilities to totd liabilities and long-term assets to total assets have
increased considerably from FY 94 to FY00. The former shows that modaraba companies were able
to atract long-term resources but a a very high cost asthe financia expenseto total expense was dso
increasing over the same period. While the latter suggests that modaraba companies have locked their
assetsfor longer time.

In sum, the overall performance of modaraba companies was affected by the withdrawd of tax-free
status granted to them earlier. Due to this reason, the business growth of modaraba companies was
quite limited from FY 94 to FY00. An additional dampener to modaraba companies came from weak
position of stock exchanges as compared to early 1990s. The overal weak performance of the
economy in the second haf of 1990s compared to first haf dso played arole.

4.1.5 Housing Finance Companies
Like DFs, HFCs were dso on losing end, as their share in totd assets of NBFIs declined from 12.3
percent in FY 90 to just 6.3 percent in FY00. Although total assets of HFCs increased from Rs 16.5

B In FY 00, around 70 percent of leased out assets were in plant and machinery, while the rest were motor vehicle lease.
1 Like modaraba, morabaha and musharaka are different 1samic modes of financing. For definitions, see Farugji, Shakil
“Glossary: Banking and Finance” Ingtitute of Bankers Pakistan, Second edition June 2001.

5 The modaraba companies are allowed to invest 20 percent of their capital in equity market.
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hillion to 22.3 billion over the period, the growth was lower as compared to other NBFIslike
investment banks and leasing companies.

Before the emergence of new housing finance companies, HBFC enjoyed monopoly power in housing
finance, as commercial banks were not allowed to enter into these activities. The share of HBFC is
over 95 percent in overall assets of HFCs. The history of HBFC dates back to 1952, when it was
edtablished to cater the needs of housing finance sector. 1n 1990s, three new housing companies were
edtablished, but held a meager share in totd assets of HFCs and ill trying to find their niche. Asset
shares of these companies are presentedin Table 4.8, indicating that new entrants remained unable to
provide any mgor bresk-through in housing finance.

Table4.8: Asst Shares of Housing Finance Companies
FY®0 FY91 FY®R2 FYB FYY FY%B FY% FY97 FY®8 FY® FYO

Total assets (Killion Rupees) 165 167 179 186 189 194 202 204 213 215 223
Growth rate (peroent) 15 66 40 20 26 37 10 46 11 33
AsH shares (percent)

HBFC 1000 1000 994 987 977 970 941 946 952 959 969
LTV Housing Finance Ltd - - - - 03 02 02 02 02 02
International Housing Finance Ltd - 00 00 04 03 03 20 20 19 20 18
Citibark Housing Finance Co. Ltd - 00 06 09 20 25 36 31 27 18 11
Total 1000 1000 1000 1000 1000 1000 1000 1000 1000 1000 100.0

Thefinancid hedlth of HFCsis evaluated with _ _ — _

the hdp of CAM ELSfI’a’neNOI’k, lndlcalng Figure 4.12: Capital to Liability Ratio
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Contrary to adequete level of capital, asset quality indicators painted a pae picture. Asshownin
Table 4.9, nonperforming loans to tota assats ratio showed a significant increase in 1990s, doubling
in just five years. The problem is further intensified, when analyzed in the context of earning assets to
total assets ratio, which has dso declined from 90.8 percent in FY 90 to 78.2 percent in FY Q0.

In addition, continuoudy increasing non-performing loans to gross advances ratio indicates the
sgueezed earning base of HFCs. Figure 4.13 shows that NPLs to total assets and gross advances are
constantly growing, which may hurt the HFCs in near future. Although capital to assetsrtio is
increasing, this trend does not seem sustainable. In brief, the asset quality of HFCs has deteriorated
condderably because of increasing non-performing loans, but strong capita base may help to honor
their liabilities in near future. Over the period under review, the composition of earning assets has
dradticaly changed, as the share of investment in tatd earning assets has increased from 3 percent in
FY 90 to 34.5 percent in FY00. This dso implies that HFCs were not extending loans to housing
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sector (for which these companies were created) but diverting their resources towards investment.
This is reinforced when seen in the context of declining earnings to total assetsretio.

Figure4.13: Asset Quality Figure 4.14: Management Soundness
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Management soundness indicators are reported in Table 4.9 which provide some evidence of their
cod effective policies, astota expense per employee are significantly lower as compared to earnings
per employee. As can be seen fromTable 4.9, the gap between earnings and total expense per
employee was almost constant except for few years, indicating the management efforts to generate
consistent income stream for the ingtitutions. Operating expense per employee dso remained constant
upto FY97; margind increase afterwards might be attributed to inflation compensation to employees
in late 1990s.

Earnings and profitability indicators as shown in Table 4.9 portray a strong earning profile in 1990s,
as return on assets and interest income to total assets increased significantly. In addition, NIM has
aso increased from 0.9 percent in FY 90 to 4.5 percent in FY 00, reflecting the strong possibilities to
earn profit. Interest expense to total assets ratio--bregk-even yidd--remained below one percent,
showing that profit earnings capability of HFCs have increased even at lower interest rates. Figure
4.15 displays the rising trend of earnings and profitability indicators, with some fluctuation toward the
end of the decade. Although provisons for loan losses to assets ratio have increased considerably,
huge non-performing loans may hurt these indtitutions in future.
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Table 4.9: CAMEL S Indicators of Housng Finance Companies

paoat
FY0 FY91 FYR FYB FYHA FYS FYH FY97 FY®B FYMY FYOO

Capital Adequacy
Capitd to ligbility ratio 2.8 33 44 34 46 6.4 9.1 119 152 183 206
Growth rate of capitd (GRC) 75 182 393 189 376 PO 439 295 298 186 138
Growth rate of assets (GRA) 7.9 15 6.6 4.0 2.0 2.6 3.7 10 4.6 11 33
Ratio of GRC to GRA 1.0 121 59 47 186 148 118 288 6.5 16.5 4.1
Asset Quality
Eamning assets to totd assets retio 908 918 895 89.7 900 884 894 898 906 701 782
NPLs to gross advances 4.3 92 132 177 226 292 358 418 504 629 693
NPLsto total assets 3.8 82 111 146 181 221 264 309 358 400 417
Advances to earning assts ratio 970 95 907 876 840 800 755 741 693 776 655
Investment to earning assetsratio 3.0 45 93 124 160 200 245 259 307 224 345
Management Soundness
Totd expenseto totd income ratio 413 634 197 193 214 221 279 295 303 432 318
Earmnings per employee* 0.4 03 0.7 0.8 1.0 1.0 1.0 11 1.3 11 13
Operating expense per employee* 0.2 0.2 0.1 0.2 0.2 0.2 0.2 0.2 0.3 0.4 0.4
Total expense per employee 0.2 0.2 0.1 0.2 0.2 0.2 0.3 0.3 0.4 0.5 0.4
Earningsand Profitability
Return on total assets 0.1 03 0.5 0.9 15 1.8 2.2 25 3.1 25 22
Net interest mergin 0.9 06 1.6 2.2 29 3.7 4.1 44 4.9 6.5 45
Interest income to totd assets 0.9 06 15 2.0 2.8 3.6 4.2 4.8 5.0 5.1 39
Net income to assets ratio 3.9 2.7 54 6.5 7.1 7.8 7.3 7.8 8.4 6.4 71
Interest expense to eaming assets 0.1 00 0.1 0.1 0.2 0.3 0.6 0.9 0.7 0.8 0.5
Interest income to total income 221 207 256 286 350 415 498 526 510 674 475
Interest expense to totd expense 4.0 23 54 51 11.0 159 216 297 203 16.7 139
Provisions for loan losses to total assets 1.0 48 5.8 6.4 7.0 7.6 8.6 9.7 105 116 113
Liquidity and Senstivity to Market Risk
Liguid assets to total assets 4.7 29 53 51 152 234 229 246 205 29.0 308
Borrowing to advancesratio 1056 1066 1114 1131 1180 1235 1275 1272 1284 1440 1480
Borrowing to liabilities ratio 957 9%6 944 919 933 928 939 948 929 927 914
RSA to RSL ratio 976 982 990 1009 1009 1010 1029 1053 1118 88.3 1023
Gap to capitd ratio -805 518 -222 250 173 140 308 425 723 599 102
Gap to totd asstsraio 2.2 -1.7 -0.9 0.8 0.8 0.8 2.6 45 9.6 -9.3 1.7

*: million Rupees

HFCs enjoyed the ease of liquidity position because of high liquid assetsto total assets ratio as shown
in Table4.9and Figure 4.16. Theratio has increased from 4.7 percent in FY 90 to 30.8 percent in

FY00. Aninteresting indicator is borrowing to advances ratio, which consistently remained over the
mark of hundred percent during the period under review. Thisimplies that HFCs are borrowing not

only to finance their loans and advances but also to make other assets. This aso suggests that the

HFCs do not have their own resource base to finance higher demand of housing sector. Borrowing to

liability ratio of over 90 percent dso strengthens this point.

The sengitivity indicators portray areasonable picture, as interest/markup policies remained effective.
The gap to equity and assets ratios fluctuated within the test limits. In addition, difference between

rate sendtive assets and rete sengtive liahilities did not follow any systematic pattern, indicating
efforts of these companies to remain at balance, i.e. neither asset sensitive nor liakility sengtive.

A
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Asawhole, increasing capitd base, strong earning profile, easy liquidity position combined with
prudent interest rate/markup policies indicate normd financia hedth of HFCs. However, these
indicators do not reflect the true picture of HFCs as the deteriorating asset qudity aong with very
high borrowing to ligbility ratios suggest that the financid hedth of HFCsisfar from norma. The
strong profitability indicators look contradictory when jointly seen with asset quality indicators. This
might be attributed to two factors, fird, these ingtitutions might have classified the income against
nonperforming loans in receivable income, instead of showing in suspense account; and secondly, the
poor asset qudity might affect the profitability of the indtitution with sometimelag. However, the
first caseis more likely, as the higher income may seem to be enhancing the performance of
management and profitability indicators.

4.1.6. Mutual Funds

The higtory of mutual fundsin Pakistan dates back to early 1960s, when National Investment Trust
Limited (NIT) was established to manage an open-end mutual fund. In the second half of the decade,
the government established another ingtitution named Investment Corporation of Pakistan (ICP) to
float and manage closed-end mutua funds. *® On 30" June 2000, the total holding of mutual funds
industry stood a Rs 30.4 billion, with 8.6 percent share in overall assets of NBFIs. AsICP and NIT
ded with entirdy different type of mutua funds, it is therefore necessary to anayze the closed-end
and openrend mutud funds separately.

NIT isthe largest open-end mutual fund in Pakistan, operating with the objective to cater long term
investment requirement of the investors and play itsrolein the development of capital markets. NIT's
open-end fund of size Rs 20.6 billion in FY 00 represents over 98 percent of total open-end fundsin

the country.*” NIT fund, which depicted a mixed growth performance over the decade, continued to
dominate the open-end funds. As can be seen from Table 4.10, NIT fund recorded massive growth in
first half of 1990s, as the size of the fund surged to Rs 52.1 hillion in FY 94 as compared to Rs 17.8
billion in FY91. This phenomend growth, besides overal conducive environment of equity market,
was largely driven by higher dividend payouts. In addition to this, capital gainsin terms of higher

price of NIT units were obvioudy contributing to this positive end.

Table4.10: Key Statigtics of NIT Open-end Mutual Fund
FYOl FY®2 FY®B FYH FY%H FY% FYg7 FY® FY®9  Fro

Per value (Rupess) 10 10 10 10 10 10 10 10 10 10
Dividend payout (Rupees) - - 2.25 2.35 235 150 1.00 1.30 1.00 110
Net ast vaue (Rupess) - - - - 1443 1383 12.02 6.53 7.64 10.69
Capitd (bin Rupess) 15.6 30.5 28.9 46.3 32.8 340 24.9 11.0 12.7 16.9
Size of fund (bin Rupees) 17.8 33.8 334 52.1 39.0 38.2 29.0 16.1 16.2 20.6

This massive growth in first half of 1990s withessed sharp reversal in the second half, as NIT units
darted loosing itsnet asset value following the weak performance of equity markets. However, the
Stuation has marginaly improved in the last couple of years.

The financid health of National Investment Trust Limited (NITL), which manages NIT open-end
mutud, closdly followed the performance of this fund; impressive growth in early 1990s and
deteriorating position later. Tota equity of the company increased from Rs 56 million in FY90 to Rs
417 in FY 94 and witnessed a sharp decline to reach Rs 115 million in FY 98.  Although equity
position dightly improved in last two years, it was far below the level achieved in FY94. The income

16 Specifically, NIT was established in 1962, while ICP in 1966.

T The government notified Asset Management Rulesin 1995 to promote open-end funds in the country. Following this, Unit
Trust of Pakistan (an open-end fund) was established in 1997. As aready mentioned, NIT holds over 98 percent of open-end
funds, therefore, private open-end funds have yet to carve their niche.
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of the company aso followed amost the same pattern as that of equity and the size of open-end fund,

indicating that management fee was the prime source of income for the company. Compared to

income trend, the tota expense of the company continued to increase upto 1996. After declining in

1997, an upsurge in FY 98 occurred on account of Golden Handshake Scheme (GHS).

Investment Corpordion of Pakistan (ICP) is managing closed-end funds. Upto June 2000, ICP has

floated 26 closed-end mutual funds, whereas the first was launched in June 1967. |CP enjoyed
monopoly stetus in the establishment of closed-end mutud funds until 1981 when the government
alowed the private sector to establish and manage closed-end funds. The first closed-end fund in

private sector named Golden Arrow was established in 1983. By FY 00, the number of closed-end

funds launched and managed by the private sector increased to 13. Contrary to thisincreasein

number of funds, the share of private sector mutua funds remained very low, as the ICP-managed

funds represent over 75 percent of total closed-end funds in Pakistan.

The performance indicators of closed-end funds are shownin Table 4.11, which shows that ICP
managed funds performed relatively better compared to private sector. Net asset value of privatey

managed funds was as low as Rs 5.10 in FY'99 againgt par value of Rs 10. However, the situation

improved considerably in FY00. Besides other factors, the private mutua fund business did not
commence at afavorable time, as most of the funds were established in second half of 1990s.

Nevertheless, closed-end mutual funds managed by |CP remained financidly viable, asthe net asset
vaue of these funds (in totdity) was higher than the par value of Rs 10. Compared to this, the private

mutua fund businessis il in itsinfancy.

Table4.11: Key Satistics of Closed-end Mutual Funds

FYo FYa3 FY®%4 FY®S FY% FY9? FY8  FY®  FYD
Number of funds 23 25 29 37 39 39 Y Y £
Managed by ICP 21 23 23 26 26 2 % % %
Private 2 2 6 11 13 13 3 3 13
Dividend payouts by funds (Numbers)
Managed by ICP 21 21 23 23 23 2 2 15 15
Private 2 2 0 0 0 2 2 4 6
Net ast value (Rupess) 12127 90234 7715 7746 4695 2865 911 92 1386
Managed by ICP 12958 97.85 9120 1035 6622 3967 1096 1136 17.07
Private 1281 8.86 1019 1034 9.60 732 551 507 7.64
Listed capita (min Rupees) 1,981 2,281 2,831 4,361 4,761 4,761 4,761 4,761 4,761
Managed by ICP 1,840 2,140 2340 3140 3140 3140 3140 3140 3140
Private 141 141 491 1,221 1,621 1621 1,621 1,621 1,621
Net assets (min Rupees) 24024 21064 21841 33782 22351 13641 4335 43® 6600
Managed by ICP 23843 20939 21,341 32519 20795 12455 3442 3568 5361
Private 181 125 500 1263 1556 1186 a3 @1 1239

In contrast with the performance of |CP-managed funds, ICP performed poorly. Thetota assets of

ICP dmost doubled from Rs 2.4 billion in FY 90 to Rs 4.6 hillion in FY 97 but witnessed a sharp
decline during the last three years reaching aleve of Rs 2.6 hillion in FY00. Following the same

pattern, the equity of the company increased to Rs 613 million in FY 97 as compared to Rs 280 million

in FY90. In sharp contrast with the earlier performance, the ICP became technicaly insolvent in

FY 98, asit showed a negative net worth of Rs 633 million.

As dready mentioned, the net asset value of closed-end mutua funds managed by |CP was higher

than Rs 10 while dividend was aso announced by 15 funds, indicating that mutua fund business of

ICP seemed to be financialy viable. Therefore, the poor performance of ICP could mainly be
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attributed to its other business activitieslike project loan program, deposit schemes etc. Non
performing loans of 1CP touched the level of Rs 1.5 hillion in FY 00 against Rs 0.8 hillion in FY90, a
further threat to ICP financial hedlth.

Due to the poor performance of ICP and NITL, the government has ordered the proceedings for the
winding up of ICP and the funds managed by |CP are being handed over to prospective buyers
through privatization. Similarly, NIT is aso expected to be privatized.

4.1.7 Discount Houses Table 4.12 Discount Houses

Discount houses, which are only alowed to million Rupess

undertake discounting and related servicesin the Assts  Disounting TS Net proit
country, hold atiny sharein overall business Income
activities of NBFIs. Only three discount houses 7Y% 929 1 “ 4
werein operationin FY00 and thesejointly held 7Y%t 1108 102 121 23
assets of Rs 1.3 hillion as compared to Rs 0.9 Fre 816 268 126 31
billion in FY90. Table 4.12 shows that total FYes 1276 oot 162 49
assets of discount houses displayed a A e = = =
considerable variation over the period of PES = A & e
andysis. The discounting activities dso varied FYo6 976 568 152 57
considerably along with the interest income. In Fro7 1524 902 221 49
spite of this erratic behavior, these indtitutions Fres 1603 808 210 o4
remained profitable. Discount houses are Fre 1601 924 239 m
relatively new entrants in the market and ill Y@ 1312 713 218 8

trying to position themselves. Ther activities are likely to flourishwith the passage of time.

4.1.8 Venture Capital Companies
Venture capital companies held less than one percent of total assets of NBFIs, being relatively new

entrants in the market as compared to other NBFIs. Focused nature of their business activities, along
with overdl dower economic growth in late

R’ K . Table 4.13: Venture Capital C i
1990s might have restricted the expansion of ¢ e maplial Hompanies

these ingdtitutions. Although VCCs could not oo Pupees o PS—— ——
increase their market activities as compared to . = - :
investment banks and leasing companies, these . 1 . 1
ingtitutions seemed to have performed v o - -
prudently. Totd assets of VCCsstood at Rs 105 VoS 134 o7
million in FY 92, which increased to Rs 1027
million in FY 00, indicating heslthy growth. FY6 133 106
Table 4.13 depicts that investment activities of FYor 629 >70 20
VCCs have dso increased over the same period. :: 121256; 1;):2 92';
However, net profit of these companies

FYQ0 1027 743 -130

remained volatile from FY 92 to FY 00 indicating

their vulnerabilities.

4.2  Performance of CDNSin 1990s

The National Savings Schemes (NSS) provided much needed receipts to bridge the gap between
government expenditures and revenues (budget deficit), particularly from FY94. The receipts from
NSS as percent of budget deficit ranged from 35.1 percent to 72.3 percent with an average of 43.6
percent™, which implies that NSS were the mgjor source of deficit financing (see Table 4.14 and
Figure 4.17). Higher rdiance on NSS receipts for deficit financing is justified on grounds of being

18 Data from FY 94 to FY 00 are used to calculate the average.
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less inflationary compared with other sources.®® Table 4.14: National Saving Schemes

The Nationd Savings Schemes also played a As Percant of

crucial rolein generating savingsin the _ Domesic  Budget  National GDP

economy. The share of NSSin nationd savings debt deficit savings

ranged from 1.9 percent to 39.9 percent, withan  Froo 375 31.8 14.6 154

average of 15.7 percent. Froi 40 3.1 1.9 132
FYo2 53 4.7 2.1 11.5

4.2.1  Savings Mobilization FY93 6.4 5.0 2.9 108

Tota outstanding amount in NSS stood a Rs Fro4 341 35.1 13.2 1.2

633.8 hillion as on end June 2000 compared FY% 351 32.4 12.6 112

with Rs131.9 billionin 1990, showing a FY% 378 305 16.8 11.8

compound annua average growth rate of over FYo7 438 37.6 20.6 127

15 percent. This massive growth in NSS, FYes 740 49.4 25.8 154

except in FY91 and FY 00, was the upshot of ) 517 723 39.9 185

policy changes during the decade under review. Y00 186 8 21.9 19.9

Amount received under NSS dragticdly

declined in 1991 to Rs 2.8 hillion ascompared Figurte 4.17: Share of NSSin Domestic debt and

to Rs17.8 billion in 1990. This massivedecline | National Savings

in NSS receipts was attributed to the Domestic debt ~—— National savings
discontinuation of Khas Deposit Certificates. 55

Being the prime contributor to NSS receipts, 50 A

R<29.8billion maturity/ encashment of Khas - \ ,
Deposit Certificatesin 1991 and in the \ /
following two years led to lower receiptsin g 40 \ //
NSSin early 1990s. Furthermore, the receipts T 35

in newly introduced Special Saving Certificates " \

(registered/bearer) could not offset the impact \N

of the ban on Khas Deposit Certificates. In 25

1993, the CDNS introduced a new instrument 20

named Regular Income Certificate to boost
receipts from NSS. This newly launched

FY90
FY91
FY92
FY93
FY94
FY95-
FY96-
FY97
FY 98
FY99
FY00

instrument along with massive declinein

maturity/encashment of Khas Deposit Certificates and better investment in SSCs contributed to
upsurge in NSS receipts in 1994 (see Table 4A.10in Annex 4).”° Besides, increased rate of profit
aso exerted afavorableimpact on NSS. Later on, a substantia increase in NSSreceiptsin FY98 and
onward was the result of increase in profit ratesin FY97. However, increase in profit rates proved
disastrous for domestic debt management as discussed in Section 6.4

4.2.2 Yield Structure of National Savings Schemes

Yidd sructure of national savings schemesis reported in Table 4.15, which partidly explains why
people were investing more and more in these schemes. The profit rates on different savings schemes
were totally admiistered and despite the efforts toward the end of decade to bring these ratesin line
with term structure of other interest rates, these remained very high. There was no mechanism to
adjust these rates according to the determinants of overal interest rde structure in the economy. The
intensity of high profit rates can be gauged from the fact that red profit rate (adjusted for inflation) on
DSCs ranged from 2.9 percent to 11.4 percent, even higher than the weighted average lending rates on
advances. The higher profit rates on NSS investment along with lower deposit rates in banking sector
played a crucid role in diverting funds to NSS, which is known as the process of dis-intermediation.

1 Other sources of financing include external and bank borrowing.
2 Data on various National Saving Schemes are presented in Table 4A.10 in Annex 4.

78



Performance of NBFIs and CDNS During 1990s

Therole of NSSin increasing national savings in the economy and in generating less inflationary
receipts for deficit financing seemed impressive. However, NSS created tremendous problems for the
rest of the economy. The first and foremost area of prime concern is the profit structure of NSS.

Table4.15: Interest Rate Structure in Pakisan

percant as on end June
i i i Saving Mahana
Depost ratest  Lendingrates®  T-bill rate DSC SSCR RIC EEETIE amdani
accounts
Nominal interest rates
FY90 8.2 10.6 6.0 156 - - 10.0 149
Fyol 6.0 10.8 6.0 156 - - 10.0 149
FY92 6.4 13.2 113 156 13.6 - 10.0 149
FY93 6.1 13.3 123 156 13.6 138 10.0 149
FYo4 6.2 13.7 124 16.0 137 138 11.0 149
FY95 6.3 13.7 11.7 16.0 149 14.6 11.0 149
FY96 6.4 14.4 12.8 16.0 158 14.6 11.0 149
Fyo7 6.8 14.6 155 18.0 16.9 18.0 13.0 149
Fyos 6.8 15.6 150 18.0 16.9 18.0 13.0 149
FY99 6.5 14.8 129 16.0 14.7 16.0 11.0 149
FY00 5.5 14.5 87 15.0 12.6 14.0 8.8 14.9
Redl interedt rates
FY90 2.2 4.6 0.0 9.6 - - 4.0 8.9
Frol -6.7 1.9 -6.7 29 - - 2.7 2.2
FY92 -4.2 2.6 0.7 50 3.0 - 0.6 4.3
FY93 -3.7 35 2.5 58 38 4.0 0.2 51
FYo 5.1 2.4 1.1 4.7 2.4 25 0.3 3.6
FY9%5 -6.8 0.7 -1.3 30 1.9 1.6 2.0 1.9
FY96 -4.4 3.6 2.0 52 5.0 3.8 0.2 4.1
FY97 -5.0 2.8 3.7 6.2 51 6.2 1.2 3.1
Fy98 -1.0 7.8 7.2 10.2 9.1 10.2 5.2 7.1
FY99 0.8 9.1 7.2 10.3 9.0 10.3 583 9.2
FY00 1.9 10.9 5.1 114 9.0 104 5.2 11.3

*: Weighted average

The higher profit rates on NSS have diverted deposits from banking sector to these lucrative
ingtruments and resulted in lower deposit base of the banks, particularly in late 1990s. Thiswasin

fact areinvigoration of financid repression and went againg the basic objective of financia reforms.
The administered nature of profit structure of NSS was mainly responsible for distortion in the term
structure of interest rates. Nominal returns offered on any instrument should depend on maturity
period, the frequency of interest payments, degree of anonymity of ownership of instrument, rate of
inflation, tax on interest payments and credit worthiness of issuer. Therefore, the differentias
between NSS profit rates and banks' deposit rates should not be very high. The need to rationdize the
profit structure of NSS in line with the banking sector of the economy was therefore impertive.

Severa steps were, consequently, initiated in this direction. Rates of returns on various certificates

were reduced in FY99 and again in FY00. The most important step was the introduction of a new
long-term bond (Pakistan Investment Bond) in December 2000. The resulting yields on ten year PIB
are being used to price long-term NSS instruments (especialy Defense Saving Certificates) from
January 2001. Furthermore, the government also imposed a 10 percent withholding tax on profits
from N SS with effect from July 1, 2001, to bring uniformity in tax trestment of government securities.
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Higher profit rates on NSS had negative implications for domestic debt servicing as shown in Section
6.4 No doubt, NSS provided much needed receipts to bridge the gap between government revenues
and expenditures, but at a very high cost. Moreover, the downward rigidity of government
expenditures is dso mainly attributed to increasing debt servicing, which has emerged as the mgjor
macroeconomic imbalance in the economy.

Another problem generated by NSS is the difficulty in management of public debt. The tap nature of
NSS aong with early encashment facility reduced the government’ s control over flow of fundsin
these schemes. For example, higher amountin NSS as compared to budget estimates resultsin
unnecessary redization of higher public debt. Similarly, lower mobilization in NSS against budget
target leaves the government with no option but to resort to short-term borrowing at high interest
rates. Needless to say, the higher borrowing cost of the government and lower deposit base of the
banking sector dong with debt management problems are not beneficia for long-term growth of the
economy. Therefore, this should be an area of prime concern for policy makers.



