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Glossary

Capital Adequacy Ratio is the
amount of risk-based capital as a
percent of risk-weighted assets.

Consumer Financing means any
financing allowed to individuals for
meeting their personal, family or
household needs. The facilities
categorized as Consumer Financing
include credit cards, auto loans,
housing finance, consumer durables
and personal loans.

Corporate means and includes
public limited companies and such
entities, which do not come under
the definition of SME.

Credit risk arises from the potential
that a borrower or counter-party will
fail to perform an obligation or repay
a loan.

Discount rate is the rate at which
SBP provides three-day repo facility
to banks, acting as the lender of last
resort.

Duration (Macaulay’s Duration) is
a time weighted present value
measure of the cash flow of a loan or
security that takes into account the
amount and timing of all promised
interest and principal payments
associated with that loan or security.
It shows how the price of a bond is
likely to react to different interest
rate environments. A bond’s price is
a function of its coupon, maturity
and yield.

GAP is the term commonly used to
describe the rupee volume of the
interest-rate sensitive assets versus
interest-rate  sensitive  liabilities
mismatch for a specific time frame;
often expressed as a percentage of
total assets.

Gross income is the net interest
income (before provisions) plus non-
interest income; the income available
to cover the operating expenses.

Interbank rates are the two-way
quotes namely bid and offer rates
quoted in interbank market are called
as interbank rates.

Interest rate risk is the exposure of
an institution’s financial condition to
adverse movement in interest rates,
whether domestic or worldwide. The
primary source of interest rate risk is
difference in timing of the re-pricing
of bank’s assets, liabilities and off-
balance sheet instruments.

Intermediation  cost is  the
administrative expenses divided by
the average deposits and borrowings.

Liquid assets are the assets that are
easily and cheaply turned into cash —
notably cash and  short-term
securities. It includes cash and
balances with banks, call money
lending, lending under repo and
investment in government securities.

Liquidity risk is the risk that the
bank will be unable to accommodate



decreases in liabilities or to fund
increases in assets. The liquidity
represents the bank’s ability to
efficiently and economically
accommodate decreases in deposits
and to fund increases in loan demand
without negatively affecting its
earnings.

Market risk is the risk that changes
in the market rates and prices will
impair an obligor’s ability to
perform  under the  contract
negotiated between the parties.
Market risk reflects the degree to
which changes in interest rates,
foreign exchange rates, and equity
prices can adversely affect the
earnings of a bank.

Net interest income is the total
interest income less total interest
expense. This residual amount
represents most of the income
available to cover expenses other
than the interest expense.

Net Interest Margin (NIM) is the
net interest income as a percent of
average earning assets.

Net loans are the loans net of
provision held for NPLs.

Net Non-Performing Loans
(NPLs) is the wvalue of non-
performing loans minus provision
for loan losses.

Net NPLs to net loans means net
NPLs as a percent of net loans. It
shows the degree of loans infection
after making adjustment for the
provision held.

Non-Performing Loans (NPLs) are
loans and advances whose mark-
up/interest or principal is overdue by
90 days or more from the due date.

NPLs to loans ratio/Infection ratio
stands for NPLs as a percent of gross
loans.

Paid-up capital is the equity amount
actually paid by the shareholders to a
company for acquiring its shares.

Rate Sensitive Assets (RSA) are
assets susceptible to interest rate
movements; that will be re-priced or
will have a new interest rate
associated with them over the
forthcoming planning period.

Repricing risk arises from timing
differences in the maturity of fixed
rate and the repricing of floating
rates as applied to banks’ assets,
liabilities and off-balance sheet
positions

Return on assets measures the
operating  performance of an
institution. It is the widely used
indicator of earning and is calculated
as net profit as percentage of average
assets.

Return on equity is a measure that
indicates the earning power of equity
and is calculated as net income
available for common stockholders
to average equity

Risk weighted Assets: Total risk
weighted assets of a bank would
comprise two broad categories:
credit risk-weighted assets and
market risk-weighted assets. Credit



risk weighted assets are calculated
from the adjusted value of funded
risk assets i.e. on balance sheet
assets and non-funded risk exposures
i.e. off-balance sheet item. On the
other hand for market risk-weighted
assets, first the capital charge for
market risk is calculated and then on
the basis of this charge amount the
value of Market Risk Weighted
Assets is derived.

Secondary market is a market in
which securities are traded following
the time of their original issue.

SME means an entity, ideally not a
public limited company, which does
not employ more than 250 persons
(if it is manufacturing/ service
concern) and 50 persons (if it is
trading concern) and also fulfills the
following criteria of either ‘a’ and
‘c’ or ‘b’ and “c’ as relevant:

(a) A trading / service concern with
total assets at cost excluding land
and building upto Rs50 million.

(b) A manufacturing concern with
total assets at cost excluding land
and building upto Rs100 million.

(c) Any concern (trading, service or
manufacturing) with net sales not
exceeding Rs300 million as per
latest financial statements.

Tier | capital: The risk based capital
system divides capital into two tiers-
core capital (Tier 1) and
supplementary capital (Tier Il and
Tier II1). Tier 1 capital includes fully
paid up capital, balance in share
premium account, reserve for issue
of bonus shares, general reserves as

disclosed on the balance-sheet and
un-appropriated /unremitted profit
(net of accumulated losses, if any).

Tier 1l capital or Supplementary
Capital (Tier 1 & I1I) is limited to
100 percent of core capital (Tier I).
Tier Il includes; general provisions
or general reserves for loan losses,
revaluation  reserves,  exchange
translation  reserves, undisclosed
reserves and subordinated debt.

Tier Il capital consists of short-
term subordinated debt and is solely
held for the purpose of meeting a
proportion of the capital
requirements for market risks.

Yield risk is the risk that arises out
of the changes in interest rates on a
bond or security when calculated as
that rate of interest, which, if applied
uniformly to future time periods sets
the discounted value of future bond
coupon and principal payments equal
to the current market price of the
bond.

Yield curve risk materializes when
unanticipated shifts have an adverse
effect on the bank’s income or
underlying economic value.
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Quarterly Performance Review of the Banking System
March 2006

The review is based on the data mainly taken from the Quarterly Reports of
Conditions and Annual Audited Accounts submitted by banks. It covers their
global® operations, unless otherwise indicated. The banks have been divided into
four groups namely, Public Sector Commercial Banks (PSCBs), Local Private
Banks (LPBs), Foreign Banks (FBs) and Specialized Banks (SBs). PSCBs include
two nationalized commercial banks and two provincial banks, whereas LPBs
consist of four privatized banks and seventeen domestic private banks. The
composition of these four groups has been given in Annex-1V. The performance of
the banking industry as a whole and these groups in particular has been evaluated
by using the financial soundness indicators.

Overview

The first quarter of the current year proved very productive for the banking
system. By keeping intact the strong profitability momentum, the banking system
added further strength to its solvency position. Total net profit of Rs14.9 billion
visibly eclipsed the net profit of Rs9.9 billion in the corresponding quarter of the
previous year. The underlying factors remained the large volume of high yield
assets along with the persistent growth in net margins. Net mark-up income
accounted for 74.3 percent of the gross income, and it was large enough to cover
the operating expenses and provision charges. This was despite the fact that
operating expenses as a percentage of gross income have been increasing
gradually because of expanding operations and growing technological network.

The healthy profits have also been very salutary for the solvency profile of the
banking system, which has grown from strength to strength over the past many
quarters. The current quarter saw further addition to risk-based capital as it
increased to Rs283 billion from Rs265 billion. An important feature of the risk-
based capital is that the proportion of core capital is on the rise, which is depictive
of the inherent strength of capital. This is evident by an increase in the share of
core capital to 75 percent from 74 percent in CYO05. The persistent build up of
capital has also impacted positively the capital adequacy ratio (CAR) of the
banking system, which improved to 11.6 percent from 11.3 percent in CY05.

! Domestic operations of all the banks operating in Pakistan plus operations of overseas branches of
Pakistani banks



While banks have relied heavily on strong growth in loans for their record profits,
and thus has helped them stay on course to meeting the higher capital
requirements in phased manner, it has at the same time exposed them to higher
credit risk. Particularly, the rising interest rates have the potential of undermining
the debt repayment capacity of borrowers, and such a scenario might not be
conducive for the capital build-up plans of banks. These concerns got fuel from
the rise of Rs3.5 billion in total non-performing loans of commercial banks during
the quarter. However, a decline of Rs4.1 billion in the NPLs of specialized banks
helped more than offset the rise in NPLs of commercial banks. Consequently,
total NPLs of the banking system fell to Rs176.7 billion from Rs177.2 billion in
CYO05. This impacted positively the key asset quality ratios of NPLs to loans and
net NPLs to net loans, which decreased to 8.1 percent and 1.9 percent respectively.
Going by the international standards, the key asset quality indicators fall within
reasonable levels, particularly, the ratio of net NPLs to net loans indicate that
banks have already booked losses against the portfolio of chronic NPLs.

However, improved indicators of asset quality do not obviate the need to apply
strict and incisive credit appraisal and monitoring standards against fresh loans. In
a noticeable departure from the trend in the past quarters, lending activities of
banks saw deceleration in this quarter. The increase of Rs48 billion was quite low
if compared with the strong growth trends witnessed during CY05. While the
loans tend to lose momentum during this part of the year on account of seasonal
downturn in economic activities, higher lending rates as well as optimal level of
loans utilization in previous quarters might also have contributed to lowering the
growth in loans this time around.

Corporate and consumer sectors remained the major beneficiaries of the growth in
loans during this quarter. Conversely, loans to agriculture and SMEs saw a
decline.

The faster increase in loans in the past quarters had rested heavily on the ample
liquidity generated through huge influx of deposits. However, deposits recorded
only a modest increase of Rs18.4 billion during the current quarter. Apart from the
seasonal impact and tighter monetary policy stance, higher trade deficit might also
have played significant role in dampening the pace of deposits” growth. The slow
down in deposits eventually brought about a moderation in the rapidly expanding
balance sheet of the banking system.

While tight monetary policy is the natural reaction to high inflation rates, and the
current monetary policy posture is expected to sustain till the discernible
moderation in inflation, the ensuing high interest rates contain ominous overtones
for liquidity and market risk management of the banking system. Liquidity



constraints continued to radiate higher risks in the presence of rising ratio of loans
to deposits, and mismatches in the maturity profile of assets and liabilities. Loans
to deposits ratio increased to 71.4 percent from 70.2 percent in CY05. Market risk
also arises because of negative mismatches in the shorter-term maturity buckets of
risk sensitive assets (RSASs) and risk sensitive liabilities (RSLs). This coupled with
the positive duration Gap in longer term brackets might undermine the market
value of equity on the back of rising interest rates.

While the overall performance of the banking system remained impressive in the
first quarter of the current year, its sustainability depends heavily on the ability of
banks to manage the brewing pressures in the form of credit, liquidity and market
risks. In this respect, containment of credit risk holds special significance because
further rise in NPLs of commercial banks might seriously undercut earnings
streak, which would have negative implications for banks’ efforts to augment their
capital in line with the growing requirements each year.

Another potential factor, which might also pressurize net interest margins of
banks, is the demand for higher returns on deposits. With the launch of PIBs,
higher return on National Saving Schemes (NSS) instruments and growing
disenchantment of depositors, the banks are expected to indulge in more intense
competition to mobilize funds in an environment showing signs of growing
liquidity constraints. Consequently, the rate of return on deposits is expected to go
up as well. This will ultimately squeeze their interest margins. The emerging
financial scenario requires banks to adopt a prudent and balanced approach in
managing the building pressures as well as ensuring sustainable earnings streams
to maintain profitability and solvency.



2. Assets and Funding Structure

In a sharp contrast to the growth
patterns of the past quarter, total assets
of the banking system grew at a
noticeably muted pace in the first
quarter of CY06 (see Figure 2.1).
Growth of 2 percent is not only far
below the annual growth of 20.2
percent during CYO05 but also is lower
if compared with the growth of 2.8
percent in the corresponding quarter of
the previous year. The significant
slow down in the balance sheet
expansion finds its explanation in the

Figure-2.1: Total Assets of Banking System
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simultaneous deceleration in deposits and loans growth, which responded to the
seasonal sluggishness of economic activities and tightened monetary policy
stance.

The persistent tight monetary policy stance is reflected in the asset mix of the
banking system, which displays faster increase in the share of investment portfolio
as compared with the negligible increase in the share of loans (see Figure 2.2).
The increase in policy rates has also started to make investments relatively more
lucrative. Consequenﬂy, the share of Figure-2.2: Composition of Banks' Total Assets

investments in the assets composition
grew by 1.4 percentage points as
compared to 0.1 percentage points
increase in loans share. Without
cutting  substantially the supply of
funds for loans, the banking system
released the funds locked in cash and
bank balances to meet their growing
appetite  for  investments. The
utilization of these low yield funds
into higher yield avenues is likely to
help banks in maintaining their
income streams at reasonable levels.
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B Other Assets 10.4 9.4 6.4 5.2 5.1 5.2 5.3
Cash &Bank Balances 14.7 18.7 14.0 12,6 16.1 12.8 1.3
B Lending toFls 8.9 7.0 6.6 7.7 4.7 5.8 5.6
W Investments 16.8 18.1 315 30.9 22.3 21.9 233
Advances 49.1 46.9 41.4 43.6 51.7 54.4 54.5

The group-wise position shows further increase in the share of local private banks
(LPBs) whereas the share of public sector commercial banks (PSCBs) continued



the downward trend (sge Figure 2.3). Figure-2.3: Group-wise Share in
However, the pace of increase in the Total Assets

share of LPBs slowed down visibly 100%1
as the banks mainly responsible for 80%
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increase in total assets of this group.

Specialized banks (SBs) saw their share remaining unchanged during the period
under review.

In recent years, the role of medium size banks has been significant in promoting
competition in the banking system as they have been striving hard to increase their
share of the total assets pie. The growing competition being put up by these banks
has led to persistent fall in the share of top five banks. The same trend continued
during the quarter as the share of top five banks declined to 53 percent from 54
percent in CYO05. Conversely, the share of next five banks increased to 19 percent
from 18 percent in CY05. The share of next ten banks remained the same at 20
percent while those of the remaining banks increased to 8 percent from 7 percent.
The increase in the share of the small banks is on account of the increase in the
number of these banks from 19 to 20 because of the granting of license to a new

Islamic bank. ) ) :
Figure-2.4: Deposits of Banking System
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years, the widening trade gap and tight monetary policy stance appeared to be
casting shadow on the deposits expansion. Moreover, the process of multiple
deposits creation also received a blow on account of lower growth in loans, which
tend to lose momentum during this part of the year because of normal seasonal
slow down.

Another factor, which becomes more pronounced at year end, is that some banks
are engaged in intense competition to capture greater market share, and hence they
usually tend to augment their balance sheets through aggressive mobilization of
deposits during the last quarter of the year. A significant portion of the deposits
thus mobilized flows out of the system in the ensuing weeks of the new year. This
is substantiated by the sharp surge in deposits by Rs129.5 billion during the last
fortnight of CY05 followed by an outflow of Rs89.2 billion during the first
fortnight of CY06.

Of late, depositors have also started to show greater interest in foreign currency
deposits. This is apparent by an increase of Rs8.3 billion in foreign currency
deposits, which ultimately proved very helpful to the overall growth in deposits.
The growing appetite for foreign currency deposits springs from the developing
pressure on Pak rupee on the back of rising deficit on external front.

The issue of lower return being paid
on deposits has been debated _ _ _ _

. . . O Fixed deposits @ Saving deposits
eXtenSIVEIy In recent tlmeS, and bankS O Current-Remunerative O Current-Non-Remunerative
have been target of scathing criticism B Others @ Financial Institutions

in this respect. While banks have ﬂ
been found wanting in sharing their

huge profits with depositors, the

peculiar structure of deposits with e

Figure-2.5: Deposits Structure
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68 percent, which by all means is
quite high (see Figure 2.5).
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However, weighted average deposits rates have started to increase persistently on
the back of tightened monetary policy stance. This is evident by an increase of 145



bps in the weighted average deposits rates? since CY04. During the quarter under
review, these rates increased by another 20bps. The rising rates have also had
positive impact on the share of fixed deposits, which increased to 27 percent from
18 percent in CYO04 and 26 percent in CY05. The rates are expected to increase
further given the growing liquidity strains, and the resultant stiff competition for
funds. This would help further increase the share of fixed deposits in the total
deposits of the banking system.

The share of foreign banks in the _ _

deposits’ increase was conspicuous, F19ure-2.6: Group-wise Share in
. Deposits
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SBs declined further on account of fall in their deposits during the quarter.
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In the ensuing quarters, banks would have to strive harder to recoup the healthy
growth trends of deposits witnessed in the past quarters. For this purpose, banks
will have to offer higher returns to attract deposits keeping in view the fact that the
Government has recently raised rates on National Saving Schemes instruments.
This might catalyze the individual depositors to divert their savings to these
instruments. Additionally, the recent auction of PIBs coupled with more in the
coming days might also lead to the flight of institutional deposits. Above all, the
sustained tight monetary policy might also further squeeze the liquidity conditions
in the financial market making it difficult for banks to mobilize deposits at hitherto
easy rates. However, expected pick up in lending activities and the fiscal stimulus
as envisaged in the budget for the upcoming year would help fuel economic
activities. This might help banks in recovering the lost momentum of deposits
growth in the remaining part of the year.

% Including zero rate total outstanding deposits.



The slow growth in deposits and higher liquidity strains are also manifested by
persistent increase in demand for borrowings by the banking system. During this
quarter, total borrowings of the banking system increased by another Rs26.6
billion. The break up shows that borrowings against repurchase agreement (Repo)
and export finance together make up 62 percent of total borrowings, and during
the current quarter, borrowings against both these heads increased by Rs9.1 billion
and Rs1.5 billion respectively. The future trend in borrowings rests on availability
of liquidity as well as loan demand by the various segments of the economy. The
present scenario indicate further rise in borrowings in the coming quarters.

After witnessing very high growth in Figure-2.7: Total Loans of the Banking
CYO05, loans portfolio of the banking 2500 |
system increased at much lower pace
during the quarter under review. The
growth of Rs48 billion is well below
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Further analysis shows that level of credit intake by the corporates as well as other
growing segments during CY04 and CYO05 was very large. This is evident by the
fact that during these two years, banks extended loans amounting to Rs883 billion
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around 22 percent (Rs10 billion). On
the other hand, SBs saw a decline in
their loans during the quarter. The
sector-wise distribution of increase in
loans reveals that private sector played
key role in loans growth during the
quarter. Conversely, loans to public
sector declined by around Rs9.5
billion due to retirement of loans
extended for commodity operations.
The noticeable aspect of the period
under review was the performance of
corporate  and consumer finance
sectors. The credit intake of corporate
sector grew by Rs46.0 billion (see
Table 2.1), which helped reverse the
declining trend in its share in total
loans of the banking system.
Corporate sector now holds 54.3
percent of total loans as against 52.7
percent in CYO05. This increase in
loans was mainly utilised to finance
the working capital needs of corporate
sector. The general perception of
higher rate of default in the wake of
rising interest rates and consequent

Figure-2.8: End-Use Distribution of Bank
Loans - Mar-05
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reduction in credit intake by consumer

finance still did not come to fore, which depicts that the consumer finance sector
still holds great potential. By adding another Rs18.1 billion, its contribution in
overall loans growth (domestic operations) was around 78 percent and it also
registered the highest growth rate of 7.2 percent among all other sectors.
Consequently, its share in overall loans portfolio augmented to 13.1 percent from
12.4 percent in the past quarter. The break-up of consumer finance into different
sub-sectors shows, in absolute terms, the auto loans and mortgage loans recorded
almost same level of growth around Rs7.4 billion, whereas in percentage terms the
mortgage loans registered the highest growth rate of 21.8 percent followed by auto
loans of 9.6 percent. Further analysis of consumer finance shows that the personal
loan category borrowers availing 40.2 percent of total consumer finance were on
the top, followed by auto loans borrowers availing 33.0 percent. The rest belonged
to other categories of consumer finance. However, on the other hand, the share of
SME sector slightly reduced to 17.3 percent from 17.7 percent due to reduction in



their working capital needs during this period. The Agriculture sector also
witnessed negative growth due to seasonal impact. The healthy growth in credit
brought about by corporate and consumer finance sectors, despite slack period,
were more than enough to

Table-2.2 : Sector-wise number of Borrowers

compensate the negative Dec-02 Dec-03___ Dec04___ Dec05 __ Mar-06
Corporate Sector 14,256 17,743 19,333 19,881 19,546
g rowth repo rted by SME and SME Sector 67,520 91,663 106248 161,316 161,008
H Agricultuer 1,339,961 1411508 1,503,827 1534502 1,526,062
agricu Iture sectors. Consumer Finance 252,156 721,201 1,619,207 2,407,806 2,457,416
. R Commodity Operation 1,458 2,069 3,207 6,730 6,026
The increase in share of staffLoans 72,570 69,796 72,633 72,927 73,255
. Others 56,683 63,696 73,735 44,144 42,372
corporate sector in overall Toum 1,804,604 2377676 3,398,190 4,247,306 4,285,685

Ioans pOI’thliO aISO had |tS Domestic operations covering both public and private sector borrowers

impact on end-use distribution of loans (see Figure 2.8 & 2.9). The share of both
working capital and fixed investment improved by one percentage point each to 35
percent and 24 percent respectively from 33 percent and 23 percent at the end of
the corresponding quarter last year. The share of agriculture and commodity
operations slightly reduced to 12 percent from 14 percent at the end of
corresponding quarter last year due to the reason cited above.

Due to seasonal slackness, the borrowers-base also recorded reduction in almost
all sectors, except consumer finance (see Table 2.2). On this front, once again,
consumer finance outperformed all other sectors by adding 49,610 more
borrowers.

The Investment portfolio of the banking system further increased by Rs65.9
billion during the quarter under review. Since investment in federal government
securities form significant portion of total investment, any movement in this
component have its impacts on total investments, usually in the same direction.
Since the return on government securities is consistently improving over the last
many quarters, therefore, investment in this component attracted banks’ attention
to earn risk free returns. By growing Figure-2.10: Breakup of Investments Mar-06

at a rate of 12.3 percent during the TFCs,

. . bonds,
current quarter, the investment in Fullypaid  PTCs etc -
federal government securities up ordinary 8% investments

shares

increased to Rs 662.1 billion from 4% 2%
Rs589.5 billion as at end of last
quarter. Consequently, its share in
overall investment increased to 76
percent (see Figure 2.10), from 73
percent in CY05.

Federal
Govt.
Securities

76%

The investment in MTBs was mainly
responsible  for enhancement in
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federal government securities portfolio. By growing at a rate of 15.5 percent,
investment in MTBs reached to Rs439.3 billion from Rs380.4 billion, registering
growth of Rs58.9 billion. The investment in PIBs decreased by Rs1.3 billion,
thereby reducing its share to 23.0 percent from 26.1 percent over the quarter. The
declining share of PIBs is expected to reverse in the coming quarters with the
recent launch of PIBs auctions after a long interval.

The group-wise analysis shows LPBs
and FBs were mainly responsible for
increase in investments in
government securities (see Figure
2.11). LPBs accounted for 88.9
percent of the increase in federal
government securities while FBs
brought about the rest. On the other
hand, PSCBs reduced their portfolio
of government securities. Further
analysis reveals that of their total
investments, FBs hold 96.6 percent in
government securities followed by
LPBs, which are keeping 80.6
percent in the same.

Figure 2.11: Investment in FG Securities
700 4
600 1
500 1

Billion rupees

400 4
300

Cy02

246

55
586

591

CYo3

CYo4

cYos
109
400
66
575
15
590

Mar -06
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3. Financial Soundness of the Banking System
3.1 Solvency

The banking system stayed on course  Figure-3.1.1: Risk -based Capital
in terms of improvement in its capital 250
position. Drifting mainly on the back
of stronger profitability, the solvency
position of banking system further
strengthened. A discernable
improvement has been registered not

. 100 +
only in core capital but also in ] ——/

200 -

150 A

Billion rupees

supplementary capital. However, the 09 0 cwe cws  owe o5 waros
mainstay has been the core capital, supplCapital 120 235 233 508 697 71
which continues to depict a major CoreCapital 05 552 770 BL7 153 2006

e Re quire d Core 33.1 35.9 47.3 69.6 94.2 97.9

share of 75 percent of overall capital.
Besides, the core capital alone meets
the overall regulatory capital requirements (see Figure 3.1.1).

e Required Total 66.2 718 94.7 139.3 188.3 195.8

Maintaining the ongoing momentum,  Figure-3.1.2: RWA to Total Assets

year-on-year growth in capital (46 700 -
percent) undoubtedly outstripped the 650 |
growth in assets (20 percent) during 600 |

Mar-06. Such continuous growth in I 550 |

capital and  improvement in 500 |

profitability indicates further 450 |
strengthening of solvency position. 400 |
Although the growth in assets had no 350 |
match with growth in capital yet total 300
risk weighted assets grew by a GOL GV CY03 - CYDS - CYO0S Mar-09
sizeable amount. Therefore, riSk ——auganks 426 403 465 572 643 656

CBs 40.5 386 452 56.6 64.1 672

weighted assets to total assets ratio
slightly crept up to 65.6 percent from 64.3 percent during the quarter under review
(see Figure 3.1.2).
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During the last couple of years
the pace of fresh NPLs’
creation has been very low.
This coupled with increased
provisioning  contributed to
reduction of the quantum of net
NPLs to Rs39 billion during the
quarter. Persistent fall in net
NPLs in conjunction with sharp
pickup in capital brought about
marked decline in net NPLs to
capital ratio to 12.7 percent
against 14.3 percent in CY05
(see Figure 3.1.3).

Figure-3.1.3: Net NPLs to Capital

200 ~
150 +
b= 100 -
(]
e
5 J
K 50
0 4
-50 -
CYoo  cyo1
PSCBs 1245 1602
SBs 0.0 00
P Bs 1535 125.2
— FBs 9.0 58
cBs 96.7  100.7
All 1313 1505

CYo2
83.4
0.0
54.8
4.7
54.2
85.5

CYo3
50.0
0.0
39.1
3.2
36.9
54.4

CYo4
16.2
0.0
24.3
-0.2
19.0
29.2

CY05 Mar-06
5.5 6.0
0.0 0.0
13.0 1.7
-3.0 -3.2
9.0 8.9
14.3 2.7

Moreover, threat to capital from un-provided NPLs has further reduced. Argument
is substantiated by discernable improvement in adjusted capital to total assets
ratio?, which has inched up to 7.2 percent in quarter under review from 6.7 percent
in CYO05. Capital gaining further strength, in conjunction with remarkable slip in
NPLs has contributed in strengthening the adjusted capital to total assets ratio.

Driven primarily by the stellar
growth in capital, solvency
indicators of the banking
system have shown further
improvement  during  the
quarter under review. In this
connection, subtle signs of
amelioration in capital
adequacy ratio for all banks
have been witnessed. CAR
improved from 11.3 percent in
CYO05 to 11.6 percent during
the current quarter (see Table
3.1.1). Likewise, tier | capital
to RWAs has inched up to 8.6
percent from 8.3 percent in the
preceding quarter. Remarkable
growth in capital has also

Table-3.1.1: Capital Adequacy Indicators

Percent CY00 Cyo1l

CY02

CY03

CY04

CY05

Mar-06

CAR
PSCBs
LPBs
FBs

104
9.2
18.0

96
95
18.6

123
9.7
23.2

110
9.0
23.0

134
101
17.4

145
106
16.4

155
11.0
16.1

CBs
SBs

114
(3.3)

113
(139)

126
(3L7)

111
(28.2)

114
(9.0

119
@.1)

123
(12.4)

All banks 9.7 88

8.8

8.5

105

113

116

Tier 1 Capital
PSCBs

LPBs

FBs

7.7
8.1
17.9

71
8.4
186

8.6
6.6
23.0

8.2
7.0
23.0

86
75
17.1

8.8
83
16.1

9.8
8.7
158

CBs
SBs

9.8
(34)

97
(139)

97
(3L7)

9.1
(28.7)

86
(15.0)

9.1
(13.6)

95
(18.2)

Al banks 83 73

6.2

6.5

76

8.3

8.6

Capital to Total Assets
PSCBs

LPBs

FBs

46
35
8.8

37
38
85

56
52
10.6

6.1
53
9.9

87
6.5
8.9

135
74
9.4

CBs
SBs (10.3)

4.9
(1.1

46

6.1
(23.0)

6.1
(10.0)

72
(94

8.8
(10.7)

All banks 4.5 38

48

5.5

6.7

8.2

Capital (free of net NPLs) to Total Assets
PSCBs 11 @2)
LPBs (1.9) (1.0)
FBs 8.0 8.0

0.9
24
10.1

12.9
6.4
9.6

CBs 02 (0.0)
sBs (25.5) (344)

28
(44.5)

8.1
(20.1)

Al banks (1.4) (19

0.7

7.2

2 Balance sheet capital less net non-performing loans to total assets.
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translated into the capital to total assets ratio, which has increased up to 8.2
percent against 7.9 percent in CYO05, portraying well-capitalized® state of banking
system.

Group wise analysis of capital adequacy indicators divulge across the board
improvement except for SBs. All solvency indicators for SBs have plummeted,
due to losses incurred by one of the SBs and partly to persistent and excessive
provisioning by another SB. However, adjusted capital to total assets ratio in case
of SBs has slightly recovered

0W|ng to Increased reS|stance Table-3.1.2: Distribution of Banks by CAR

against fresh infeCtionS as We” Nos. Total Below8% 8t010% 10to15% Over 15 %

N N cY97 46 7 5 12 22
as to fall in net NPLs. There is cves 46 2 4 17 2
sufficient evidence signalling CY99 44 3 6 1 19
continuous improvement in the Y™ o > o 1 u
.. CYo1 43 5 5 11 22

solvency position of PSCBs. cvo? 40 4 4 9 2
During the quarter under cvos 40 4 10 5 21
review, PSCBs have registered €Y% %8 ! 3 ° 1
. . . CY05 39 2 7 13 17
uniform improvement in all o6 40 1 9 11 19

relevant indicators.

The bank-wise position reveals certain shifts in the number of banks falling into
various CAR brackets (see Table 3.1.2). Largely on account of their expanding
loans portfolio, one more bank joined _ )

the group of the banks with CAR less F'gurejl;y' Bankcs Market share by CAR

than 10 percent, while the number of 90%

banks with CAR more than 10 percent jzj

remained the same at 30 in CYO5. 50%

However, the number in most well 50%

capitalized CAR category i.e. above 40%

15 percent has increased due to the o

entry of a new Islamic bank. In o B m
addition to it, market share of banks 0% -

CY01 CY02 CY03 CY04 CY05 Mar-06

with CAR greater than 10 percent has

- . n b&above 49.1 58.8 48.2 445 60.5 59.7
slightly decreased to 59.7 percent in """ 0 T e wi e aoe
current quarter from 60.5 in CY05 weeows®% 22 01 80 o0s 07 02
(see Figure 3.1.4).

! Capital adequacy ratio for a well capitalized bank should be more than 10 percent,
similarly tier | capital to RWA ratio and capital to total assets ratio should be more than 5
percent.
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While majority of banks has significantly improved its capital base because of
higher profits and frequent capital injections on the back of higher capital
requirement, its true impact on CAR has remained restricted due to fast expansion
in loans. The coming quarters are expected to experience high loans growth and it
will further increase the level of risk-weighted assets, which ultimately might
pressurize the CAR. However, banks are expected to aggressively increase capital
to comply with the higher regulatory requirement by the year’s end. To achieve
this goal and also to ensure smooth transition to Basel-11, banks should exercise
strict vigilance against the quality of loans, and sustain the current profitability
levels.

3.2 Profitability

The banking system continued the pace of strong earnings during the quarter Mar-
06. Supportive economic scenario, increase in high yield assets and significant rise
in the net interest income led to further improvement in the profits of the banking
system. This impressive profitability was mainly contributed by LPBs; however,
SBs incurred heavy losses during the period. The year-to-date after tax profits
attained the level of Rs14.9 billion (see Table 3.2.1).

Among the profitability indicators of = g rueseennien
C B S Y R OA befo re tax fu rth e r :;:ﬁé:em’e - 3.9 02 109 16.1 14.2 228 6.6
improved to 3.0 percent from 2.9 = R - S S S

cBs 7.0 103 29.4 470 524 949 267

percent in CY05. While PSCBs and s e9 ey we ey e gy o

All Banks 45 11 190 437 52.0 938 237

FBs succeeded in improving their rouaer

PSCBs 18 “6) 48 9.4 80 155 43

ROA before tax, the same for LPBs = o = o we  ana

FBs 14 24 42 42 58 80 24

remained unchanged. On the other & bo G m m m w0
All Banks (28) 9.8) 29 247 34.7 633 14.9

hand, ROE before tax of CBS SaW @ ... s e

Slight decline tO 35.5 percent from (Percent) CY00 CY01 CY02 CY03 CY04 CY05 Mar-06

After Tax ROA
37.2 percent in CY05. It was mainly &= N S-S B
due to the comparatively faster G R T T T T e —
increase in equity. Almost the same meme —oo oo w1 —1o-
- - . After Tax ROE (based on Equity plus Surplus on Revaluation)
trend is visible for ROA after tax and e« o ms  ws  wa  me e
LPBs (17.4) 103 173 258 202 272 248
RO E after taX (See Tab I e 3 . 2 . 2) . FBs. 6.1 9.1 15.2 148 215 27.1 28.9
CBs (0.3) (0.3) 143 203 196 254 238
SBs. - - - - - - -
All Banks (35) (12.6) 32 200 203 258 205

Consolidated position for the quarter

under review reflects that commercial banks are consistent in their performance.
The CBs, holding 97 percent assets of the banking industry, have managed to
consolidate their profitability on solid footing as net interest income, considered
hard core earnings, constituted 73.8 percent of the gross income. Though fee based
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income has been consistently increasing, its share in the gross income has
remained on decline. Dividend income of the banks shrank as most of the
corporate sector is yet to finalize its annual accounts. On expense side, operating
expenses as percentage of gross income increased from 41.2 percent to 43.6
percent but it is still within the acceptable range. Operating expenses grew with
moderate pace as compared to strong growth in the gross income. This increased

share of operating expenses in the
gross income is mainly due to
increase in business volume and
branch expansion policy adopted by
LPBs. The PSCBs have been able to
further reduce this ratio from 34.3
percent in CY05 to 33.9 percent in
Mar-06. Increase in the provisioning
charges is mainly attributed to change
in the regulatory requirements for
provisioning against NPLs. However,
the net interest income of Rs38.9
billion was sufficient to cover the

Figur

e-3.2.1: CBs' P&L Structure

)
CYo0 CYol CY02 CY03 CYo4 CY05 Mar-06

Other Non-Interest Income
Fee Based &Currency Dealing Income

mmmmm Net Interest Income

All expenses +Extraordinary charges

Operating Exp.+Provision

Operating Expense

operating expenses and provision charges (see Figure 3.2.1).

Tremendous growth in net interest income since start of CYO05 is contributed by
gradual increase in the interest rates. Increase in lending rates was instrumental in
enhancing the profitability of banks. Increased return on government securities
further amplified the earnings. Despite some uptick, return on deposits remained

largely subdued. This resulted in
improved net interest income of CBs
which reached to Rs38.9 billion,
which is well above Rs26.4 billion
achieved during the corresponding
quarter last year. Growth in assets
base coupled with shift in assets mix
towards high yield assets also caused
volume driven expansion in the net
interest income (see Figure 3.2.2,
which shows the sources of rise in net
interest income considering CY04 as
base year).
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Excess liquidity due to domestic
savings and tremendous inflow of
foreign remittances during last few
years benefited the banks in the form
of availability of low cost deposits.
Coupled with rise in the lending rates,
this resulted in widened gap between
lending and deposit rates and enabled
the banks to achieve unprecedented
profitability in CYO05. This gap has
also to do with the structure of

deposits. The current account
deposits of banks carry no return as
they provide the on-demand-

withdrawal facility and their share in
overall deposits is quite high. Increase
in these zero return deposits has also
pushed down the average return
further. Spread after excluding non-
remunerative deposits decreased by
98 basis points. The reducing gap
between weighted average lending
and deposit rates during the quarter
under review has led to a minor
decrease in the spread for the banking
system (see Figure 3.2.3). This
decline in spread is visible when
comparison between weighted average
rates for fresh disbursements and fresh
deposits is made. (see Figure 3.2.4)
shows trend in spread for fresh
disbursements and deposits since Jul-
05.

Trading gains of the banks are
increasing mainly due to the surge in
the equity, which have become
attractive for the banks. Of the trading
gains, 84.9 percent came from trading
in quoted shares (see Figure 3.2.5).

Figure-3.2.3: Weighted average
lending and deposit rates
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Figure-3.2.4: Weighted average
rates for fresh disbursements
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The banking sector has gone through massive changes during the last decade.
Marked with shift in ownership from public to private sector, mergers and
acquisitions, significant improvement in the quality of human resource base, huge
technological up gradation, and introduction of variety of products and services;
the banking industry is consolidating its profitability. The level of growth in the
earning assets and movement in the interest rate scenario backed by macro
economic environment will largely shape the future course of the banking
industry. The quality of assets and level of appropriate risk management policies
adopted by the banks will have direct bearing on the future profitability indicators.
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4, Risk Assessment of the Banking System

4.1 Credit Risk

Given the positive correlation
between loans and default rate, credit
risk of the banking system had started
to rise following the fast expansion in
loans in recent years. Addition of
Rs3.5 billion in the NPLs of CBs
during the quarter lends support to the
concerns that banks are faced with
higher  level of credit risk.
Consequently, NPLs of CBs increased
to Rs139.1 billion from Rs135.6

billion in CYO05 (see Figure 4.1.1).
The rise in gross NPLs also impacted
net NPLs of CBs which registered an
increase of Rsl.7billion, causing total
net NPLs of commercial banks to
increase to Rs28.3 billion from
Rs26.6 billion (see Figure 4.1.2).

While CBs witnessed a rise in their
NPLs, SBs managed to reduce their
NPLs by Rs4.1 billion. This helped
mitigate the impact of increase in
NPLs of CBs, rather gross NPLs and
net NPLs of all banks declined by
Rs0.5 billion and Rs2.3 billion
respectively. The substantial decline
in NPLs of SBs owes overwhelmingly
to one large bank in the group, which
resorted to aggressive write-offs and
provisions against its chronic NPLs.

The key asset quality indicators
however do not show any serious
concern. In fact, NPLs to loans and
net NPLs to net loans ratios of all
banks kept their downward course

Figure-4.1.1: Total NPLs of Banks
300

Billion rupees
g 8

CYo00 Cyo1l Cyo2 CYo3 CYo4 CY05  Mar-06

em——pscBs 1252 1206 955 859 401 380 390

LPBs 43.4 45.7 66.9 67.4 103.4 95.6 9.1
FBs 6.5 6.1 5.2 4.0 25 21 2.0
CBs 175.1 181.4 167.6 157.2 146.1 135.6 139.1
— SB 5 65.0 62.7 63.9 54.1 53.7 417 37.6
— Al 240.1 244.1 2315 2113 199.8 177.2 176.7
Figure-4.1.2: Net NPLs of Banks
120 4
100 1
o 80 |
&
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>
~ 20 |
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2 20 |
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[ 0 —
-20
CY00 CY01 CY02 CY03 CYo4 CY05 Mar -06
m—PSCBs 511 56.2 41.0 29.4 9.2 5.0 5.8
LPBs 27.4 27.2 27.7 25.1 311 225 23.6
FBs 2.2 16 1.4 0.8 0.0) (1.0) 1)
CBs 80.8 85.0 70.1 55.4 40.3 26.6 28.3
— D 21.2 25.6 21.2 20.8 18.8 14.7 10.6
— A | 108.0 110.5 91.3 76.2 59.1 41.2 38.9

Figureéo4.1.3: NPLs to Loans (Gross)

50 1 /\
o 40
c
8
S 30
j<5}
o
20 1
o —’—\ —~—
0 J
CY00 CY01 CY02 CY03 CY04 CY05 Mar -06
emmm—psCBs 263 259 255 204 133 100  10.0
LPBs 15.4 16.3 15.4 11.3 9.0 6.4 6.5
FBs 4.7 4.3 38 31 16 12 11
cBs 195 1906  17.7 137 9.0 6.7 6.7
e— S 524 530 547 556 541 460 424
— Al 23.5 234 21.8 17.0 116 8.3 8.1
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(see Figures 4.1.3 & 4.1.4). Despite  Figure-4.1.4: Net NPLs to Net Loans
increase in their NPLs in absolute 34 |
terms, both the key ratios for CBs

remained unchanged over the quarter. ] 4\/\
The rise in NPLs was neutralized by 207
increase in loans of CBs. B e—

N \
One encouraging aspect of asset 1) ——

quality in recent times has been that S
net NPLs to net loans ratio of all

Percent

e pSCBs 127 13.1 12.8 8.1 3.4 15 16

LPBs 103 104 7.0 45 2.9 16 16

banks  continued to  improve FBS 1711 11 07 00 08 0§

. . . .. CBs 10.1 10.3 8.3 53 2.7 14 1.4
persistently. This depicts declining ___ .0 s s ws 25 21 we
threat to the solvency position of the —ar 22 21 w9 6 38 21 10

banking system. The increasing provision against NPLs has been instrumental in
this regard. During the current quarter, the coverage ratio for all banks improved
further to 78 percent from 76.8

. : Figure-4.1.5: Provisions to NPLs
percent in CY05. However, for CBs it

declined because of relatively faster 150

increase in NPLs. Despite the decline, _  zo

the coverage ratio of CBs at 79.7 § 9

percent is still higher if compared & oo #‘5
with the ratio for all banks, and 30 —

indicates lower level of threat to asset 0

CY00 Cyo1 CY02 CYo3 CY04 CY05  Mar-06

quality of banking system as
significant portion of losses has
already been booked by the banking FBs 9 TALLTRS L TT LS MRS 1SS

CBs 539 532 582 648 724 804 797

system (see Figure 4.1.5). — s s2 869 615 69 68 717
The group-wise analysis shows that PSCBs and LPBs were mainly responsible for
the increase in NPLs of CBs. On the other hand, FBs continued the downward
trend in their NPLs. The deeper analysis reveals that there were 17 banks in all,
which experienced increase in their NPLs.

e—pscBs 592 566 571 658 770 8.9 8.2
LPBs 39 405 586 627 609 764 759

Corporate sector is the major beneficiary of banks loans, and thus holds great
significance for the asset quality of banks. During the quarter, loans to this
segment experienced minor deterioration (see Table 4.1). However, the increase
in NPLs ratio of this sector does not generate serious concern if viewed in the
background of rapid increase in loans to this segment over the past couple of
years.
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In contrast to fears surrounding

the quality of loans tQ ot !t ienets et .
consumer segment, incidence |,... ——"—T—"F——]
of default against this portfolio S
of bank loans has so far fii o e e a0
remained well contained. This  cw 0s 08 09
is reflected by an improvement .. R
in the ratio of NPLs to loans of O S R S
this sector. The fall in the ratio o o " o
owes largely to persistent

increase in lending to this

segment. The break-up shows higher level of default against consumer durable,
which, however, absorbs very low proportion of total consumer finance, and thus
does not cause any serious concern for the overall quality of loans. Other sub-
sectors, which utilize greater loans, portray significantly low default rate.

11 1.1 0.0 0.8 1.0 11
211 9.8 9.2 9.1 21.0 9.7
6.3 6.1 53.2 42.4 8.7 7.7

In terms of quality of loans, the performance of agriculture and SMEs segments
was noticeable. NPLs to loans ratios for these segments declined over the quarter.
In this respect, agriculture registered the highest decline in its ratio mainly because
of heavy write-offs by a specialized bank. However, the sustainability of the down
ward trend is doubtful considering the past volatile behaviour of NPLs to this
sector. This corresponds to the exposure of this sector to vagaries of weather.

The overall quality of the loans portfolio of the banking system remained
satisfactory despite the fact that some CBs saw, at the end of Mar-06, increase in
their NPLs portfolio. Banks however, will have to further tighten their credit
appraisal and monitoring standards to stem increase in their NPLs portfolio. This
becomes even more crucial keeping in view the fact that loans classification and
provisioning criteria has now become more stringent. Any deterioration in asset
quality will now quickly translate into additional provisioning, thereby adversely
affecting the profitability and ultimately the solvency position of the banking
system.
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4.2 Market Risk

Though gradually, the rise in interest
rates has been adding to the market
risk profile of the banks. Changes in
the macroeconomic variables both on
national and international fronts have
raised concerns for further rise in
interest rates. This has inflated the
interest rate risk especially for the
banks with largely positive duration
GAP.

Significant  mismatches in the
repricing profile drive the rate risk
exposure of the banks. For all banks,
though the repricing GAP is with-in
the acceptable limit of +/- 10 percent
of the total assets, the negative GAP
is undesirable in the prevailing rising
interest rate scenario (see Figure
4.2.1). Group wise, PSCBs, with the
largest negative GAP of 17.2 percent
followed by FBs are more prone to
interest rate risk. Corollary to the
significant negative GAPs in the short
term buckets, the positive GAPs in
the longer term bucket are on higher
side, which prompts the risk of
revaluation of such assets if the
interest rates increase.

Maturity mismatches along with the
yield curve movements have raised
the yield curve risk for the banks.
Though the increase in the interest
rates remained gradual, (see Figure
4.2.2), comparatively higher
increases in the shorter term interest
rates has further flattened the yield
curve. This flattening continued after
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the March-06 quarter as well (see Figure -4.2.4: Yield Spread in PKRV Rates (in %)
Figure 4.2.3). Consequently, the
yield spreads have also been
squeezing further (see Figure 4.2.4).

20y &5y
Sy &1ly
There is a risk that any steepening in
the yield curve due to increase in the 20y &3m
long term interest rates would
negatively affect the market value of
equity of the banks especially with

longer term fixed income assets and WMW‘
having positive duration GAPs. I II I II II I II I I I I I

Moreover, the increase in the interest rates also attracts the risk of revaluation
especially for the banks with largely positive duration. Of the total portfolio,
Pakistan Investment Bonds (PIBs) are more prone to this risk. Though the existing
classification structure of investment extends some comfort to the banks in the
form of not requiring them to book the revaluation deficits on their Held to
Maturity (HTM) portfolio, if any, however, one should not neglect the hidden
losses against such portfolio. Infact, banks, fearing revaluation losses on account
of category shift, appear to be content with low returns on the securities by
keeping them in the HTM category.

1y &3m
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On external front, rising trade deficits and the interest rates have slightly
weakened PKR against Dollar. Rupee Dollar exchange rate, which remained
stable between the range of 59 and 60 for quite some time, crossed its
psychological barrier of 60, and

presently it hovers around 60.20 (see  Foure-4.25: FIBRVs Kerb Rate

Figure 4.25). Kerb  market %7
premiums, however, remained on 821
lower side.

FIBR (In Rupees)

Kerb
Kerb P remium

61 -

60 -

Risk against direct foreign currency | 7
exposure remained minimal, since the %87
banks have their foreign currency
assets significantly exceeding the
foreign currency liabilities. In this
position, infact, the banks would gain R A
against any further depreciation of I II I I I II II I I II
rupee. However, it is the appreciation

of rupee, which may be a concern for such banks.
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Rupee Dollar forward points remained
positive, signalling the expectations of
further weakening of Rupee against
Dollar in near future. Responding to
which, the Net Open Position (NOP) of
all banks largely stayed positive (see
Figure 4.2.6) and with-in the
acceptable limits.

The total investment of banks in
shares® reduced slightly from Rs34.6
billion in CY05 to Rs34.4 in Mar-06
(see Figure 4.2.7). This is also
reflected in the overall exposure of the
banks in equities as percentage of
their capital, that reduced to 11.3
percent from 12.0 percent in CYO05;
hence reducing the overall equity
price risk of the banking sector. The
equity of the banks also improved
which caused the ratio to decline.
Furthermore, the investments in shares
as percentage of total investment of
the banking sector also slightly came
off to 4 percent from 4.3 percent in the
Dec-05.

Group-wise, PSCBs showed
significant  reduction  in  their
investments in shares; however, the
impact of this fall was largely nullified
by the increase in equity investments
of LPBs by almost the same quantum.
The equities exposure of PSCBs as
percentage of its capital came off to
5.4 percent in Mar-06 from 10.1
percent in CYO05, while that of LPBs
increased to 15.2 percent from 14.2

% At market value

24

Figure-4.2.6: NOP Vs Rs/$ Exchange Rate
80 - T 602

YTl

+ 59.6

+ 59.4

0 ———NOP in Million $ | 592
——— Rs/$ in Rupees (RH9)

-120 - 4 59.0

Figure-4.2.7: Exposure of Banks in Equities-

Mar-06 35 20
30
25 5
20
: |
0 5
5
0 l - 0
psc LPBs FBs CBs SBs All

mmm—— Actual 53 283 0.2 338 0.7 345

Exposure
e Exposureto 5.4 152 0.6 106 0.0 113
Capital

(RHS)

Figure-4.2.8: Total Exposure of Banks-Mar-
06 90

go #
70 |
60 1
5014 ®
40 1
30 4
% %o
20 ¥
°
* L PSR 4

10 0“
0 24 AR ‘

0 5 10 15 20

Bank's Market Share-P ercent



percent during the same period. The exposure of FBs remained negligible in terms
of their capital.

Whilst the overall exposure’ of most of the banks as percentage of their capital
remained within reasonable limits, a few banks with relatively smaller share in the
banking system carried high exposures, including indirect exposure as well (see
Figure 4.2.8). This is further substantiated by the fact that only five banks account
for 54 percent of the carry over transactions of the banking system. These banks
need to contain their exposures at their individual end.

As behaviour of the stock market remains erratic, it holds special connotations for
the banks carrying exposure therein. Resultantly, it is pertinent to gauge the
resilience of banking system towards any unexpected fall in the market value of
such investments. An exercise has thus been carried out to gauge the sensitivity of
the banks towards fall in the stock market. Considering the volatility of the stock
market and adopting a conservative Figure-4.2.9: Impact of Adverse Movement in
approach, the exercise assumes a 35 KSE-100 Index by 35 Percent

percent fall in the stock market. 1

Further, it has been assumed that the 2

fall in the market index will translate w0

into decline in the value of equity 8]

investments of the banks by same 6

percentage. The decline in the value .

of shares has been compared with the 2 I

surplus available with the banks 0 -

PSCB LPB FB CB SB All

against  such  investments. A

comparison with CYO05 position  eceteet Fe 28 oh me 0 e
shows that surplus available with the — msurpusonshares 26 61 00 87 05 92
overall banking sector increased by around 20 percent over the quarter. However,
on a bank wise basis, 6 banks were already carrying deficit against equity
investments. With the fall in the market value of shares by 35 percent, 21 more
banks shall have their surplus

converted into deficit. Group wise, Table-4.2.1: Impact of 35 Percent Fall in Market Value of
PSCBs and SBs have sufficient =aresonCARofBanks

. . . . Revised CAR Actual CAR
surplus available against decline in B 1 1
the value of equity investments. 81010 g g
However, LPBs show significant 101020 17 17
erosion in the available surplus, 20 t0 100 9 9
which converts to deficit at the EhOVERO0 4 4

* The exposure includes investment in shares at cost and investment in COT
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assumed fall in the value of such investments, and is also reflected in the position
of CBs and all banks (see Figure 4.2.9). However, the calibration of such shock in
the capital adequacy position of individual banks shows that none of the banks
moves to lower capital adequacy brackets (see Table 4.2.1).

43  Liquidity Risk

FOIIOWing the sharp grOWth in loans Figure-4.3.1: OMOs by SBP Vs Discounting
portfolio and the subsequent tight availedby the banks
. LT 400 4

monetary policy stance, liquidity
conditions in the market had started
to show signs of strain in the past ]
quarters. During March-06, liquidity £ 5o |
pressures intensified even further. 8 150 |

@ 100 |
Though SBP continued to manage the 50 1 \ }—I\I | I/{\I\ /\
liquidity tightening through frequent 01\ 1 AENEY AN
OMOs, the Mar-06 quarter has Soe ¥ g i i’vcg
witnessed net injections into the 1018 = a 28
system (see Figure 4.3.1). These 150
along with the substantial injections in the post quarter period were both solicited
in the form of discounting as well as unsolicited i.e. the purchases made by SBP
through OMOs following the frequent mop-ups. Such liquidity support was aimed

at easing the apparently high liquidity pressures. During the period, overnight rates
remained very close to the discount rate.
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While the primary objective of the current monetary policy stance has been to
control inflation through prudent management of market liquidity, it has also been
ensured not to stifle the growth objectives by raising interest rates too high. This is

Figure-4.3.2: Liquidity Indicators Figure-4.3.3: Liquidity Held by Banks
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reflected by the fact that banks have
not only been overbidding in the
auctions but have also been able to
meet corporates’ demand for loans.
Consequently, loans to deposit ratio

Figure-4.3.4: GAP (Assets-Liabilities) to TA-Mar-06

PSCBs
20 1 p—LPBs
— FBs
SBs
All
CBs

further rose to 71.4 percent from 70.2
percent in CY05 (see Figure 4.3.2).
Liquid assets to total assets ratio with a
marginal decline stayed at 33.4. The  ©
banks are holding more than 50
percent excess reserves against their -2
statutory liquidity requirement (see
Figure 4.3.3). Liquidity coverage  *°
ratio, i.e. liquid asset to liquid liabilities ratio remained at 36 percent.

Significant mismatches in the maturity profile of assets and liabilities, however,
add to the concern, especially when the banks are running negative GAPs in the
short term buckets. For all banks, the maturity GAP in the three months bucket
was around 16 percent of total assets (see Figure 4.3.4). Group wise, PSCBs and
LPBs, owing to their negative GAP to total asset ratio of 27.9 percent and 15.4
percent respectively in the three months bucket, are more prone to the liquidity
risk.

Percent

Over3mnto 1l
Yr

Over 1 year

Market based liquidity may provide a solution to this if the banks are able to easily
trade their fixed term assets in the secondary market. However, in the absence of
active secondary market, which has become shallower after the banks have
decided to place the majority of their
tradable investments in  Held-to-
Maturity category. The banks have
placed less than 1% of their total
MTBs and PIBs in Held-for-Trading
category; whereas around 63 percent of
PIBs have been placed in HTM (see
Figure 4.3.5). This classification
decision of the banks has drained much
of the market based liquidity.
Moreover, since the banks have been
raising liquidity against their HTM
portfolio by entering into repo
contracts, the heavy discounting may
not actually represent the true liquidity constraint in the market. However, this
liquidity would not be available with the banks as SBP has restricted any

Figure-4.3.5:Classification of PIBs Mar-06
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repo against HTM securities from July-06 onwards and hence the liquidity
conditions are expected to tighten further.

While the banks are finding new avenues of placing their funds in the form
of advances of preferably higher maturities, largely financed through a
steady flow of current or shorter term deposits, any pause in this inflow or
rise in the interest rates due to further tightening of monetary policy may
raise a funding liquidity risk especially for those having large negative
GAPs in the short term.
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5. Performance of Islamic Banking

Table-5.1: Islamic Banking Players
Dec-03

The first quarter of CYO06
witnessed further growth in the

Dec-04 Dec-05 Mar-06

No. of Islamic Banks (IBs) 1 2 2 3
Islamic banking. The number o ofBranches 10 2 % %
of Islamic banking institutions  Ne:of conventional banks

operating Islamic Banking 3 7 9 10

Branches

(IBIs) rose during the Mar-06

(see Table 5.1). With one more —gaagy e e
bank starting its operations, the number of operational full fledged Islamic banks
(1Bs) rose to 3° as of Mar-06, the number of licensed IBs though remained at 5.
Moreover, the number of licensed conventional banks to conduct Islamic banking
business through Islamic Banking Branches (IBBs) increased to 10 with the IBBs
standing at 34°. Furthermore, during the post quarter period, one more bank viz.
First Dawood Islamic Bank Limited was licensed, increasing the number of I1Bs to

7 21 33 34

6.

With the expansion in branch

network, total balance sheet Table-5.2:Sources and Uses of Funds — — — (Mi"i'\:“a:‘g;es>
footing of the Islamic banking sources:
. Deposits 8397.1 30,1848 49,9318 53667.0
system increased t0 RS79  sorowings 1,8990 65501 9,0058 8,948.2
HTH i _ R Capital & other funds 19937 51231 78110 10,268.9
billion II:] I}/Iar 06 after pOSt“;g Other liabilities 6248 22761 47448 64169
129146 441430 71,4934 793011
a growth of 11 percent over the —
quarter (see Table 5.2). The  Financing 86522 27,5355 457862 48,717.6
. : . Investments 12423 20070 18542 6,0348
Share Of ISIamIC bankmg in the Cash, bank balance, placements 19785 11,899.7 19,3143 19,718.7
i Other assets 10417 27008 45387  4,829.9
overall . bankmg . system, 129146 441430 71,4934 793011
however, increased slightly to
2.1 percent in Mar-06 from 2.0  Table-5.3: Key Performance Indicators
percent in CY05 given the Percent
. Indicator 2003 2004 2005 Mar-06
gI’OWth In the assets Of the NPFs to total financing 0.7 09 10 0.9
banking system as a whole. Net NPFs to net financing - 02 02 0.1
P - Provision to NPF 100.0 82.3 80.6 86.3
Slmllarly, the share of depOSItS Nreotvl:jla?rllu; Incor;e to total assets 17 14 23 3.2
and financings also grew to 1.9 Non Markup Income to total assets 22 14 17 1.4
Operating Expense to Gross Income 546 65.3 499 46.5
perce_nt and 24 percgnt Of ROA (average assets) 2.2 12 17 2.0
banking system’s deposits and  Growth in Assets 845 2418 620 109
H H H Growth in Deposits 64.6 2595 654 75
flnancmgs respectlvely from Growth in Financing 147.0 2182 66.3 6.4

5 Meezan Bank Limited, AlBaraka Islamic Bank and Dubai Islamic Bank were fully
operational till Mar-06, whereas Bank Islami Pakistan Limited started its operations after
Mar-06 and Emirates Global Islamic Bank Limited has yet to start its operations

® Number of licensed branches was 35 as of Mar-06, of which 34 branches were operating
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1.8 percent and 2.3 percent in CY05. A look at the sources and uses of funds
shows that the deposits and financings continue to dominate the balance sheet of
the Islamic banking system. Though the share of deposits came off to 68 percent
from 70 percent in CYO05, it remained the highest, followed by funds from owners
viz. capital. On the assets side, the asset composition remained on CYO05 pattern
and despite a slight increase in share of investments; the share of financings
remained dominant. Even though the financings in absolute terms increased, the
non performing financings (NPFs) increased only slightly, coupled with enhanced
provisioning thereagainst; hence improving the asset quality indicators for Mar-06
(see Table 5.3). However, with the increase in financings, the 1BIs would need to
strictly monitor the chances for any deterioration in their asset quality in future.

The capital position of the IBIs shows that the capital grew at 31.5 percent over
the quarter, higher than the growth in assets. Resultantly, the capital to total assets
ratio improved from 10.9 percent in CYO05 to 12.9 percent in Mar-06. Moreover,
the IBIs are fairly meeting the capital adequacy requirements. The net NPFs to
capital ratio also improved from 1.2 percent to 0.6 percent in Mar-06, owing to
contained credit risk and strengthened capital, on account of improved
profitability.

The break up of deposits reflects that the share of savings deposits that had
declined in CYO05, increased slightly in Mar-06 (see Figure 5.1). Also the fixed
deposits comprised 33.3 percent of total as against 31.4 percent in CYO05. The
increase in both deposits types comes from a decline in the share of current
deposits, which is well reflective of the growing interest of the Islamic banking
clientele towards maintaining long term banking relationship with the IBs.

The composition of financings continue to reflect the predominance of Murabaha
and ljarah, the share of which further strengthened to 51 percent and 30 percent in
Mar-06 from 44 percent and 29 percent in CY05 respectively (see Figure-5.2).

Figure-5.1: Composition of Deposits Figure-5.2: Modes of Financing

Others (to Financial Diminishing Qarz/Qarz-e-
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e
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Current
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The Significant increase in Table-5.4: Income Statement (Million rupees)

. . . 2003 2004 2005 Mar-06
fi nancings portfo lio and Markup Income 2064  1,0810 31643 123589
islamic banking operations Markup Expense 1885 4837 15423 7285

Net Markup Income 217.9 597.2 16220 6304

H H Provision Expense (15.8) 36.0 175.6 27.8

helped I B IS tO |mp0rve thelr Non Markup Income 287.4 596.0 1,206.6 276.2
profitabl ity (see Table 5 _4)_ AS  Operating Expense 276.0 7790 14105 4214
. . Profit Before Tax 245.0 3782 12426 4573

IBls mostly derived their va 270 362 2652 888
Profit After Tax 218.0 342.0 9774  368.6

profits from core business
activity, the net markup income as percentage of total assets also improved to 3.2
percent from 2.3 percent in CYO05. Furthermore, as their operating expenses as a
percentage of gross income came down, the profit after taxes improved during the
quarter. Resultantly, the profits (annualized) showed a 51 percent growth from
CYO05, which outstripped the growth in assets. For that matter, the ROA of the
Islamic banking system improved to 2.0 percent from 1.7 percnt in CY05.

The overall performance of IBIs during the March quarter remained on a
promising track as evident by the improvement in its key performance indicators
and growth in balance sheet. However, this should not allow the complacency to
set in as the IBIs need to exercise caution while expanding their financings
portfolio to keep any chances for increase in NPFs remote.
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6. Resilience of Pakistan’s Banking System to Stress Tests

As part of its endeavour to monitor the resilience of banking system towards
univariate and multivariate shocks to risk factors, SBP has been conducting this
stress testing exercise. The stress testing exercise assumes the stress scenarios
along the three factors i.e. credit quality, market and liquidity shocks (see Box
6.1). The ensuing paragraphs discuss the impact of various stress scenarios on the
capital of commercial banks (CBs), both individually as well as group-wise viz.
Public Sector Commercial Banks (PSCBs), Local Private Banks (LPBs) and
Foreign Banks (FBs) (see Box 6.2). As for liquidity, the impact of the shocks has
been gauged in terms of liquidity coverage ratio’.

BOX-6.1

Reference Scenarios
Credit Risk
Scenario C-1 assumes a 10 percent increase in NPLs (with a provisioning rate of 100 percent).
Scenario C-2 assumes a withdrawal of benefit of FSV against NPLs.
Scenario C-3 refers to the NPLs to total loans ratio, which would wipe out capital (with a 50 percent
provisioning rate for additional NPLs).
Market Risk: Interest Rate Risk
Scenario IR-1 assumes an increase in interest rates by 200 basis points.
Scenario IR-2 assumes an increase in interest rates of outlying maturities (by 0, 100, and 200 basis
points)
Scenario IR-3 assumes a shift coupled with flattening of the yield curve by increasing 150,100 and 50
basis points in the outlying maturities respectively.
Market Risk: Exchange Rate Risk
Scenario ER-1 assumes a depreciation of ER by 25 percent (around double of the change in the
monthly average PRS/US$ exchange rate (12.83) over the period from Jan 1994 to Dec 2005, in
September 2000).
Scenario ER-2 is based on the hypothetical assumption of appreciation of rupee by 10 percent.

Scenario ER-3 assumes a 10 percent depreciation of the rupee and deterioration in the quality of 10
percent of unhedged foreign currency loans with 50 percent provisioning requirement.

Market Risk: Equity Price Risk

Scenario E-1 assumes the impact of a 20 percent fall in the index.

Scenario E-2 assumes the impact of a 40 percent decline in the Stock Market Index.

Liguidity Risk

Scenario L-1 assumes a 5 percent decline in the liquid liabilities and its impact on liquidity coverage
ratio is calculated after excluding Govt. securities under Held to Maturity category from liquid assets.

Scenario L-2 assumes a 10 percent decline in the liquid liabilities and its impact on liquidity coverage
ratio is calculated after excluding Govt. securities under Held to Maturity category from liquid assets.

Scenario L-3 assumes a 5 percent decline in the liquid liabilities and its impact on liquidity coverage
ratio is calculated after including Govt. securities under Held to Maturity category in liquid assets.

Scenario L-4 assumes a 10 percent decline in the liquid liabilities and its impact on liquidity coverage
ratio is calculated after including Govt. securities under Held to Maturity category in liquid assets.

32



Box 6.2

Results of “Stress Tests” of Pakistani Banking System

Dec-05 Mar-06
Single and multifactor sensitivity tests %age Point | o Lcod caR] %0808 POINt o e CAR
ChénAg: "1 After Shock Chgr;g}: " | After Shock
Credit Shocks
Scenario  C-1 Deterioration in the qualityof loan -0.54 11.66 -0.52 11.83
Scenario C-2 Withdrawal of Benefit of FSV -1.04 11.16 -0.98 11.37
Scenario C-3 Level of NPLs to loans ratio where capital wipes out (i.e.
33.52% in Dec-05 and 34.74% in Mar-06) -12.20 0.00 -12.35 0.00
Market Shocks; Interest Rate Shocks
Scenario  IR-1  Shift in the yield curve -0.57 11.63 -0.94 11.41
Scenario  IR-2 Shift and steepening of the yield curve (large shock) -1.10 11.10 -0.84 1151
Scenario IR-3  Shift & flattenining of the yield curve -0.30 11.90 -0.28 12.07
Market Shocks; Exchange Rate Shocks
Scenario ER-1  Depreciation of Rs/US$ exchnage rate (double of the
historical high) 0.50 12.70 1.42 13.77
Scenario ER-2  Appreciation of Rs/US$ exchnage rate (hypothetical) -0.41 11.79 -0.58 11.77
Scenario ER-3  Depreciation in ER along with deterioration of quality of FX
Loans (50 % Provisioning) -0.01 12.19 0.00 12.35
Market Shocks; Equity Price Shocks
Scenario  E-1 Fall in the KSE index (historical high) -0.02 12.22 0.00 12.35
Scenario  E-2 Fall in the KSE index (hypothetical scenario) -0.32 12.52 -0.31 12.04
Liquidity Shocks
Liquidity Coverage Ratio Actual Stressed Actual Stressed
Scenario  L-1 5 Percent Fall in the Liquid Liabilities 36.3 329 32.9 29.4
Scenario  L-2 10 Percent Fall in the Liquid Liabilities 36.3 29.2 32.9 25.5]
Scenario  L-3 5 Percent Fall in the Liquid Liabilities 39.4 36.2 39.4 36.2
Scenario  L-4 10 Percent Fall in the Liquid Liabilities 39.4 32.6 39.4 32.6

Note: The results have not been adjusted for deferred tax benefits accruing on these losses.

Credit Risk

Three scenarios (C1 - C3) have been assumed to gauge the sensitivity of the banks
towards deterioration in credit quality. Scenario C-1 shows that banks are quite
resilient towards this shock. The CAR of CBs falls by 52 basis points only (see
Figure 6.1), while that of the groups, remains comfortably above 8 percent
required benchmark. On individual basis too, banks are quite resilient mainly
owing to low level of NPLs. The impact of shock assumed in Scenario C-2 is
somewhat on a higher side as a few banks rely excessively on the forced sale value
of collateral. Though the CAR of CBs falls by 98 basis points after shock, it
remains well above required benchmark. Also the group wise CAR remains
comfortable. However, two banks experience significant decline in their CAR
after shock, which falls below 8 percent. Scenario C-3 determines the NPLs (with
50 percent provisioning) to total loans ratio that would wipe out the capital. The
ratio of 6.67 percent for CBs, if increases to 34.7 percent would wipe out the

" ratio of liquid assets to liquid liabilities
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Figure-6.1: Impact of Credit Shocks on CAR,  Figure-6.2: NPLs to Loans Ratio Vs the NPLs to
Mar-06 Loans Ratio Which Wipes Out Capital
@ Infection Ratio
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capital of all commercial banks (see Figure 6.2). Amongst groups, FBs have
highest margin due to already low level of NPLs, followed by PSCBs and LPBs.

Market Risk

Interest Rate Risk

To gauge the interest rate sensitivity of CBs, three stress scenarios (IR-1 to IR-3)
have been envisaged. The impact of shock assumed in Scenario IR-1 remains on
lower side as the CAR of CBs falls from 12.35 percent to 11.41 percent (see
Figure 6.3). The CAR of all the

groups remains well above 8 percent  Figure-6.3: Impact of Interest Rate Shocks on
required CAR. Bank-wise, CAR of CAR/Mar-06

only one bank falls below 8 percent B,
though it remains around 7.63. The
impact of shock in Scenario IR-2 is
on a higher side. Whereas, the CBs
experience a fall of 0.84 percentage
points in their existing CAR of 12.35
percent, it remains safely above the
required level. Group wise CAR  scenarior3 ~ -~ ------- -~ Scenario IR-2
remains comfortably above required

level. Bank wise, three banks had their

CAR fall below 8 percent benchmark,

however slightly. The overall impact of shock assumed in Scenario IR-3 on a
cumulative basis is on the lower side as the CAR of CBs declines to 12.07 percent
after the calibration of shock. Group wise, the fall in CAR for none of the groups
exceeds 0.5 percentage points. As for the individual banks, CAR of one bank falls
to 7.96 percent, slightly below 8 percent required level.

Existing CAR
N = Stressed CAR
Standard
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EXChang_e Rate Risk . Figure-6.4: Impact of Exchange Rate Shocks
Three different scenarios (ER-1 t0 ., car Mar-06

ER-3) have been envisaged to assess Scenario ER-1 Existing AR
the exchange rate risk of the banks. —Stressed CAR
The impact of the shock in Scenario Standard
ER-1 is rather positive on the CAR of
the banks as the foreign currency
(FCY) assets are more than FCY
liabilities and any depreciation of
exchange rate would actually benefit  scenariosra =~ - - - - ———— - - -5 Scenario ER-2
the banks as evident by the overall

CAR of CBs that increases by 1.42

percentage points after shock (see

Figure 6.4). In Scenario ER-2, as

opposed to Scenario ER-1, an increase in value of rupee would lower the value of
net assets; hence the banks would experience a net decline. The impact of this
appreciation in rupee shows that the CBs have a 0.58 percentage points decline in
their CAR. Amongst all the groups, PSCBs experience the greatest fall in their
CAR. On individual basis, CAR of none of the banks falls below 8 percent
benchmark. Scenario ER-3 assumes a 10 percent depreciation of the rupee which
on one side increases the value of net assets but on the other side may end up
hampering the loan repayment capacity of the borrower. This scenario taxes the
benefit attained from the exchange rate depreciation by assuming deterioration in
the quality of 10 percent of unhedged foreign currency loans with 50 percent
provisioning requirement. The impact of this shock is also not that large as the
FCY loans do not form a significant portion of total FCY assets. The CAR of one
of the banks falls below 8 percent, however, on a group basis, CAR remains
unchanged.

Equity Price Risk
Two scenarios (E1 & E2) h_a\_/e_ been  Figure-6.5: Impact of Equity Price Shocks on
assumed to gauge the sensitivity of CAR- Mar-06

the banks towards equity price 14.0 1
movements. The impact of Scenario e Existing CAR
E-1 is not significant as the direct 13.0 - + Stressed CAR
equity investments of the banks are =
not a significant portion of their total g 120 4 @ :
investments (see Figure 6.5). The ©
CAR of CBs remains unchanged, 110 )
while that of LPBs and FBs falls '
merely by few basis points. On 100

Scenario E-1 Scenario E-2
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individual basis, no bank has its adjusted CAR to fall below 8 percent. In Scenario
E-2, since the LPBs carry the highest share in such investments, of all the groups,
the fall in their CAR though still quite comfortable, is greatest at 40 basis points.
As for CBs, their CAR falls from 12.35 percent to 12.04 percent. Individually, all
banks are quite comfortable.

Liquidity Risk

Since liquidity risk relates to the inability of a bank to meet its short term liquidity
demands, four scenarios (L1 to L4) seek to measure the liquidity risk of the banks
through liquidity coverage ratio. As the statutory liquidity requirement is 20
percent of time and demand liabilities (inclusive of cash reserve requirement), the
exercise considers 25 percent as minimum acceptable level and 30 percent and
above for comfortable liquidity stance. Further, in Scenarios L1 and L2, liquid
assets do not include investments in Held to Maturity category, whereas, L3 and
L4 measure liquidity risk including such investments as well.

The result in Scenario L-1 shows that the liquidity coverage ratio of CBs declines
from 32.9 percent to 29.4 percent after shock and remains quite close to
comfortable ratio of 30 percent (see Figure 6.6). Amongst groups, LPBs
experience greatest decline in liquidity coverage ratio, which falls from 29.7 to
26.0 percent. Individually, 5 banks have their liquidity coverage fall below the
minimum acceptable benchmark of 25 percent while 6 banks experience severe
liquidity shortage with their ratio falling below the regulatory requirement of 20

Figure-6.6: Liquidity Coverage Ratio After Figure-6.7: Impact of Liquidity Shocks on

Excluding HTM Portfolio-Mar-06 Liquidity Coverage Ratios-Mar-06
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percent. Scenario L-2, since it is an extreme shock condition, though not
implausible, results into greater deterioration in the liquidity stance of the banks.
Though the liquidity coverage ratio of CBs remains above minimum acceptable
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benchmark of 25 percent; the ratio of LPBs falls to 21.9 percent, just slightly
above the regulatory requirement of 20 percent. For other groups, liquidity stance
is within acceptable benchmark. Individually, 7 banks have their ratio fall below
25 percent, and 10 banks stand unable to meet the regulatory requirement of 20
percent. The impact of shock assumed in Scenario L-3 on the liquidity ratio of the
banks is not that large. The ratio of all the groups remains above comfortable
benchmark of 30 percent after the calibration of shock (see Figure 6.7). However,
3 banks have their liquidity coverage ratio fall below 25 percent. The liquidity
coverage ratio of all the groups in Scenario L-4 remains well above the
comfortable benchmark of 30 percent after shock. However, on individual basis, 2
banks have their ratio fall below 25 percent benchmark while 3 banks stand unable
to meet regulatory requirement of 20 percent.
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Financial Soundness Indicators Annex-|

[Indicators [ 2000 | 2001 [ 2002 | 2003 | 2004 | 2005 | Mmar-06 |

CAPITAL ADEQUACY
Risk Weighted CAR

Public Sector Commercial Banks 104 9.6 123 11.0 134 145 155
Local Private Banks 9.2 95 9.7 9.0 101 10.6 11.0
Foreign Banks 18.0 186 232 23.0 174 16.4 16.1
Commercial Banks 114 113 12.6 11 114 119 123
Specialized Banks (33) (13.9) (31.7) (28.2) (9.0) (7.7) (12.4)
All Banks 9.7 8.8 8.8 8.5 105 113 116
Tier 1 Capital to RWA
Public Sector Commercial Banks 77 71 8.6 8.2 8.6 8.8 9.8
Local Private Banks 8.1 84 6.6 7.0 75 83 8.7
Foreign Banks 179 186 230 23.0 171 16.1 158
Commercial Banks 9.8 97 9.7 9.1 8.6 9.1 9.5
Specialized Banks 34) (13.9) (31.7) (28.7) (15.0) (13.6) (18.2)
All Banks 8.3 73 6.2 6.5 76 8.3 8.6
Capital to Total Assets
Public Sector Commercial Banks 46 37 5.6 6.1 8.7 126 135
Local Private Banks 35 38 52 53 6.5 70 74
Foreign Banks 8.8 85 10.6 9.9 8.9 9.5 9.4
Commercial Banks 49 4.6 6.1 6.1 7.2 8.4 8.8
Specialized Banks 1) (10.3) (23.0) (10.0) 9.4) 8.1) (10.7)
All Banks 45 38 4.8 55 6.7 79 8.2

ASSET QUALITY
NPLs to Total Loans

Public Sector Commercial Banks 26.3 25.9 255 20.4 133 10.0 10.0
Local Private Banks 154 16.3 154 13 9.0 6.4 6.5
Foreign Banks 4.7 4.3 3.8 31 16 12 11
Commercial Banks 195 19.6 17.7 137 9.0 6.7 6.7
Specialized Banks 52.4 53.0 54.7 55.6 54.1 46.0 42.4
All Banks 235 234 218 17.0 116 83 8.1
Provision to NPLs
Public Sector Commercial Banks 59.2 56.6 57.1 65.8 77.0 86.8 85.2
Local Private Banks 36.9 405 58.6 62.7 69.9 76.4 75.9
Foreign Banks 65.9 74.1 733 78.7 101.9 1459 155.3
Commercial Banks 539 53.2 58.2 64.8 724 80.4 79.7
Specialized Banks 58.1 59.2 66.9 61.5 64.9 64.8 7
All Banks 55.0 547 60.6 63.9 70.4 76.7 78.0
Net NPLs to Net Loans
Public Sector Commercial Banks 127 131 128 8.1 34 15 16
Local Private Banks 103 104 7.0 4.5 29 16 16
Foreign Banks 1.7 11 11 0.7 (0.0 (0.6) (0.6)
Commercial Banks 101 10.3 83 53 2.7 14 14
Specialized Banks 31.6 315 285 325 29.3 231 17.2
All Banks 122 121 9.9 6.9 38 21 19
Net NPLs to Capital
Public Sector Commercial Banks 1245 160.2 83.4 50.0 16.2 55 6.0
Local Private Banks 153.5 1252 54.8 39.1 243 130 127
Foreign Banks 9.0 58 4.7 3.2 0.2) (3.0) 3.2)
Commercial Banks 96.7 100.7 54.2 36.9 19.0 9.0 8.9
Specialized Banks - - - - - - -
All Banks 1313 1505 85.5 54.4 292 143 127
EARNINGS
Return on Assets (Before Tax)
Public Sector Commercial Banks 05 - 13 18 24 33 37
Local Private Banks (©0.1) 0.9 14 22 17 2.7 27
Foreign Banks 14 17 23 26 25 3.6 4.0
Commercial Banks 0.4 0.6 15 2.1 2.0 29 3.0
Specialized Banks (2.3) (8.4) (10.2) (33) (0.4) (1.0) (11.1)
All Banks 03 01 09 18 19 28 26
Return on Assets (After Tax)
Public Sector Commercial Banks 0.2 0.5) 0.6 10 13 2.2 24
Local Private Banks ©.7) 04 08 14 12 18 18
Foreign Banks 0.6 08 15 15 2.0 25 27
Commercial Banks 0.0) 0.0 08 1.2 13 2.0 2.0
Specialized Banks 2.3) (8.8) @12.1) 37) 0.8) 12) (11.1)
All Banks (0.2 ©.5) 01 10 12 1.9 16
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Financial Soundness Indicators

Annex-|

[Indicators

[ 2000 | 2001 | 2002 | 2003 | 2004 | Dec-05 | Mar-06 |

ROE (Avg. Equity & Surplus) (Before Tax)
Public Sector Commercial Banks
Local Private Banks
Foreign Banks
Commercial Banks
Specialized Banks
All Banks
ROE (Avg. Equity & Surplus) (After Tax)
Public Sector Commercial Banks
Local Private Banks
Foreign Banks
Commercial Banks
Specialized Banks
All Banks
NI1/Gross Income
Public Sector Commercial Banks
Local Private Banks
Foreign Banks
Commercial Banks
Specialized Banks
All Banks
Cost / Income Ratio
Public Sector Commercial Banks
Local Private Banks
Foreign Banks
Commercial Banks
Specialized Banks
All Banks
LIQUIDITY
Liquid Assets/Total Assets
Public Sector Commercial Banks
Local Private Banks
Foreign Banks
Commercial Banks
Specialized Banks
All Banks
Liquid Assets/Total Deposits
Public Sector Commercial Banks
Local Private Banks
Foreign Banks
Commercial Banks
Specialized Banks
All Banks
Advances/Deposits
Public Sector Commercial Banks
Local Private Banks
Foreign Banks
Commercial Banks
Specialized Banks
All Banks

109

@2)

15.6
8.8

49

(17.4)
6.1

©03)

@5)

61.8
63.2
54.0
61.2
786
62.3

70.1
80.9
59.4
716
705
716

371
34.0
452
375
127
36.0

450
443
677
480
9038
485

54.0
67.5
715
60.5
553.0
66.2

Note: The indicators for March 2006 are based on Un-audited returns

05
254
19.3
122

(12.2)
103
91
(03)

(12.6)

69.9
721
59.4
68.9
86.7
704

62.3
67.3
54.5
62.7
59.0
62.4

36.5
39.8
50.3
39.9
13.6
38.5

434
49.6
78.3
50.3
79.8
50.7

53.8
57.9
66.8
56.9
450.5
61.7

26.3
32.3
24.2
275

211

115
173
15.2
143

3.2

69.5
65.5
57.5
66.1
78.0
67.1

56.9
60.0
454
56.7
847
501

49.0
471
485
48.1
16.4
46.7

59.6
60.2
74.2
61.5
98.5
61.8

443
52.3
72.0
51.0
453.8
54.9

29.9
415
25.0
337

35.4

17.3
25.8
14.8
20.3

20.0

64.1
55.9
55.3
58.9
62.2
59.2

439
53.2
48.2
49.0
67.5
50.5

49.1
429
49.2
46.1
22.9
451

59.0
54.5
68.9
57.8
135.0
58.5

457
58.2
63.8
53.6
379.1
56.4

30.8
28.8
26.7
29.0

30.5

17.2
20.2
215
19.6

20.3

63.7
62.0
57.7
61.9
81.9
62.8

39.5
56.2
49.0
517
57.8
52.0

439
34.3
39.8
37.0
25.3
36.6

52.6
423
53.4
457
154.1
46.5

49.7
67.3
70.1
63.6
3705
65.8

30.7
40.1
389
37.2

38.2

20.9
27.2
27.1
25.4

25.8

713
73.0
61.5
713
87.7
72.0

34.3
43.1
42.2
41.2
47.8
415

35.6
32.4
41.8
33.9
25.8
337

44.7
40.3
57.9
42.7
183.2
43.5

59.8
70.8
68.7
68.4
400.7
70.2

30.1
36.8
427
355

326

199
248
28.9
238

20.5

76.7
738
69.1
738
845
743

339
47.0
410
437
88.1
45.0

325
326
427
33.6
289
334

409
411
60.2
428
2774
438

62.2
69.9
69.5

517.2
714

39



Annex-11
Selected Indicators for Different Categories of Banks, Mar-31, 2006

| Indicators | Top 5 Banks | Top 10 Banks | Top 20 Banks| Industry |
Share of Total Assets 53.3% 72.1% 92.4% 100%
Share of Total Deposits 56.9% 76.4% 93.5% 100%
Share of Gross Income 57.1% 76.1% 95.0% 100%
Share of Risk Weighted Assets 52.2% 71.3% 92.4% 100%

Capital Adequacy

Capital/RWA 12.0% 11.8% 12.0% 11.6%
Tier 1 Capital / RWA 8.4% 8.6% 8.9% 8.6%
Net Worth / Total Assets 8.9% 8.5% 8.5% 8.2%

Asset Composition

Sectoral Distribution of Loans (Domestic)

- Corporate Sector 47.6% 70.1% 92.4% 100%
- SMEs 54.3% 71.1% 88.9% 100%
- Agriculture 36.3% 42.5% 93.7% 100%
- Consumer Finance 60.5% 80.0% 96.6% 100%
- Commodity Financing 65.0% 86.7% 95.4% 100%
- Staff Loans 67.1% 84.4% 94.8% 100%
- Others 47.8% 64.8% 85.7% 100%
- Total 51.2% 71.1% 92.5% 100%
NPLs / Gross Loans 8.3% 7.5% 7.1% 8.1%
Net NPLs / Capital 7.8% 9.0% 9.9% 12.7%

Earning & Profitability

ROA 2.1% 2.2% 1.8% 1.6%
ROE 25.6% 26.7% 21.5% 20.5%
Net Interest Income / Gross Income 76.8% 75.8% 75.0% 74.3%
Income from Trading & Foreign Exchange /

Gross Income 5.7% 5.6% 6.4% 6.9%
Non-Interest Expense / Gross Income 44.2% 42.6% 42.1% 45.0%
Liquidity

Liquid Assets / Total Assets 34.1% 33.1% 32.9% 33.4%
Liquid Assets held in Gowvt. Securities / Total

Liquid Assets 52.5% 53.4% 54.5% 53.0%
Liquid Assets / Total Deposits 41.8% 41.0% 42.6% 43.8%

40



Major Banking Statistics, March 31, 2006

Annex-111

S. NO Name of Bank Assets Deposits Equity
1|Bank of Khyber 23,814 16,107 3,289
2|Bank of Punjab 114,813 90,089 14,907
3|[First Women Bank Limited 9,690 8,414 778
4|National Bank of Pakistan 572,247 457,237 78,275
5|Industrial Development Bank of Pakistan 7,408 7,884 26,899
6|Zarai Taragiati Bank Limited 85,048 1,829 10,733
7|Pumjab Provincial Cooperative Bank 14,866 1,524 1,761
8|SME Bank 7,297 686 2,178
9|Allied Bank Limited 208,547 171,821 14,171

10|Bank Alfalah Limited 251,601 209,193 7,865
11|Bank Alhabib Limited 99,441 80,460 5,300
12) Askari Commercial Bank Limited 137,086 107,381 9,042
13|Crescent Commercial Bank Limited 10,972 7,552 2,003
14[Atlas Bank Limited 9,377 4,653 1,518
15[Habib Bank Limited 506,513 426,777 41,040
16|Faysal Bank Limited 112,031 71,129 14,672
17|KASB Bank Limited 21,216 16,237 2,097
18| Dubai Islamic Bank Pakistan Limited 2,174 - 2,099
19|MCB Bank Limited 301,373 242,339 27,422
20| Meezan Bank Limited 31,422 22,926 3,191
21|Metropolitan Bank Limited 87,475 58,154 5,959
22[Mybank Limited 17,418 13,274 2,594
23[NDLC-IFIC Bank Limited 33,994 23,050 4,205
24|PICIC Commercial Bank Limited 66,690 55,417 3,856
25|Prime Commercial Bank Limited 51,914 40,595 3,548
26|SaudiPak Commercial Bank Limited 40,122 30,416 3,914
27|Soneri Bank Limited 63,486 47,671 4,377
28[United Bank Limited 358,969 288,677 22,554
29[Union Bank Limited 122,048 92,561 5,127
30[ABN Amro Bank 66,651 51,763 4,517
31|Rupali Bank Limited 648 123 164
32|Oman International Bank 1,753 497 1,025
33|Habib Bank AG Zurich 45,404 32,007 2,967
34|HongKong & Shanghai Banking Corporation 15,981 10,475 2,243
35| Deutche Bank Limited 7,001 2,008 2,245
36/Bank of Tokyo 5,435 2,647 1,749
37|Citibank 79,526 50,604 6,159
38| Albaraka Islamic Bank 14,995 10,663 2,392
39|Standard Chartered Bank 119,500 92,000 9,705
40| American Express Bank 7,513 5,373 1,087
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Group-wise Composition of Banks, March 31, 2006
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Annex-1V

1997-1998 2003 2004 2005 March-2006
A._Public_Sector Comm. | A.Public Sector Comm. Banks (5) A, Public Sector Comm. Banks (4) A. Public Sector Comm. Banks (4) A, Public Sector Comm. Banks (4)
Banks (6) = Hiabib Bank Ltd" = National Bank of Pakistan = National Bank of Pakistan = National Bank of Pakistan

= Habib Bank Ltd.

- National Bank of
Pakistan

- United Bank Ltd.

- First Women Bank Ltd.

- The Bank of Khyber

- The Bank of Punjab

B. Local Private Banks

(18

- Askari Commercial Bank
Ltd,

- Bank Al-Falah Ltd.

- Bank Al Habib Ltd.

- Bolan Bank Ltd.

- Faysal Bank Ltd

Metropolitan Bank Ltd.

- Platinum Commercial
Bank Ld

- Prime Commercial Bank
Ltd,

- Prudential Commercial
Bank Ltd

- Gulf Commercial Bank
Ltd,

- Soneri Bank Ltd,

- Union Bank Ltd.

- Muslim Commercial

Bank Ltd

Allied Bank of Pakistan

- Trust Bank Ltd.

- Indus Bank Ltd.

C. Foreian Banks (20)

- ABN Amro Bank

- Al Baraka Islamic Bank

- American Express Bank
Ltd,

- ANZ Grindlays Bank

- Bank of America

- Bankof Ceylon

- The Bank of Tokyo—

Mitsubishi

Citibank, N.A.

- Credit Agricole Indosuez

- Deutsche Bank A.G.

- Doha Bank

- Emirates Bank
International

- Habib Bank A. G. Zurich

- The Hongkong &
Shanghai Banking
Corporation Ltd

- IFIC Bank Ltd.

- Mashreq Bank PISC

- Oman Interational Bank
SA0G

- Rupali Bank Ltd

- Societe Generale

- Standard Chartered Bank

D. Specialized Banks (4)

- Agriculture Development
Bank of Pakistan

- Industrial Development
Bank of Pakistan

- Federal Bank for Co-
operatives

- Punjab Provincial Co-
operative Bank Ltd.

All Commercial Banks

(42)

Include A+B+C

All Banks (46)
Include A+B +C+D

National Bank of Pakistan

- First Women Bank Ltd.

The Bank of Khyber
The Bank of Punjab

B. Local Private Banks (18)

Askari Commercial Bank Ltd.

- Bank Al-Falah Ltd.

Bank Al Habib Ltd.

- Bolan Bank Ltd.

- Faysal Bank Ltd.

- Metropolitan Bank Ltd

- KASB Bank Ltd.

- Prime Commercial Bank Ltd.

- Saudi Pak Commercial Bank Ltd
- PICIC Commercial Bank Ltd.

Soneri Bank Ltd.

Union Bank Ltd.

Muslim Commercial Bank Ltd.
Allied Bank of Pakistan

- United Bank Ltd

Meezan Bank

- NDLC-IFIC Bank Ltd

- Crescent Bank Ltd,

C. Foreign Banks (14)

- ABN Amro Bank

- Al Baraka Islamic Bank

- American Express Bank Ltd
- Bankof Ceylon?

The Bank of Tokyo - Mitsubishi

- Citibank, N.A.

Credit Agicole Indosuez”
Deutsche Bark A.G.
Dofia Bank'

Habib Bark A. G. Zurich

- The Hongkong & Shanghai Banking

Corporation Ltd.

- Oman International Bank $.A.0.G
- Rupali Bank Ltd.

- Standard Chartered Bank

D. Specialized Banks (3)

 Zari Taragiati Bank Ltd.

Industrial Development Bank of Pakistan

- Punjab Provincial Co-operative Bank Ltd.
All Commercial Banks (37)

Include A+B +C

All Banks (40)

Includle A+B+C+D

- First Women Bank Ltd.

- The Bank of Khyber

- The Bank of Punjab

B. Local Private Banks (20)

First Women Bank Ltd.
- The Bank of Khyber
The Bank of Punjab
Local Private Banks (20)

o]

- Askari Commercial Bank Ltd.
- Bank Al-Falah Ltd.
- Bank Al Habib Ltd.
- Bolan Bank Ltd.
- Faysal Bank Ltd.
- Metropolitan Bank Ltd
- KASB Bank Ltd.
- Prime Commercial Bank Ltd.
- Saudi Pak Commercial Bank Ltd
- PICIC Commercial Bank Ltd.
- Soneri Bank Ltd.
- Union Bank Ltd.
- Muslim Commercial Bank Ltd.
- Allied Bank of Pakistan
- United Bank Ltd.
- Meezan Bank
- NDLC-IFIC Bank Ltd
- Crescent Bank Ltd,
- Habib Bank Ltd
- Dawood Bank
C. Foreign Banks (11)
- ABN Amro Bank
- Al Baraka lslamic Bank
- American Express Bank Ltd.
The Bank of Tokyo — Mitsubishi
- Citibank, N.A.
Deutsche Bank A.G.
- Habib Bank A. G. Zurich
The Hongkong & Shanghai Banking
Corporation Ltd.
- Oman International Bank $.A.0.G
" Rupali Bank Ltd.
Standard Chartered Bank
D. Specialized Banks (3)
" Zari Taragiati Bank Ltd.
- Industrial Development Bank of
Pakistan
Punjab Provincial Co-operative Bank

Ltc
All Commercial Banks (36)
Include A+B +C
All Banks (38)
Include A+B+C+D

- Askari Commercial Bank Ltd.

- Bank Al-Falah Ltd.

- Bank Al Habib Ltd.

- MyBank Ltd

- Faysal Bank Ltd

- Metropolitan Bank Ltd

- KASB Bank Ltd.

- Prime Commercial Bank Ltd.

- Saudi Pak Commercial Bank Ltd

- PICIC Commercial Bank Ltd.

- Soneri Bank Ltd.

- Union Bank Ltd.

- MCB Bank Ltd.

Allied Bank Limited.

- United Bank Ltd.

- Meezan Bank

- NIBBank Ltd

- Crescent Commercial

- BankLtd

- Habib Bank Ltd

- Dawood Bank®

C. Foreign Banks (11)

- ABN Amro Bank

- Al Baraka Islamic Bank

American Express Bank Ltd.

- The Bank of Tokyo - Mitsubishi UF)
Ltd.

- Citibank, N.A.

Deutsche Bank A.G.

- Habib Bank A. G. Zurich

- The Hongkong & Shanghai Banking
Corporation Ltd

- Oman Intemnational Bank S.A.0.G
Rupali Bank Ltd.
Standard Chartered Bank

D. Specialized Banks (4)

- Zari Taragiati Bank Ltd.

- Industrial Development Bank of
Pakistan

- Punjab Provincial Co-operative Bank
Ltd.

- SME Bank Limited®

All Commercial Banks (35)

Include A+B+C

All Banks (39)

Include A+B+C+D

First Women Bank Ltd.

- The Bank of Khyber

- The Bank of Punjab

B. Local Private Banks (21)

- Askari Commercial Bank Ltd.

- Bank Al-Falah Ltd.

- Bank Al Habib Ltd.

- MyBank Ltd

- Faysal Bank Ltd

- Metropolitan Bank Ltd

- KASB Bank Ltd.

- Prime Commercial Bank Ltd.

- Saudi Pak Commercial Bank Ltd

- PICIC Commercial Bank Ltd.

- Soneri Bank Ltd.

- Union Bank Ltd.

- MCB Bank Ltd.

- Allied Bank Limited

- United Bank Ltd.

- Meezan Bank

- NIB Bank Ltd

- Crescent Commercial Bank Ltd.

- Habib Bank Ltd

- Atlas Bank Limited.

- Dubai Islamic Bank Pakistan
Limited”

C. Foreign Banks (11)

- ABN Amro Bank

- Al Baraka Islamic Bank

- American Express Bank Ltd

- The Bank of Tokyo - Mitsubishi

UFJ Ltd.

Citibank, N.A.

- Deutsche Bank A.G.

- Habib Bank A. G. Zurich

- The Hongkong & Shanghai
Banking Corporation Ltd.

- Oman Intemnational Bank
SA0G
Rupali Bank Ltd.
Standard Chartered Bank

D. Specialized Banks (4)

- Zari Taragiati Bank Ltd.

- Industrial Development Bank of

Pakistan

Punjab Provincial Co-operative

Bank Ltd.

- SME Bank Limited

All Commercial Banks (36)

Include A+B+C

All Banks (40)

Include A+B+C+D

1. HBL now stands as local private bank after being privatized on 26-02-2004.
2. Bank of Ceylon was merged with Dawood Commercial Bank(Now Atlas
Bank Limited) on 25-03-2004.
3. Credit Agricole was merged with NDLC-IFIC Bank on 19-04-2004.
4. Doha Bank was merged with Trust Commercial Bank which was later
merged with Crescent Commercial Bank.
5. The name of the bank was changed to Atlas Bank Limited on March 04,

2006.

6. SME Bank Ltd has been included in Specialized Banks category after it has
been granted the banking license during Jun 2005 quarter.
7. Dubai Islamic Bank Limited started its operation during March quarter of

2006.



