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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 threeday
repo facility to banks, acting as
the lender of last resort.

Duration ( Maca

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

Force Sale Value (FSV) means
the value that can currently be
obtained by selling the
mortgaged / pledged assets in a
forced [ distressed sale
conditions. This value fully
reflects the possibility of price
fluctuations.

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.

IntFrest rate  risk is the
g X 8 Gr e of an
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 reepri cing of bankos

liabilittes and off-balance sheet
instruments.

Intermediation cost is the

environments. Abondds pr i cadministratiee expenses divided

function of its coupon, maturity
and yield.

by the average deposits and
borrowings.

tut



Liquid assets are the assets
that are easily and cheaply
turned into cash 1 notably cash
and short-term securities. It
includes cash and balances with
banks, call money Ilending,
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
t he bankos
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 wi | | i mpair
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 in terest 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 value 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.

abi | it yPLs to loarsfratio/Infectom t | y

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.

a NRatd Bdnditide® As®  (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
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

rates as

applied



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 nonfunded 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
fulfils the following criteria of
either 6ad and
relevant:

(@) 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-1 capital: The risk based
capital system divides capital into
two tiers- core capital (Tier 1)
and supplementary capital (Tier
Il and Tier Ill). 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 balancesheet
and un-appropriated /un -remitted
profit (net of accumulated losses,
if any).

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

Tier -1l 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 tiaat arises,
out® &f th& Ig%h%mge% Y intéhes®
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
income or underlying economic
value.
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Quarterly Performance Review of the Banking System
December 2008 '

1. Overview

Though the concerns about the solvency of top

banksof the worl d are weighing
confidence across the globe, the banks in Pakistan

are still maintaining their resilience. The strength of

the banking system largely comes from the prudent

regulatory and supervisory regime, strengthened

risk management and governance standards in

banks as well as the improved solvency and

earning capacity of banks.

During the quarter under review, the banking
system successfully weathered a liquidity stress.
The stress emerged in usual timeframe i.e. Eid-ul-
Fitar deposit withdrawal and a number of global,
domestic and industry specific factors further
compounded it. Specifically, the news of failure of
some global financial giants burdened the liquidity
profile of banks that together with closure of capital
market raised concerns about the strength of the
Pakistani banks. The situation aggravated by the
intensive rumormongering, leading to deposit
withdrawal from the banking system and severely
affecting some banks. However, strong capacity
developed by the banks and regulators over the
years and the offsetting measures taken by the
State Bank of Pakistan(SBP) enabled the systemto
avert this transitory stress from converting into a
financial crisis .

This temporary liquidity stress however decelerated
growth of the system, which had already been
showing the signs of stabilization for the last one
year or so. The quarter under review, which is
historically characterized by acceleration in
economic activities and strong growth in banks 6
credit and deposits witnessed a passive growth.
Despite slight increase in credit risk and some
relapse in the earnings, key financial soundness
indicators of the banking system remain within
satisfactory ranges, though challenged
considerably. The stress testing results also
substantiate strong resilience of the banking

Y The report presents performance of the banking system on the basis of unaudited Quarterly Report of Condition submitt ed by
banks for the quarter ended 31 December, 2008. The figures in the report may vary from the annual audited results which provide
full year coverage of the banking system.
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system towards the major risk factors as capital
base of the system remains strong.

Asset base of the banking system increased by 2.6
percent over the quarter to Rs5,653 billion. This
growth was supported by 3.6 percent growth in
deposits and 7.0 percent growth in equity.

Resultantly, t he systemods re

funds decreased by the end of quarter, although
some of the small banks remained highly
dependent upon borrowings. Loans growth also
remained low i.e. 3.7 percent with a significant
portion of these additional loans going to public
sector enterprises (PSEs). Building vulnerabilities in
the credit risks and constrained liquidity profile
increased the banks interest in short-term
government papers. However, the liquidity profile
of the banking system remained constrained during
most part of the quarter. Relatively stronger
advances growth in the recent quarters had
significantly increased Advances to Deposis Ratio
(ADR) of the system by the inception of Dec-08
quarter. Further, due to the shift in asset mix away
from marketable Government (Govt.) papers, the
fund-based liquidity of the system had also
contracted. However, the post-quarter figures
indicate a reversal in trend and gradual
improvement in liquidity of banks.

Due to slower growth in advances, which carry
higher risk weights, Risk Weighted Assets (RWA)
remained stable at t he
Further, fresh injection of equity and satisfactory
earnings improved Capital Adequacy Ratio CAR) of
the banking system under Baselll framework to
12.2 percent (12.6 percent for commercial banks),
while the CAR improved to 13.0 percent jointly for
banks and Development Finance Institutions
(DFIs). The composition of the risk-based
regulatory capital also improved with contraction of
the supplementary capital due to write down in
revaluation surpluses, thus improving the core
capital to RWA ratio of banks to 10.2 percent.

Building pressures in the economy increased the
Non-Performing Loans (NPLs) d the banking
system by 12.5 percent to Rs313 billion (Rs278
billion in Sep-08). Infection ratio further
deteriorated to 9.1 percent. With major increase in
substandard and doubtful categories, which require

2
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partial provision coverage, the net infection ratio
and NPLs coverage ratio deteriorated to 2.5
percent  and 75° percent, respectively,
corresponding to the levels of CY04 and CY05. The
worsening business and economic environment
somewhat increased the credit risk, which
compelled the banks to adopt cautious lending
strategy, particularly in consumer sector where the
advances have been decreasing since the start of
CY08. Meanwhile banks are already strengthening
their credit extension and administration processes
and gearing up efforts for the recovery o f NPLs.

The banking system maintained its strong earning
capacity and posted a profit after tax (PAT) of Rs63
billion, though lower than last couple of years. The
aggressive asset loss recognition strategy of some
banks, additional provisions for the loan loss
charges and the proportionately higher increase in
operating expenses has to some extent affected
the profitability and brought the key earning

indicators under pressure over the past quarter.
The pre-tax ROA deteriorated to 1.7 percent (2.0
percent in Sep-08 and 2.2 percent in CYQ7).

The SBP, keeping in view the present depressing
environment, has devised a comprehensive
strategy and contingency plan for effectively
managing troubled banks and coping with any
liquidity stress, burgeoning NPLs and sdvency
issues. For addressing liquidity problem in a
bank/DFI, the strategy envisage a tri-tiered
arrangement viz liquidity support from market, SBP
and the Federal Government. This together with a
multifaceted approach developed for the resolution
of solvency issues provides SBP with host of
options for tackling problem banks.

Going forward, the impending economic slowdown
may dampen the growth rates of the banking
system in coming quarters. Lo
advances will shift asset mix away from advances
to Govt. papers, and deposits are likely to grow at
a steady pace. This respite in liquidity may have
positive bearing on interest rates. The latest post

2 The quarterly financial position is required to be submitted within 30 days of the quarter end. For Dec-08 quarter, results were
submitted by end January, 2008. The policy for recognition of provisioning requirements, allowing benefit of FSV, was introdu ced in
the last days of January 2009. The effect of resultant reduced provisio ning requirements was not fully recognized in the unaudited
quarterly financials. These changed requirements when incorporated in the annual audited financial accounts may result in lower
provisioning charges for some of the banks.



quarters statistics of Mar-09 also vindicate these
trends. Since the last week of Dec-08, the asset
base over these weeks has grown by 2.3 percent -
with 1.8 percent and 11.3 percent increase in
deposits and investments, respectively, while
advances declined by 2.3 percent. The present
tough economic environment will also heighten the
credit risk and affect the earnings due to increased
loan loss charges and constrained incomes. The
system is expected to remain profitable in the
coming quarters, though this phenomenon may not
be widely shared across the market players.



Box: 1
Quality of Unaudited Quarterly Data Reported by Banks

The Quarterly Performance Review of the banking system
(QPR) is based on unaudited Quarterly Report of Condition
(QRC), which banks/DFls submit to SBP within 30 days of
the close of each quarter. Till 2007, SBP had a practice of
issuing QPR for first three quarters ending March, June and
September. The December quarter embodies the full year
performance results, which are subject to full scope audit

and are covered in annual financial statements. The process
of compilation of annual financial statements, getting them

audited and publishing them after due approval of the

Annual General Meeting usually takes 90 days. The
regulatory requirements also allow publishing the audited
annual accounts by end March. Compilation of the annual
data and presentation of the annual performance of the

banking system take few more months after finalization of

annual results. In order to bridge this gap as well as keeping
in view the importance of timely presentation of performance
in existing tough times for the business, QPR for December
2008 has been prepared. The review for the final quarter

poses another challenge i.e. difference between quarterly
and annual data. To understand the difference and judge the

quality of the two variant of December data following brief

analysis has been prepared.

A comparison of the audited results vis-a-vis provisional QRC
data of the last five years shows that both statistics have

insignificant variation. Particularly, basic asset and liability
components viz. advances and deposits show the lowest
variations. The variation is slightly higher in case of NPLs and
earnings; (see Table A).

Table-A: Variation between QRC Data and Audited Data

NEERE Average
CY-03 CY-04 CY-05 CY-06 CY-07 °189€ \ ariation
Variation

(Absolute)
Total Assets 0.1 0.1 -0.5 2.0 0.2 -0.5 0.6
Loans (net) 0.0 -0.1 0.1 -1.6 0.2 -0.3 0.4
Deposits 0.0 0.1 0.1 -1.6 0.0 -0.3 0.4
NPLs 0.0 0.8 0.9 -2.5 4.6 0.8 1.8
Pre-Tax Profit -3.0 -2.6 -0.9 -6.1 6.0 -13 3.7
After-Tax Profit -3.2 0.5 -2.1 -7.2 6.6 -11 3.9

* Variation is defined as [(QRC data - Audited Data)/Audited Data X 100]

Further analysis shows relatively higher divergence between
audited annual and unaudited QRC datafor the last couple of
years. However, this variation resulted from extraordinary
events viz; high value amalgamation transactions and
changes in regulatory requirements for loan classification at
or about year-end 2006 & 2007. Therefore, QRC that has
shorter reporting time (30 days) could not fully cover the

financial dynamics of such developments that were fully
accounted for in annual audited accounts. Nevertheless, the
average variations between quarterly and annual data over
last five years is generally well within + 1.5 percent while
average variation in absolute terms remains less than 4
percent. Therefore, the quality of quarterly data, except for
profitability and NPLs figures for the year 2006 and 2007
which were marked with extraordinary events, can be
considered up to the mark and largely compatible with
annual audited data.
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2. Asset and Funding Str  ucture

The provisional results of the last quarter of CY08
indicate that an over the quarter increase of Rs144
billion (2.6 percent) in total assets has been
significantly  lower than the trends for
corresponding quarter of the past years (see Figure
2.1).

In terms of asset mix and growth of advances and

deposits, banking system usually follow an
established pattern. CY08 however observed a
deviation in the growth pattern of advances (see

Figures 2.2 & 2.3). Slackness in the demand for
bank credit during CYO07 in the face of slowdown in
economic activities and tightening of monetary
regime, forced the banks to reposition their lending

strategy and asset profile. The asset mix of the
banking system gradually shifted from lending to

investments during the first three quarters of CYQ7
T investment reaching the peak levels i.e. 26.6
percent of total assets in Sep-07. However, the
significant rise in inflation rates pushed the real

lending rates down and increased credit needs of
the public sector enterprises enlivened the demand
for bank advances in last quarter of CYO7.
Moreover, a rising trend in interest rates dissuaded
banksd i nve s-tennegavt. papens. Theo
advances and their share in asset base again
started to inch up. This trend, though with passive
intensity, prevailed throughout CYO08 while the
growth in deposits remained quite low over this

period (see Figure 2.4). Consequently, the ADR
witnessed a sharp increase, reaching 76.0 percent
by the inception of quarter under review. The

quarter, though faced with significant liquidity

stress, also witnessed a marginal increase in
advances and their share in total assets.

Major dampening factors like global financial
turmoil, economic slowdown and contractionary
monetary policy were compounded by an unusual
liquidity stress during Oct-Nov 2008. As a matter of
fact the usual phenomenon of pre-Eid-ul-Fitr heavy
deposit withdrawal (see Figure 2.5) was
aggravated by a number of factors. The current
account deficit was quite high and the real
exchange rate had significantly appreciated to
unsustainable levels which ultimately put pressure

6
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Figure 2.5: Trends in Composition of Liabilities
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Figure 2.6: Trends in Deposits and Advances
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Figure 2.7: Composition of Banks' Total Assets
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on PKR/UPD exchange rate and led to capital
outflows. On top of it, breakdown of capital market
in Pakistan and the series of news on the financial
meltdown in the advanced markets raised general
public doubts about the financial strength of some
Pakistani banks. By this time, due to relatively
higher growth in advances, the liquidity profiles of
the banks had already been burdened. In this
backdrop, the usual post Eid liquidity pressure in
interbank market led to rumormongering about the
banks. Resultantly, banking system lost the deposit
base to the tune Rs115® billion over the first three
weeks of October 2008. The impact was severe in
some banks especially the small banks with the
constrained liquidity profile in terms of ADR.
However, deposit base regained the initial levels in
second week of December while the latter half of
the month produced an over the quarter growth of
3.8 percent (see Figure 2.6). The banks and SBP
took timely measures for stemming the liquidity
problem, averting any likely threats to the stability
of the system. These measures helped the system
in successfully weathering transitory liquidity stress
and enabled it
credit demand in last quarter (see Box 2).

The reduction in Cash Reserve Requirements (CRR)
and Statutory Liquidity Requirements (SLR) in early
weeks of October 2008 to manage the liquidity

stress resulted in a significant decline in cash and
treasury bank balances by the end of Dec-08

quarter thus releasing funds for financing the

growth of advances. However, the investments,

especially the Govt. papers, which declined in both

absolute rupee terms as well as a proportion of

total assets during the first nine months of CY08,

registered a slight increase during the quarter.

Actually, the heightened credit risk on account of

deterioration in macroeconomic fundamentals and

already constrained liquidity profile induced the

banks to shift their preference towards risk-free

Market Treasury Bills (MTBSs) (see Figure 2.7).

On the funding side, despite a significant liquidity
crisis at the inception of quarter, the deposits
posted an increase higher than growth in asset
base. Similarly, due to injection of fresh equity by a

3 Based on figuresquoted i n various i ssues vww.shp.orepk/publicaionsiuessi-conui®exshtmon .
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Figure 2.8:Funding Structure of the Banking System
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Figure 2.10:Trends in Market Structure of Banking System
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few banks and
equity also increased. Resultantly, the share of
deposits and equity in overall funding structure
slightly i mproved whi |
borrowings receded towards the end of the quarte r
(see Figure 2.8).

The group-wise analysis shows passive growth of
1.4 percent in the asset base of LPBs during the
quarter. PSCBs that witnessed significant reduction
in their asset base in previous two quarters, grew
by 7.6 percent. Accordingly, the market share of
the group improved to 18.8 percent. FBs over the
years have witnessed a persistent decline due to
the mergers and reorganization of the group banks
into LPBs. However, entry of a new foreign bank
slightly improved the market share of the grou p
during 2008 (see Figures 2.9 & 2.10).

The banking system is marked with a high
concentration as a fewer number of banks hold a
maj or share of t he
deposits. This concentration has been following an
overall declining trend as the medium-sized banks
gradually gained market share. However, due to
unusual liquidity stress that affected mainly the
small and medium sized banks, the market share of
five large banks inched up to 52.4 percent (51.3
percent in Sep-08). Annex-Il shows the market
structure of the banking system on key financial
indicators.

Deposits constitute t he | ar gest
funding structure. The deposit component, which
used to witness a strong growth in last quarter,
registered a slow growth of Rs153 billion (3.8
percent) this year. Since the asset base grew at
even slower pace, the share of deposits in funding
structure improved by 0.8 percent to 74.6 in last
quarter. Year-on-Year basis 9.5 percent growth in
deposits fell short of 18.9 percent growth in
advances. Incidentally, foreign remittances, a key
factor behi nd the recent
deposits, maintained the momentum and grew by
17 percent over CYO08. Though there was a
significant slowdown in remittances during October
2008, the pattern was restored in following
months.
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Figure 2.11 Composition of Deposits A disaggregated analysis of the deposits indicates
= Financial Insituionsm Others = Gurrent: Non remunerativem Savingem Fixed surge in share of fixed deposits while the share of
- E e E ™ §aving accounts receQed d_uring the quarter._ Tr_\e
industry has been witnessing a gradual shift in
deposits from savings to fixed-term deposits for
quite some time. This trend emerged largely in
response to SBP6s policy ince
the mobilization of longer terms deposit so as to
reduce the maturity mismatches. Consequently,
CO4 CO5 €06 CO7 Sep0s Deods fixed deposits gained a significant share of savings
deposits since 2004. This trend of gradual shift
stabilized to some extent during CYOQ7. However,
SBP6s policy drive to increas
last week of Jun-08 and exemption of long-term
deposits also from SLR requirements during the
guarter under review seem to have considerably
Figure 2.12: Composition of Banks'Borrowings invigorated this trend (see Figure 2.11). Other
u Unsecured borrowingm Other Secured Borrowingm ERF from SB factors like genera| rise in interest rates and
o0 innovative deposits scheme have also augmented
80 depositors preference for terms deposits. During
70 the weeks of liquidity stress, SBP though reduced
> the CRR;the exemption from SLRiis likely to induce

40 & further increase in the share of long-term deposits

28 in coming quarters.

10 The currency wise composition of deposits shows a
' shift away from foreign currency deposits which

ercent

Cv4 CWO5 CY6 CY7 Sep08 Dec08

declined to 12.4 percent of total deposits from 13.2
percent in last quarter. This shift in deposits mix
emanated from reduction in foreign currency
deposits which declined by 4.7 percent over the
quarter neutralizing the effects of slight devaluation
in Pak rupee.

Due to slower growth in asset that was effectively
covered by greater increase in deposits as well as
growth in equity, banks reliance on borrowings

for financing the earning assets declined by the end
of quarter under review. Over the quarter,
borrowings itself declined by 5.9 percent and its
share in overall funding structure slightly came
down to 8.2 percent. The composition of
borrowings however witnessed significant shift as
the unsecured borrowings declined by 33 percent
and its share in overall borrowings reduced to 16
percent (23 percent in Sep-08, see Figure 2.12).
Among secured borrowings, due to a number of
incentives announced for export sector, ERF
borrowings from SBP witnessed a substantial
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increase of 58 percent. Nonetheless, during the
stress weeks of October 2008 some of the
individual banks showed high dependence on
borrowings.

During the quarter under review, Shar ehol der s o

Equity grew by 7 percent; that was also
dampened by significant year-to-date losses posted
by a few banks. Nevertheless, fresh equity injection
and overall steady earnings led to YOY growth of
19.9 percent in the Equity, increasing its share to
9.6 percent of total assets. This increase in capital

base was |l argely influenced

Capital Requirermrent (MCR) policy, encouraging the
banksd retention of hi gher
injection of fresh equity for meeting the enhanced
MCR. A general rise in interest rates and slow down
in stock market during the recent quarters
significantly marked down the value of both fixed -
income and equity securities of banks. Accordingly,
the overall revaluation surpluses of the system
eroded by Rs47 billion (54 percent) over the year.
Resultantly, the share of net worth (shareholders
equity plus revaluation surpluses) in total assets
marginally declined to 10.4 percent (10.5 percent
in CYQ7).

During the quarter under review, Advances
witnessed a significant slowdown in sharp contrast
t o i ndustryoés established
quarter (see Figure 2.3). Advances grew by 3.7
percent even slower than Sept-08 quarter which is
traditionally characterized by low credit demand.
However, demand for bank credit, which started
picking up in the last quarter of CYOQ7, subsisted
during CY08 and caused a YoY strong growth of
18.9 percent (12.7 percent in CYQ7). As highlighted
above, this growth was mainly led by heightened
demand from public sector enterprises, which
accounted for 28 percent of this increase in
advances. Resultantly, the share of public sector
advances in total advances rose to 10.8 percent
(see Figure 2.13). Segment wise analysis’ shows
that mainly Corporate and Commodity Operations
increased their usage of bank credit during the
guarter under review, while SME sector advances
saw a slight increase. The later sector had

po

4 The following analysis of composition of advances and shift therein is based onthe banks6 domesti c operations only.
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Figure 2.14: Composition of Banks' Advances
(Domestic Operations)
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Figure 2.15: Composition of Consumer Loans Dec  -08
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Table 2.1: End-use of Advances (net)
amount in billion Rupees, share in percent

Dec-07 Sep-08 Dec-08

Amount Share Amount Share Amount Share

Fixed Investment: 609.2 226 7271 238 738.1 231

Corporate Sector 549.0 203 682.6 224 694.2 217
SMEs 60.3 22 445 15 439 14
Trade Finance: 415.9 154 459.0 150 480.6 15.1
Corporate Sector 348.0 129 4117 135 438.3 137
SMEs 67.9 25 473 15 423 13
Working Capital:* 1,231.6 45.6 14485 474 1,562.9 49.0
Corporate Sector 623.2 231 832.1 2713 883.3 217
SMEs 309.1 114 269.8 8.8 288.8 9.0
Agriculture 150.8 56 157.7 52 1555 49
Commodity Financing 148.4 55 1888 6.2 2354 74
Consumer Finance: 3714 138 3446 113 3322 104
Credit Cards. 46.8 17 431 14 40.7 13
Auto Loans 1114 4.1 102.9 34 95.3 3.0
Consumer Durable 11 0.0 04 0.0 03 0.0
Mortgage Loan 67.4 25 67.2 22 66.9 21
Other personal Loans 1447 54 1309 43 1288 40
Staff Loans: 52.2 19 616 20 64.5 20
Housing Finance 36.8 14 441 14 46.7 15
Others 154 06 175 0.6 178 0.6
Others. 20.6 0.8 126 04 135 0.4
Total 2,700.9 100.0 3,0534 100.0 3,192 100.0

* agriculture and commodity finance are added in this category for analysis in this section only.

gradually reduced its borrowing from banks during
the last couple of quarters. There was only a minor
shift in the end use of advances. Working Capital
finance registered a 1.6 percentage point increase
in its share, while Fixed Investment registered a
meager reduction. The advances to Agriculture
sector marginally contracted which declined their
relative share in
The consumer finance  after showing a strong
and persistent increase up till the end of CY07 has
been gradually declining since then. Further decline
during the quarter has reduced its share in overall
advances to 10.4 percent (see Table 2.1). The
breakup shows that all consumer finance categories
decreased during the quarter; however, the decline
was most significant in Auto Loans category that
came down by 7.4 percent. However, the internal
composition of the consumer finance largely
remained stable, with Personal Loans contributing
the largest share of consumer finance followed by
Auto and Mortgage Loans (see Figure 2.15).

Investments , the second largest component of
t he banks®o asset base,

trend since the last quarter of CY07. However, this
declining trend reversed during the quarter under
review and
increased by Rs54 billion (5.2 percent), increasing

its share in asset base to 19.1 percent (18.7

percent in Sep-08, 20.4 percent in Jun-08 and 24.7

percent in Dec-07). This increase was largely
contributed by investment of Rs59 billion in Govt.

papers and Rs13 billion in Bonds, Term Finance
Certificates (TFCs), and Participation Term
Certificates (PTCs). Accordingly, the internal
composition of investments shifted towards Gowt.

papers and Bonds, TFCs, & PTCs and remained
highly dominated by Govt. papers (see Figure
2.16). The composition of govt. papers shows

increased preference for short-term MTBs over
long-term PIBs which are more prone to mark to

market losses and have limited SLR eligibility.
During the quarter wunder review, banks

investments in MTBs significantly increased by 17.1
percent while holding of PIBs declined by 12.1

percent. Accordingly, the share of MTBs inched up
to 72.7 percent (67.2 percent in Sep-08) and that

of PIBs declined to 17.3 percent (21.3 percent in

Sep08), coresponding CYO076s
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Figure 2.17: Break up of Federal Govt. Securities Flgure 217) EqUIty Investments, which constitute

" MTBs remained stable at the last quarter levels. However,

this portfolio faced a significant mark down due to
slump in capital market. KSE100 index plummeted
by 36 percent during the quarter to 5,865 by the
end of December 2008. However, recent change in
disclosure requirements allowing the deferment of
impairment losses over the next year will keep this
year 6s bot t onnadditione thd gmdualn e .
recovery seen in the market is expected to make

HPIBs

Others

Dec08 Sep08

up for the impairment losses.
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Figure 3.1.1: Risk-Based Capital Position
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Figure 3.1.2: Capital Structure and Capital Adequacy
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3. Financial Soundness of the Banking
System

3.1 Solvency °

Solvency position of the banking system in terms of
fundamental solvency indicators witnessed an
improvement during the quarter. The weakening
asset quality, however, poses a potential risk to
solvency.

SBPO0s policy initiative
both injection of fresh equity and merger &

acquisition in the banking system. Accordingly, CAR
of the banking system has improved significantly
since CYO04, though this period saw a swift increase
in risk-based asset which grew by 141.7 percent
over these years. The CAR touched the peak of
13.2 percent in 2007 but subsequently relapsed
due to the impact of operational risk charge under
Basetll framework, which was implemented in

CYO08.

The qualifying risk based capital of the banking
system increased to Rs512.8 billion in Dec08 from
Rs492.2 billion in Sep-08 and Rs466.4 billion in the
CY07. The core capital, being the mainstay of
banksd capital rose by
supplementary capital declined by 5.1 percent
during the quarter under review (see Figure 3.1.1).
As a result, the share of Core capital in total capital
inched up to 83.6 percent from 82.0 percent in
Sep-08. The trend of strengthening of the core
capital to total assets has been continuing since
CYO04, when the ratio was 72.2 percent. (see Figure
3.1.2).

Slower growth in advances and increased interest
of banks in risk-free Govt. papers led to marginal

increase in Risk Weighted Assets (RWA) by 0.4
percent to Rs4,197.6 billion in Dec-08. In the wake

of these developments, the CAR of the banking
system increased by 0.5 percentage points to 12.2
(see Table 3.1.1). Similarly, the Core Capital to
RWA increased by same margin to 10.2 percent.
Both these ratios exceed the generally acceptable
benchmarks for well-capitalized banks.

® The above discussion is based on the CAR calculations on Basell framework. Except for three SBs which are reporting on Basel -1
reporting formats, all other banks have reported on Basle Il. These three banks hold 0. 5 percent of the banking systems assets.
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Table-3.1.1: Capital Adequacy Indicators

Basel-| Basel-II* |
Percent CY04 CY05 CY06 CYO7 Jun-08 Sep-08 Dec-08
CAR
PSCBs 134 145 152 174 155 15.1 12.8
LPBs 101 106 127 128 116 11.2 12.2
FBs 174 164 150 135 14.0 18.5 19.8
CBs 114 119 133 138 12.4 12.2 12.6
SBs (9.0) (7.7) (83) (7.8) (0.7)  (41)  (23)
All banks 105 113 127 132 12.1 11.8 12.2
Tier 1 Capital to RWA
PSCBs 86 88 111 130 11.9 11.9 10.1
LPBs 75 83 104 105 9.5 9.3 10.3
FBs 171 161 143 129 134 18.0 19.3
CBs 86 9.1 107 111 10.1 10.1 10.7
SBs (15.0) (13.6) (13.3) (135) (78) (9.1)  (7.6)
All banks 76 83 100 105 9.7 9.7 10.2
Capital to Total Assets
PSCBs 87 126 122 137 12.8 129 11.9
LPBs 65 70 92 102 9.8 9.8 10.1
FBs 89 95 101 112 10.5 13.3 13.9
CBs 72 84 99 109 104 105 10.7
SBs (9.4) (81) (80) (55) 04  (41) (25
All banks 67 79 94 105 10.2 10.2 10.4

Table-3.1.2: Distribution of Banks by CAR

Below Min ~ From Min CAR

Total CAR Ratio* 1 10% 10t015% Over15%
CYo03 40 4 10 5 21
CYo4 38 1 13 9 15
CY05 39 2 7 13 17
CY06 39 3 4 15 17
Cyo7 39 3 6 12 18
Sep-08 40 4 9 7 20
Dec-08 40 4 2 13 21

* From December 31, 2008, banks are required to maintain minimum CAR of 9
percent instead of preious requirement of 8 percent.

Figure 3.1.4: Banks' Market Share by CAR
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The composition of the RWA shows that the Credit
Risk is the largest category of risk assumed by
banks i.e. constituting 84.7 percent of overall RWA.
However, the risk-averse approach of banks
reflects in over the quarter decrease in RWA to
total assets by 1.6 percentage points to 74.3
percent. The ratio is still above the 68.1 percent in

CYO07indicating substantially increased risk appetite
of the banking system.

Group-wise position shows that CAR of all the
groups increased except for the PSCBs which
witnessed a decline by 2.4 percentage point to
12.8. The Core Capital to RWAs of PSCBs too
registered decline of 1.8 percentage point. The
capital adequacy of the PSCBs has been declining
since CYO07 due to receding earnings and recent
losses suffered by one of the PSCBs.

Besides the increase in riskbased capital, the
equity base of banking system also increased
significantly.
percent over the quarter and 19.9 percent on YoY
basis. However, due to mark down of revaluation
surpluses, net worth (equity + revaluation
reserves) to total assets ratio witnessed marginal
increase to 10.4 percent in the Dec-08 (10.2
percent in Sep-08 and 10.5 percent in Dec-07).

The major hazard to the solvency emanating from
credit risk, however, increased during the quarter.
Capital impairment ratio i.e. net NPLs to Capital
ratio which touched the lowest of 5.6 percent in
CYO07 started to rise in CY08. During the quarter
under review, the ratio further increased by 3.2
percentage points to 13.6 percent. (see Figure
3.1.5).

The disaggregated analysis shows that 36 banks
have CAR above 9per cent (see Table 3.1.2). Of
the remaining 4 banks with CAR below 9 percent, 3
are expected to comply with the requirements
shortly as they have already planned right issue.
The market share of banks having CAR of 10
percent and above stood at 80.9 percent in CY0S8,
whereas 89.2 percent of the banking system assets
rest with the banks having CAR of 9 percent and
above. (see Figure 3.1.4). Further, 27 banks
including 4 foreign banks are fully compliant with

14
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6 See BSD Circular No. 30 & 19 of 2008.

the MCR. Most of the remaining banks are in the
process of meeting the MCR, except 4 banks, which
are under the process of restructuring/
privatization.

The solvency position of the banking system has
thus far remained firm. However, it faces threat
from the deteriorating asset quality. For creating
sufficient capital cushion to cope with any risk, SBP
has raised the CAR to 9 percent and introduced a
policy for increasing MCR in a phased mannef.
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Figure 3.2.1: Composition of On  -Balance Sheet Risk Adjusted

Retail Portfolio

3.2 Analysis of Capital Adequacy of
Banks/DFIs under New Capital
Standard

As discussed in the previous secton, the CAR of
the system over the quarter improved to 12.2
percent. The overall CAR for Banks and DFls
improved by 54 bps to 13.0 percent, while Tier -I
capital to RWA and Tierll Capital to RWA
remained 11.1 percent and 1.9 percent,
respectively. To date, no bank/DFI has issued Tier-
Il instrument, which is allowed for covering capital

charge for market risk.

A brief analysis of MCR and CAR for the banks has
been given in previous section. The following

paragraphs provide a detailed analysis of credit,

market and operational risk delineating the overall

risk assumed by banks/DFIs. The detailed working

of CAR of the system is given at Annex5.

The composition of the Risk Weighted Amounts
show that out of the total capital requirement,
around 84 percent capital is required against credit
risk, followed by 11 percent for operational and 5
percent for market risk. Under Basel-Il banks and
DFlIs can opt from different approaches available
for calculation of capital charge against credit,
market and operational risk. All banks/DFls are
presently using Standardized Approaches (SA) for
the calculation of Credit and Market risks. Two
foreign banks have opted for the Standardized
Approach whereas the rest are using the Basic
Indicator Approach for calculating Operational Risk
charge.

The Credit Risk Weighted Amounts (CRWA) in
standardized approach have been calculated based
on categorization of exposures into different types

based on the types of the counterparties and the

nature of exposure. The composition of on-balance
sheet risk adjusted exposures in different exposure
types is shown in figure 3.2.1.

For calculating the capital charge against off-
balance sheet exposures, they are first converted
into on-balance sheet equivalents using Credit
Conversion Factor (CCF) viz. 100 percent, 50
percent, 20 percent, and 0 percent and then
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Table 3.2.1: Exposure wise Rated and Un-rated Original Exposure
amount in billion Rupees, share in percent
Share
Rated  Unrated

Claims on Rated Unrated

PSEs 67 247 21 79
Banks 233 64 79 21
Corporates 243 1890 11 89
greeyrtﬁsxeg}g;n and GoP in Currencie: 86 23 79 21
Total 629 2226 22 78
Exposures which are not rated 0 2596

Total 629 4822

Table 3.2.2: Banking Group wise Rated and Un-rated Exposures

amount in billion Rupees, share in percent
Share
Unrated

Banking Group Rated Unrated  Rated

Public Sector Banks 98 436 18 82
Local Private Banks 469 1717 21 79
Foreign Banks 46 54 46 54
Specialized Banks - - - -
DFlIs 16 22 43 57
Total 629 2229 22 78
Unrated Exposure 1] 2593

Grand Total 629 4822

Table 3.2.3: Composition of Credit Risk Mitigants against
Major Exposures

share in percent
Share of CRM used with Risk Weight

Claims on 0% 20% > 20%
PSEs 100.0 0.0 0.0
Banks 95.8 4.2 0.0
Corporates 66.4 215 12.1

Claims Categorized as

Retail Portfolio 99.6 0.3 0.0

Table 3.2.4: Risk Adjusted Exposures vs original Exposures
amount in billion Rupee
Percent of Risk

Basel Il

Claims on Original Risk Adj Adj/ Orig
Public Sector Banks 1,050 611 58
Local Private Banks 3,997 2,381 60
Foreign Banks 218 98 45
Specialized Banks 105 71 68
DFIs 90 50 56
All Banks 5,451 3,212 59

different risk weights are assigned based on the
underlying risk of the respective exposures.

The CRWA equals Rs3,609 billioh comprising on-
balance sheet exposures of Rs3,209 billion (89
percent of CRWA) and off-balance sheet exposures
of Rs400 billion (11 percent of CRWA). The on
balance sheet exposures have been further
analyzed along three dimensions:

Rated and Unrated Exposure Out of total on -
balance sheet original exposure amaunt of Rs5,445
billion, 53 percent exposures (Rs2,853 billion)
require external credit ratings for the calculation of
respective capital charge. Out of the exposures
requiring ratings, only 22 percent exposures are
rated. The claims against corporate sedor which
dominates the on-balance sheet exposures are
rated to the extent of 11 percent (see Table 3.2.1
& 3.2.2).

Credit Risk Mitigants (CRN. CRM benefit has been
mainly taken against corporate. Out of total CRM
under simple approach, the banks have primarily
used the cash and cash equivalent collateral (with O
percent risk weight). However, a significant share
of CRM falls in risk weight of 20 percent for
corporate exposures, which may include bank
guarantees or certain debt securities. (see Table
3.2.3).

Original and risk-adjusted exposures The amount
of risk-adjusted exposure in terms of original
exposure depicts the relative gross risk assumed by
the banks/DFIs when compared to other banking
groups. The greater the reduction in original
exposure the lesser the presumed risk and the
capital charge (see Table 3.2.4). The Market Risk
Weighted Amount (MRWA) is derived from the
capital charge against market risk that is allocated
against those exposures which are exposed to the
market movement in interest rates and equity
prices in the bPandkdanges in
foreign exchange rates in overall banking activity.
Moreover, capital against market risk could be
maintained in three different tiers of capital.

” Does not include data of three Specialized Banks which are in the process of restructuring and are exempt from Basel-1|

framework till the finalization of their restructuring process .

8 Trading book consists of position in financial instruments held with trading intent or in order to hedge the other element of trading

book.

17

adi

ng



Table 3.2.5: Groupwise Composition of Capital Charge

amount in million Rupees

Interest  Equity Price Foreign Positions
Rate Risk Risk Exchange Risk  in Options TMRWA

Public Sector Bank 465 140 2,852 0 3,457
Local Private Banks 3,428 2,158 2,042 58 7,686
Foreign Banks 801 7 358 0 1,166
Specialized Banks 0 0 0 0 0

DFls 256 1,677 0 0 1,933
Total 4,950 3,983 5,252 58 14,242

Table 3.2.6: Operational Risk Weighted Assets

amount in million Rupees

| Sep-08 | Dec-08

BIA* SA**  Total BIA SA  Total
Public Sector Banks 86 0 86 101 0 101
Local Private Banks 305 26 331 316 35 351
Foreign Banks 21 1 23 21 1 22
Specialized Banks 17 0 17 16 0 16
DFIs 12 0 12 13 0 13
Total 441 27 468 467 36 503

* Basic Indicator Approach
** Standaridized Approach

However, no bank has kept its capital in terms of
Tier lll capital in Pakistan (see Table 3.2.5).

Operational risk is the risk of losses due to
inadequate or failed internal processes, people and
systems, and from external events. Inclusion of
capital charge for operational risk is one of the
major distinctive features of Basel-lIl framework.

Under Standardized Approach of the framework,
banks are allowed to use either Basic Indicator
Approach (BIA) or SA for arriving at Operational
Risk Weighted Amount (ORWA). Basic Indicator
approach is based on the average positive income
of last three years resulting from overall banking

activities. Under St andar di

activities are divided into eight distinct areas, and
capital charge is calculated by multiplying the
average income generated from each area by its
distinctive factor. The ORWA of all banks and DFls
comes to Rs503 billion (Rs490 billion for banks)
end Dec-08 (see Table 3.2.6).
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Table 3.3.1: Profitability of Banking System

amount in billion Rupees

CY04

CY05

CY06

CY07 Sep-08 Dec-08

Profit before tax

PSCBs 14.2 22.8 315 33.2 11.7 14.7
LPBs 31.0 60.5 85.6 69.7 66.3 745
FBs 7.2 11.6 6.3 2.5 3.2 0.4
CBs 52.4 94.9 1235 1054 81.3 89.6
SBs (0.4) (1.1) 0.1 1.7 1.8 3.9
All Banks 52.0 93.8 123.6  107.1 83.1 93.6
Profit after tax -
PSCBs 8.0 155 21.2 239 9.5 11.4
LPBs 218 41.1 59.1 47.4 43.9 495
FBs 5.8 8.0 4.3 1.2 1.5 (1.0)
CBs 35.6 64.6 84.6 72.4 54.8 59.9
SBs (0.9) (1.3) (0.5) 0.9 1.1 3.3
All Banks 34.7 63.3 84.1 73.3 55.9 63.2
Table 3.3.2: Profitability Indicators
Percent

CY04 CYO5 CY06 CY0O7 Sep-08 Dec-08
After Tax ROA
PSCBs 13 2.2 27 25 13 11
LPBs 1.2 1.8 2.1 1.4 1.4 12
FBs 2.0 2.5 1.5 0.7 0.9 (0.5)
CBs 13 2.0 2.2 1.6 14 11
SBs (0.8) (1.2) (04 07 1.2 2.7
All Banks 1.2 1.9 2.1 1.5 1.4 1.2
After Tax ROE  (based on Equity plus Surplus on Revaluation)
PSCBs 17.2 20.9 21.7 195 9.7 8.7
LPBs 20.2 27.2 25.3 13.9 145 12.1
FBs 21.5 27.1 15.6 6.3 7.7 (4.1)
CBs 19.6 25.4 23.7 15.0 13.0 10.7
SBs - - - - - -
All Banks 20.3 25.8 242 155 134 113

Figure 3.3.1: ROE After Tax
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3.3 Profitability

The banking system remained profitable during the
quarter under review. The full year profits of CY08
were however lower than profits for the last couple
of years. The lower profits coupled with higher-
base effect resulted in decline in baseline
indicators.

Higher loan loss charges and operating expenses
affected the earnings of the banking system during
Dec-08 quarter. Profit before tax grew by Rs10.5

billion over the quarter; translating into full year

profit of Rs93.6 billion whereas after tax profit

remained at Rs63.2 billion in Dec-08 (see Table
3.3.1).

Group-wise, LPBs shared 78 percent increase in
profitability of the system, while PSBs and SBs
contributed rest of it. However, increase in non-
mark up expenses of FBs weighed heavily on their
profitability and turned the bottom line red. Non
mark-up expenses in terms of gross income of FBs
increased by 11.7 percentage point during CY08,
resulting mainly from the entry of a new FB.

Deceleration in the growth of earning resulted in

marginal reduction in earnings ratio over the
qguarter. The return on assets (ROA) has declined
by 0.2 percentage point to 1.2 percent owing to

higher provisions and operating expenses. Similarly
return on equity (ROE) declined by 2.1 percentage
points to 11.3 percent (see Table 3.3.2 and Figure
3.3.1).

The operating expenses to gross income (cost to
income) increased over the quarter by 2.2
percentage points to 49.1 percent in Dec08 (43
percent in Dec-07). Though the ratio has increased
for all the categories, it is more pronounced for FBs
where it increased by 7.9 percentage points to 68.1
percent due to entry of a new FB and enhanced
efforts to increase the market share. The ratio
observed a decrease of 4.3 percentage points to
49.2 percent for SBs. (see Figure 3.3.2 and Annex

).

In line with the trend, the profit both before and
after tax of CBs increased by 10.3 percent and 9.3
percent respectively, during the quarter though
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declined on YoY basis. This was despite the fact
— et e o s e 82 Creny e that the net interest income had increased both on
s Ot Noriterestncone — Operaingpere quarterly as well as annual basis. In the last couple
 Operaing Bp.+Prosi - Alexpenses + Extaoidnarycran of years, increase in non-interest income
complemented the substantial increase in mark-
up/interest income. However, during the Dec-08
quarter as well as for the full year, the overall
profitability was neutralized due to more than
proportionate increase in operating expenses and
— . e - N W provisioning for loan losses. The share of net
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income (69.3 percent in CY07) (see Figure 3.3.3).

The analysis of core menhcome
mark up/interest income in proportion ate terms has

surged by 36.5 percent to Rs232.6 billion during

the quarter (YoY increase of 19.1 percent). The

NIl soared due to higher spread between
outstanding loans and deposits, larger increase in

earning assets compared to interest bearing
liabilities and enhanced recovery efforts.

Figure 3.3.4: CBs' Profit & Loss Composition The income composition has witnessed shift since
e e e CY04; as the share of net interest income has

increased, the non-interest income has seen its
share trailing down to 28.6 percent of gross income
in Dec-08 from 30.2 percent in Sep-08 (30.7 in
Dec-07). Further analysis of the non-interest
income indicates that the fee based and currency
dealing income has increased during the quarter by
30.5 percent to Rs62.8 billion, whereas other
income constituting trading gains and dividend
CY04  CYOS  CYOS  CYO7  Sepos  Decos income increased by 20.5 percent during the
quarter under review to Rs30.6 billion.

billion Rupees

On overall basis, all expenses as a percentage of
gross income increased by 5.2 percentage points to
72.5 percent by end Dec-08. In absolute terms
expenses increased by 33.4 percent to Rs235.8
billion in CYO08, which affected the overall
profitability of the system. In addition to higher
provisions, enhanced branch network with
increased human resource base has soared the
expense of the system during the quarter under
review. (see Figures 3.3.3 and 3.3.4).

The Provisions charges and direct write-offs
increased by R£5.8 billion over the quarter and
stood at Rs75.6 billion for CYO08 - significantly
higher than CY07 levels of R$6.5 billion. In terms
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Table 3.3.3: Percentage Breakdown of Banking System's Total Assets (TA) by ROA

CY05

CY06

Cvo7

Sep-08

Dec-08

No.of Sharein No.of Sharein No.of Sharein No.of Sharein No.of Sharein

ROA Banks

TA  Banks

TA

Banks

TA

Banks

TA

Banks

TA

Oandbelow 7
0005 4
05001 2
100015 5
L5and Over ~ 21

3% 6
28 3
7 6
4 5
827 19

21
18
9.9
96
6.6

10
2
4
10
13

85
24
19
349
523

2
6
3
5
14

110
9.0
15
11
64.4

17
3
2
6
10

of gross income, these charges were 23.2 percent
in Dec-08 (20.73 percent in CYQ7).

Couple of post quarter regulatory developments
that may influence the profitability of t he system,
are worth mentioning; firstly, the rationalization of
the provisioning requirements would limit the
increasing provisions to some extent. Secondly,
change in disclosure requirements allowing the
deferment of impairment losses on AFS securities
over the next year , wi | |
profitability under check. The annual audited
results of the top five banks for the year 2008 show
that their profitability on average has remained at
the previous yeards | evel

The phenomenon of decline in earning capacity has
been widely shared by individual banks. The assets
distribution on the basis of ROA shows that 16
banks, holding 67.9 percent market share, have
ROA of one percent and As ROA of the banking
system has declined, the number of banks with
ROA below 1.0 percent increased to 22 from 21
whereas their share in total banking sector assets
has increased from 21.6 percent to 32.1 percent
during the quarter under review.

The banking sector in Pakistan has remained
somewhat insulated from the global financial
turmoil and has maintained its profitability albeit
the slower growth. The prevailing global economic
downturn nevertheless has the potential to impair
corporate and business profitability that may
ultimately heighten the credit risk and may affect
the earnings of the banking sector in the quarters
ahead.
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Figure 4.1.1: NPLs of Banking System
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Figure 4.1.2: Category -wise Breakup of NPLs
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4. Risk Assessment of the Bankin g
System

4.1 Credit Risk

The credit risk of the banking system increased
further as reflected by a 12.5 percent surge in NPLs
during the quarter. The QoQ increase in advances
by 4 percent and YoY 20 percent though somewhat
contained overall impairment ratios.

The NPLs of the banking system increased by Rs35
billion to Rs313 billion during the quarter (Rs100

billion during the year). This rise in NPLs is

observed across all the banking groups except
specialized banks, where NPLs have actually
decreased (see Figure 4.1.1). Doubling-up of cash

recoveries to around Rs12 billion and loans written-

offs during the quarter have, to some extent,

tapered the increase in NPLs.

The spurt of NPLs is observed in all classification
categories requiring provisions, with
proportionately higher increase in Substandard and
Doubtful categories. However, the inflow of fresh

NPLs and deterioration of existing NPLs have
substantially increased the amount of NPLs in
Substandard, Doubtful and Loss categories. Though
major portion of the NPLs reside in Loss category,
the share of NPLs in first three categories have
increased to 43 percent from 33 percent a year
earlier. This trend indicates that in periods ahead,
banks might have to provide additional loans losses
in case they are not able to recover/restructure
these NPLs (see Figure 4.1.2).

As a result of rising NPLs, a visible addition is
observed in Net NPLs (see Figure 4.1.3). Two
factors contributed to this increase; firstly the flow
of NPLs into categories requiring partial provisions
and secondly, the inception of FSV benefit. Though
FSV benefit may have increased net NPLs, it may
keep in check the dampening profitability of the
system.

Increase in NPLs during the quarters reflects in
worsening of the asset quality ratios. NPLs to Loan
ratio of the banking system increased by 0.7
percentage points to 9.1 percent. The ratio has
increased across all the banking groups, with a
significant increase for LPB and FBs. The trend
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Figure 4.1.4: NPLs to Loans (Gross )
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Figure 4.1.6: Provision against NPLs
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Figure 4.1.7: Segmentwise Infection of Loans Portfolio
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analysis show that the ratio for commercial banks

and over all banking sector is converging due to

increasing share of LPBs in asset and advances
portfolio of the system (see Figure 4.1.4).

Moreover, most of the PSCBs and the banks
undergoing consolidation and restructuring over

the past three years, have infection ratios higher

than industry average. The NPLs to loans ratio
(net) which declined to below 1 percent by the end

of 2007 started to inch up during 2008 and reached

2.5 percent during the quarter under review. (see

Figure 4.1.5).

The provisions against NPLs increased in absolute
terms. However, this increase fell short of increase
in  NPLs. Rationalization ~ of  provisioning
requirements by allowing FSV benefit also
contributed towards the lower loan loss charges.
Therefore, NPLs coverage ratio declined by 4.3
percentage points to 74.7 percent. (see Figure
4.1.6). Capital impairment ratio (Net NPLs to
capital) of the system also soared by 3.2
percentage points to 13.6 percent.

The composition of segment-wise NPLs of the
banking system shows that infection ratio of all the

segments except agriculture have increased (see
table 4.1.1). The exposure to corporate sector has
crept up to around 63 percent of the total loan

portfolio, from around 54 percent a year ago.
However, with worsening business climate, the
infection ratio of the corporate sector, which

remained almost at same level during the previous
two quarters, increased by 1.2 percentage point to
8.9 percent during the quarter under review °. NPLs
of the SME sector are also rising at relatively fast
pace (see Figure 4.1.7). Analysis of NPLs by the
end use of loans shows that infection is more
pronounced in working capital finance; indicating
slackness in turnover of inventories and
receivables in the wake of general slowdown in
business actvities.

Consumer financing has been reducing since the
inception of CY08. However, NPLs of the sector
have been increasing in absolute as well as in

o Earlier Quarterly Performance Reviews of the Banking System (QPR) quoted only the domestic data on segment wig NPLs,
whereas credit risk section of the present report the overall data. As such the figures may vary from the ones reported in ea rlier

QPRs.
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Table 4.1.1: Segmentwise Infection of Loans Portfolio

In percent Share in total
Sector All Banks laons (%)

Sep-08 Dec-08 Dec-08

Corporate 7.6 8.9 62.7
Consumers 6.4 6.9 10.5
Credit Cards 5.1 5.5 1.2
Auto Loans 53 5.9 2.8
Consumer Durables 42.5 7.8 0.0
Mortgage Loans 8.0 7.4 24
Others 6.7 7.8 4.1
Commodity Finance 11 1.4 6.9
Staff Loans 0.7 1.0 1.9
Others 6.1 10.0 2.3
Total 8.3 9.1 100.0

Table 4.1.2: Sectorwise Infection of Loans Portfolio

Sectors Sep-08 Dec-08 Share in
Loans Loans NPLs
Chemical &
Pharmaceuticals 7.4 7.7 35 3.0
Agribusiness 11.8 8.9 4.5 4.3
Textile 14.6 14.6 19.5 31.2
Cement 9.9 6.6 2.6 1.9
Sugar 8.2 9.1 1.9 1.9
Shoes & Leather
garments 23.7 8.6 0.7 0.7
Auto & Transportation 9.2 75 23 1.9
Financial 0.7 5.4 1.8 1.0
Insurance 0.0 0.0 0.1 0.0
Elec.& transmission of
energy 1.4 3.4 9.9 3.7
Individuals 9.1 8.7 13.8 13.2
Others 6.6 8.6 39.4 37.2
Total 8.4 9.1 100.0 100.0

Table 4.1.3: Credit shocks-Descriptions

15% of performing loans moving to substandard,
15% of substandard to doubtful, 25% doubtful to

Tightening of loan classification i.e. all NPLs under
OAEM require 25% provisioning, all NPLs under
substandard require 50% and all NPLs in doubtful
category require 100% provisioning.

Deterioration of loans to the textile sector (25%)
directly downgraded to doubtful category

25% of consumer loans (auto loans, personal loans
Cc-4 & consumer durables only) classified into doubtful
category.

Default of three largest exposures (Fund Based
exposures)

C-1

percentage terms. The infection ratio of consumer
finance portfolio increased by 0.9 percent to 6.9
over the quarter (2.3 percent over the year). Rising
inflation and contained disposable incomes coupled
with increasing lending rate have reduced
consumersd appetite for credit as well as their
repayment capacity, resulting in increasing defaults
rate in the consumer finance.

Analysis of the NPLs by sector of economy
delineates a mixed trend. (see Table 4.1.2).

Comparison over the quarter shows that Electronics
& Transmission of Energy, which has 10 percent
share in the loan portfolio, witnessed increase in

infection ratio by 2 percentage points, coming

mainly from classification of electronics sector
portfolio. The ratio marginally increased for
Chemical & Pharmaceutical and Sugar sectors while
it improved for a number of sectors including

agribusiness. Allthe sectors have NPLs to loan ratio
either below or equal to the industry ratio. The

Textile sector which is the largest user of bank

credit, managed to maintain the NPLs to Loan ratio
at previous
disbursement to sector during the quarter.
Interestingly, in the wake of economic slowdown ,
banks seem to facilitate the businesses through
rescheduling/ restructuring of loans; Textile sector
being the major beneficiary.

In order to check the resilience of the banking
system to adverse movements in credit portfolio, it
has been stress tested for five different types of
shock (see Table 4.1.3).

The credit shock G-1 leads to reduction in the CAR
of the system by 2.4 percent to 9.8 percent (See
Table 4.1.4). Similarly, by tightening the provisions
under shock G2, the overall CAR of the banks
faces a reduction of 0.9 percent to 11.3 percent.
The textile sector specific shock G3 leads to
decline in the CAR of the banking sector by 1.5
percent. When consumer portfolio is stressed under
shock G4, the CAR of the banks marginally
declined by 0.6 percent. The impact of
concentration risk shock G5 is the largest on the
CAR.The CAR of banking sector would declined by
4.7 percentage points to 7.6 percent (see Table
4.1.3).
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Table 4.1.4: Credit shocks

Shock

Impact of shocks

% point

change in Adjusted
CARafter CAR after

Shock

shock

Credit Shock C-1
Credit Shock C-2
Credit Shock C-3
Credit Shock C-4
Credit Shock C-5

(2.44)
(0.93)
(1.48)
(0.58)
(4.66)

9.8
11.3
10.7
11.6

7.6

The overall results of stress shock on the banking
system show sufficient resilience of the banking
system. The results of the macro stress testing
have also confirmed the resilience of the system in
face of the adverse movements in financial as well
as economic factors (see Special Section: Macre
stress Testing of Credit Risk). Banks, however,
need to work for improving concentration profile of
their lending portfolio and enhancing vigilance of
their large exposures.

The credit risk which saw a modest increase during
the previous quarter, has increased further during

Dec-08 quarter. However, the banking system
remains resilient to adverse credit shocks at the
back of improved CAR. Banks need to make efforts
for managing their troubled loans and to develop
ingenious approach, avoiding any clogging of their
balance sheets. The available annual audited
results show that banks are making efforts for
keeping their balance sheets clear and recognizing
and providing for NPLs on criteria that are more
stringent. This approach may affect their earnings
and asset quality indicators, however, this
approach will benefit the banks in the long run by

creating sufficient cushion to withstand future

losses. Nevertheless, the dynamics of the credit risk
and response of the banking industry and
regulators will largely depend on the macro-
environment in the country .
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Special Section 1: Macroeconomic Stress Testing of Credit Risk

Table S.1.1: Simulated percent NPL ratios under different severity of Shocks for Q1-20

Baseline
NPLR GDP
Expected 9.475 9.912

NPLR under Stress

LR
9.850

CPI
9.852

Un-expected Movement
at percentiles

90.0 10.016 10.432
9.0 10.160 10.576
99.0 10451 10.848
995 10543 10.947
99.9 10.790 11110

10.344
10486
10.750
10861
11.096

10.381
10534
10.821
10.936
11.159

Figure S. 1.1: Simulated  NPL Ratios
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The macroeconomic stress testing is based on the
relationships among key macroeconomic and
banking sector variables. It assumes that leading
macroeconomic indicators such as the GDP,
interest rates, exchange rate and inflation affect
the performance of the banking system. The inter
linkages between the macroeconomic indicators
and the banking sector variables are modeled along
the scenarios for testing the stressed position
under different exceptional but plausible events.

Though there are host of approaches to conduct
macro-stress testing, the widely used approach is
the Credit Portfolio View (CPV) methodology, which
has been applied in the analysis. The CPV
methodology explicitly relates the loan infection
ratio (NPLR) to overall output level (GDP), interest
rates (LR), consumer prices (CPI) and the
exchange rate (EXR). The CPV methodology
stresses the macroeconomic variables to forecast
its impact on the default rate for period (t+1), i.e.
for one future period. As the present analysis is
based on quarterly data with December, 2008 as
current (t) period, the CPV methodology forecast
the default rate for next quarter (i.e. Q1-2009).
The detailed technical discussion on the CPV
methodology and model specification is presented
in Appendix A.

Under the present methodology, NPLR is stressed
for reduction in GDP, increase in LR and CPI. The
current analysis employs historical quarterly data of
GDP?, CPI, LR and EXR for the period Q41996 to
Q4-2008 and provisional NPLR for the Dec08
quarter to forecast NPLR for the period Mar-2009
(i.e. t+1 period). Based on the above, the CPV
methodology constructs the following relationship;

NPLR=f(GDP, CPI, LR, EXR)

As EXR was statistically insignificant, it has not
been included as a shock variable. This functional
relationship is then quantified using the regression
analysis and its results are employed in Monte
Carlo simulation procedure, which create 20,000

0 The yearly data on GDP was converted in quarterly by using the factorization approach mentioned by Arby and Batool (2007
AEstimating Quarterly

Gr oss

Fixed Capital Formationo, SBP working
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scenarios to stress test the NPLR. The results of the
simulations are given in table 1.

The NPLR for the period Q12009 is forecasted at
9.48 percent in case of baseline scenario without
any economic shock, which is 0.35 percent higher
than the current quarter NPLR of 9.13 percent.
Under stressed scenarios for various
macroeconomic variables, NPLR is expectedto
range between 9.85 percent to 9.91 percent.

Under the baseline scenarios with increasing
confidence interval (probability of occurrence) from
90 to 99.99 percentile, the NPLR may worse-off
from 10.0 percent to 10.8 percent. Similarly, the
macroeconomic shocks for various confidence
intervals will increase NPLR in the range 10.38
percent to 11.2 percent. However, given the
present state of banking system, we do not expect
the extreme level of NPLR to happen over a period
of one quarter. From the perspective of resilience
of the system, based on the macro stress test
results, the system is expected to remain profitab le
and achieve the required capital levels under the
expected baseline and stress scenarios.
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Figure 4.2.1: Shiftin Yield Curve
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Figure 4.2.3: GAP between Rate Sensitive Assets and Laibilities to Total
Assets (in %)
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Figure 4.2.4: Exchange Rate and Swap Point
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4.2 Market Risk

Interest Rate risk has a strong bearing on the
overall Market Risk profile of the banking system.
Rising interest rates during the quarter added to
the interest rate risk, though it eased out in post
quarter weeks. The liquidity tightening and rising
interest rates increased the yield curve risk during
the Dec-08 quarter. As a result yield curve peeked
in Dec-08 after shifting in the range of 2 -3 percent
for different maturities. However, with easing out
of the liquidity stress, it started shifting downwards
post quarter and reached below the level of Jun-08
by mid Mar-09. The yield spreads also moved down
to the Jun-08 levels. The curve for the Mar-09
flattened over short term depicting expectations of
the banks regarding easing out of the rates. (see
Figure 4.2.1). Similarly, the PKRV interest rate for
3m came down from peak of 13.8 in Nov-08 to
11.4 percent in Mar-09 (see Figure 4.2.2).

The changes in term structure of interest rate
heighten the interest rate risk if there are
considerable re-pricing GAPs. The GAP position of
banks shows that for the time buckets of 3-12
months and over 1 year buckets, re-pricing GAPs
between the rate sensitive assets and rate sensitive
liabilities of the banking system were generally at
comfortable levels i.e. within the + 10 percent
range of the total assets. The GAP in up to 3
months timeframe remains slightly above the + 10
percent range. GAPs in almost dl the time buckets
stayed in positive range. Group wise, SBs have
negative gap in longer term as one of the SBs has
large negative equity, which has been covered
through rate sensitive liabilities. (see Figure 4.2.3)

On the Exchange Rate risk front, until the latter
half of 2008, on the back of increasing current
account deficit and high inflation, there had been a
significant appreciation in real exchange rate. This
led to increased preference for USD over PKR and
flight of capital, ultimately PKR depreciated by
around 25 percent, which increased the PKRUSD
parity to Rs84 by mid October, 2008 (see Figure
4.2.4). The announcement of IMF package eased
the pressure on USD/PKR exchange rate and PKR
appreciated by 5.5 percent to Rs79.1 by 31st
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