Quarterly Performance Review
of the Banking System




The Team

Team Leader

Lubna Farooq Malik Lubna.faroog@sbp.org.pk

Team Members

Muhammad Javaid Ismail  javaid.ismail@sbp.org.pk

Amer Hassan amer.hassan@sbp.org.pk

Rizwana Rifat rizwana.rifat@sbp.org.pk

Abdul Samad abdul.samad@sbp.org.pk

Imran Malik imran.malik@sbp.org.pk

Farrukh Bashir farrukh.bashirsatti@sbp.org.pk
Data Assistance

Muhammad Amjad m.amjad@sbp.org.pk



mailto:Lubna.farooq@sbp.org.pk
mailto:javaid.ismail@sbp.org.pk
mailto:amer.hassan@sbp.org.pk
mailto:rizwana.rifat@sbp.org.pk
mailto:abdul.samad@sbp.org.pk
mailto:imran.malik@sbp.org.pk
mailto:farrukh.bashirsatti@sbp.org.pk
mailto:m.amjad@sbp.org.pk

Contents

Section

2.1
2.2
2.3
24

3.1
3.2

4.1
4.2
4.3
5.
6.
Annex-I
Annex-I|

Annex-111
Annex-1V

List of Abbreviations

Glossary

Overview

Assets and Funding Structure

Deposits

Borrowings

Loans

Investments

Financial Soundness of the Banking System
Solvency

Profitability

Risk Assessment of the Banking System
Credit Risk

Market Risk

Liguidity Risk

Performance of Islamic Banking

Resilience of the Banking System Towards Stress Tests

Financial Soundnessadicators

Selected Indicators for Different Categories of Banks

Bankwise Major Statistics
Groupwise Composition of Banks



List of Abbreviations

CAR
CB
CDR
CRR
CY
FB
HTM
IB
IBB
IBI
LPB
MCR
MTB
NII
NOP
NPF
NPL
NSS
OMO
PI1B
PSCB
ROA
ROE
RSA
RSL
RWA
SBP
SB
SLR
SME

Capital Adequacy Ratio
Commercial Bank

Creditto Deposit Ratio

Cash Reserve Requirement
Calendar Year

Foreign Bank

Held-to-Maturity

Islamic Bank

Islamic Bank Branch

Islamic Banking Institution
Local Private Bank

Minimum Capital Requirement
MarketTreasury Bill

Net Interest Income

Net Open Position

Non Performing Finance

Non Performing Loan

National Saving Scheme
Open Market Operation
Pakistan Investment Bond
Public Sector Commercial Bank
Retun on Asset

Return on Equity

Rate Sensitive Asset

Rate Sensitive Liability

Risk Weighted Asset

State Bank of Pakistan
Specialized Bank

Statutory Liquidity Requirement
Small and Medium Enterprise



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 rates quoted in interbank market
potential that a borrower or are called as interbank rates.
countgr-pgrty will fail to perform Interest rate  risk is  the
an obligation or repay a loan. exposur e of an NSt
Discount rate is the rate at financial condition to adverse
which SBP provides threeday movement in interest rates,
repo facility to banks, acting as whether domestic or worldwide.
the lender of last resort. The primary source of interest
Dur ati on ( Mac a raie ris)l; iS differ(_ence in timing of X
Duration) is a time weighted H1 fg-p?% cing of bankos
liabilities and off-balance sheet
present value measure of the :
: instruments.
cash flow of a loan or security
that takes into account the Intermediation cost is the
amount and timing of all administrative expenses divided

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.

function of its coupon, maturity
and vyield.

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

by the average deposits and
borrowings.

Liquid assets are the assets
that are easily and cheaply
turned into cash i notably cash
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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
t he bankos abil
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 mpai

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 s 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.

bt Yon }Pgrforn%nfgf el eLgaEsl

(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/lnfection

ratio  stands NPLsra,S a
perceﬁt%fgro%sbloaﬁs 0s

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
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

as applied



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 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

6 ¢ 0"

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 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 balance sheet
and un-appropriated /un -remitted
profit (net of accumulated losses,
if any).

Tier Il capital or
Supplementary Capital (Tier Il &
) is limited to 100 percent of
core capital (Tier ). 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
6bd and O6cbd
Yield risk is the risk that arises
out of the changes in interest
rates on a bond or security when

as



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 bankobs
income or underlying economic

value.
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Quarterly Performance Review of the Banking System
June 2008

1. Overview

Pakistand sbanking system has been showing steady growth, satisfactory
operating performance, strong resilience towards major risk factors, and
efficiency; reflecting upon the strong fundamentals that the system has
developed during financial reform process. Even in the face of recent adverse
movements in macro environmental factors, the performance of the banking
system on key financial soundness indicators continue to be reassuring.

The statistics on financial soundness indicators for June 2008 show that the
banking system maintained its momentum in terms of earnings, solvency and
asset quality. The system has also registered growth that, in line with slack down
in economic activity, is at slightly slower pace as compared with the trends for
the recent years.

The asset base of the banking system grew by 5.6 percent over the quarter to

Rs5513 billion ; this growth is supported by 6.1 percent growthin s har ehol der s 6

equity and 7.8 percent growth in deposits. The risk based capital adequacy ratio
of 12.1 percent is well above the minimum required level of 8 percent, while the

stress testing results show that the system has strong resilience for withstanding

any unusual but plausible shocks. Despite the policy of aggressive credit
expansion and building pressures in the economy, infected loans have increased
marginally. The overall asset quality in terms of loan loss coverage and likely
impact on the solvency has remained firm during the quarter . The infection ratio

(net) in June 2008 stayed at the previous quarter level of 1.3 percent, signifying

that the banks set aside matching reserves out of their earnings to cover the

loan losses Accordingly, the NPL coverage and capital impairment ratios also
remained intact. Besidest he | mprovement in banks?©d
regulatory drive of SBP for strengthening the prudential norms in respect of loan

loss recognition and charge offs have contributed towards th e satisfactory asset
guality indicators and creation of cushion to weather out any potential adversity

in credit risk.

Neverthel ess, banksd6 strong earning
additional charges as banks posted year to date pre-tax profit of Rs61.5 billion in
June 2008 compared to full year profit of Rs 107 billion in year 2007. Resultantly,
the pre-tax ROA improved to 2.3 percent (2.2 percent in March 2008), though
the results were tapered by the higher base, which the system has achieved on
the back of strong growth in recent years.

Since the banking system shows strong performance and holds a promising
outlook, the investors maintained their confidence in the banking system. Of
particularly significance is the latest entry of reputable bank like Barclays and
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other international institutional inves tors. Confidence reflects in strong equity
base well protected against impairment as the un-provided infected loans which
could impair solvency remain low at 6.9 percent of the capital basei 6.8 percent
in March-2008. The solvency when measured in terms of underlying risks, stands
at comfortable level i.e. capital adequacy ratio of 12.1 percent in June 2008 -
12.3 percent in March-2008. This slight relapse, nevertheless, comes from the
growth of risk -weighted assets as well as the introduction of capital charge for
Operational Risk under the Basetll regime.

During the recent years of high economic growth, the banks have effectively

supported the expansion in economic activities. During the quarter under review

banks further lend Rs112 billion of advances. Accordingly, their asset profile

during the quarter shifted towards Loans and Advances, which not only carry

higher risk weights but also lack liquidity and thus could pose asset-liability
management challenges to the bampdsisraioThough t
was quite high and a tight monetary policy was in vogue, though somewhat

relaxed recently in October for coping with the usual post -Eid liquidity stress, the

banks effectively managed their asset and liquidity profile while continuing to

meet the crucial financing needs of the economy.

The banking system has so far largely maintained strong performance that it
achieved during the years of strong economic growth. The prevailing trends and
indicators suggest that the system is well placed to maintain this momentum and
is financially sound to withstand any plausible shocks in the key risk factors.
Nevertheless, gradual increase in NPLs in the backdrop of slowdown in economic
activities poses a significant challenge to the banks. The post quarter
developments on the liquidity front also raised serious challenge for the banks in
maintaining the growth momentum in the last quarter of the outgoing year. SBP
has taken a number of measures to ensure adequate liquidity in the system and
it is expected that credit growth will keep its pace in the last half of the year,
particularly in the last quarter, which traditionally is marked with acceleration in
economic activities and sets the pace of the economic growth in the following
quarters.

SBP has also stagd alive to the emerging developments and effectively tailor ed
its policy responses for catering to any emerging risks. Of late, SBP has taken a
number of policy measures, including enhancement of minimum capital
requirement and its linkage to the underlying risks of individual institutions,
which is also in line with the primary strategy of the Basel Committee to
strengthen the capital buffers1. This move will further augment the soundness of
the banking system and incentivize the banks to further improve their systems
and risk management capacities.

1 AComprehensive strategy to address the lessons of the banking crisisd announced by the Basel Committee
on Banking Supervision on 20 November 2008 available at http://www.bis.org/press/p081120.htm



Executive Summary

Asset & Funding Structure

The asset base of the banking system registered a growth of 5.6 percent during
the quarter. This growth was well supported by strong increase in deposits and
equity; the increase in deposits in fact was greater than overall increase in asset
base. Accordingly, the share of deposits in overall funding structure increased to
76 percent and the banks reduced their dependence on borrowings to 7.6
percent. Ontheasset structure front, the | ast
in asset mix from investments to loans prevailed during the quarter under review
and loan portfolio increased by 4.0 percent while investments declined. However,
SBPOs pol i cyiseitheiCRR aand $SLR e2quirements &or banks led to a
significant increase in cash and treasury bank balances. LPBs remained the
leading group as it increased its market share to 75 percent, while PSCBs shed
their share to 19 percent. However, FBs registered a slight inch up in their
market share.

Profitability

The banking system witnessed improvement in profits during the quarter under
review. The system posted a before tax profit of Rs61.4 billion compared with full
year results of RsL07 billion for CY07 and an after tax profit of Rs45.9 billion
compared with Rs73 billion for CYO07. Profitability indicators such as return on
assets (ROA) and return on equity (ROE) too showed improvement compared
with the corresponding quarter as well as the full year result s of CY07. Group-

wise, LPBsr e mai ned the highest <contributors

after-tax profit stood at Rs47 billion and Rs36.5 billion respectively. PSCB which
witnessed decline in their profitability in the last quarter due to losses an one of
the group banks improved their profitability. The pre and after tax profits of FBs
increased from Rs0.8 billion and Rs0.3 billion respectively in Mar08 to Rs2.1
billion and Rs1.0 billion in Jun-08. The group wise analysis of efficiency in
utilization of assets and capital reflected in improved ROA and ROE forall the
banking groups during the quarter.

Solvency

Solvency position of the banking system remained strong during the quarter
under review. The composition of qualifying risk based capital improved during
the quarter as increase in the capital came from core capital. The qualifying risk
based capital increased to Rs4842 billion in Jun-08 quarter (Rs469.8 billion in
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Marr08) . The core capital being theg88di nstay

percent of total capital, rose by 4 percent whereas the supplementary capital
declined marginally by 0.6 percent during the quarter under review. The ratio of
core capital to total capital show significant improvement since CY03 when the
same was a&a ound 76.7 percent signifying
solvency and increase in direct stake of the owners and shareholders. Total Risk
Weighted Assets of the banking system increased by 4.8 percent to Rs4,011.6
billion in Jun 08 at the back of healthy increase in advances Due to relatively
higher increase in Risk weighted assets than capital, the CAR of the banking
industry slightly declined to 12.1 percent. However, the Core Capital to RWAs
rati o remained at previ ou st With SBRS secedts
initiative of enhancing the minimum CAR to 9 percent by end December, 2008
along with higher MCR of Rs 5 billion will enhance the quality of the capital and
provide additional buffer in face of any stress.

Credit Risk

Asset quality of the banking system remained firm as the key asset quality
indicators viz. infection and impairment ratios stayed at the last quarter levels.
Loan portfolio continued to grow (quarter increase represents 43 percent of the
full year increase in CYQ07) while undergoing some changes in the portfolio mix,
especially decline in consumer finance Increase in NPLs though slowed down,
however, emerging vulnerabilities in the macro-economic environment viz.
slowdown in economic activities, rising interest rates, and high inflation continue
to pose challenge for banks. Banks need to improve their credit management
process and keep check on the flow of the NPLs to maintain their solvency and
profitability pattern achieved over the recent years.

Liquidity Risk

The overall trend of tight monetary policy continued in the quarter ended Jun -08
though there was a slight increase in liquid assets to total assets ratio to 31.6

percent from 31 percent in Mar-08 and decrease in loan to deposit ratio to 70.4

percent from 72.6 in Mar-08. The surplus liquidity remained relatively stable
during the quarter, however it has significantly declined since Aug07. Total
liquidity which was around 32.2 percent of the TDL in CYO7 dropped to 31.2

percent in Jun-08. Because of the effective liquidity management in LPBs, asset
liability gap of the overall banking sector remained in the range of + 10 percent
while a couple of other groups experienced the higher gap in different maturity

buckets. All in all, the liquidity risk stood calm as the availability of market-based
liquidity remained sufficient during the quarter.
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Market Risk

There was a slight increase in interest rate risk during the quarter under review.
The interest rates along the yield curve showed an upward shift following th e
announcement of SBPO6s raise in policy
half of May-08. The overall re-pricing gaps of the banking system were within
the acceptable limits though SBs and PSCBs were having higher gaps in medium
term (3months to 1 year) buckets. On exchange rate risk, rupee dollar exchange
rate witnessed persistent depreciation and reached to the level of Rs. 68.4 by the
end of June 2008. Equity exposure of the banking system has increased to Rs.
48.3 billion (Rs. 42.7 billion in Mar-08), with LPBs continuing to hold the major
share. In terms of capital, the equity exposure of the system remained within the
prudential limits, as it was less than 10 percent for all the groups except for LPBs
with 10.2 percent.

Performance of Islamic Banking

Islamic banking has shown tremendous growth over the years. 6 full-fledged
Islamic Banks (IBs) and 12 conventional banks are now operating with 326
Islamic Banking branches across Pakistan. Continuous growth of Islamic Banking
over the last 5 years has increased the size of its balance sheet. Islamic banks
with YoY growth of 48 percent now hold 4.4 percent of the total assets of the
banking sector. Major developments regarding the Islamic banking sector are
higher financing and associated rise in Non Performing Financing (NPF). In wake
of tight monetary policy, asset mix shifted to cash and bank balances from
investment and financing. While financing is still predominantly Murabaha based,
other modes are also gaining popularity. Combined share of Murabaha, ljarah
and diminishing Musharaka stands at 88.9 percent of overall financing.
Satisfactory earnings, sound solvency and expansion of branch network will help
IBls to further increase their market share in the banking system. Another
important development, which occurred post quarter, is the issuance of ljara
Sukkuk, which will resolve a long outstanding issue through provid ing a risk
free SLR eligible investment avenue to the Islamic banking system.

Resilience of the Banking System -Sensitivity Ana__lysis

Because of its healthy solvency profile, the banking system is assessed to be
resilient towards moderate level shocks to credit and market risk factors. The

assessment has been made through a stress test using simple sensitivity analysis
which envisages historical as well as hypothetical shocks to the market and credit
risk factors. Credit shocks, being the major risk factor, may affect the resilience

of a few banks, especially the banks having greater exposures in consumer
finance.
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2. Asset and Fun ding Structure

The banking system posted strong
growth in asset base during the
quarter. This growth was though

Figure 2.1: Total Assets Growth Rates (Quarterly Basis)

12 -

lower than the unprecedentedly 9 -
high growth of corresponding
quarter of the last year, however, 6

in absolute rupee value (Rs292
billion) the growth matches the

Percent

growths observed in corresponding 0

period of CY06 and CYO05. £ E B z
However, higher-base achieved 3

through strong growth over the SOV mCYDs mCwe mevDT o mCYDE

recent years gives a growth rate of

5.6 percent in asset base 1 11.2 percent and 7.9 percent in CYO7 and CYO6,
respectively (see Figure-2.1). Nevertheless, the post quarter developments on
the liquidity front have raised serious challenge for the banks in maintaining the
growth momentum in the last quarter of the outgoing year. Namely, recent pre -
Eid-ul-Fitar heavy deposits withdrawal and delinquency of deposits in retracting
to the banking system followed by a further deposits withdrawal in the wake of
ill-founded rumor-mongering have constrained the liquidity profile of a number of
banks. Given the measures taken by SBP,latest post quarter statistics show that
the constrained liquidity is unlikely to significantly affect the credit growth in last
quarter, which traditionally is marked with high credit growth and acceleration in
economic activities.

As the banks were repositioning their lending strategy due to slackness in the
demand for bank credit in the face of slowdown in economic growth and
tightening of monetary regime, the asset structure of the banking system
continued its gradual shift from advances to investments during the first three
guarters of the last year. This
trend reversed in the last quarter
of CY07 as the demand for 7
advances started to show liveliness 9 I

and their share in asset base _ 60 1

started to rise. The Jun-08 quarter i

also witnessed significant increase 2 |
in advances that grew by Rs112 BB l BE R e R
billion over the quarter. ? Tovor cves cYte cvos Cvos CY07 Mard Jundd

Other Assets 6.4 5.2 5.1 5.2 fi4 17 79 8.6
B Advances 414 43.6 517 54.4 558 52.0 538 530

This increase in advanceg primarily s as ;s sis 19s as1 s s
emerged from the increased Lendingto Fls 66 77 47 58 49 37 47 38
demand from Corporate Sector and BCash & Balances  14.0 124 161 128 137 119 108 141

Figure-2.2: Composition of Banks' Total Assets

Percent




Commodity Operations while SME and Consumer sectors reduced their
borrowings from the banking system. In the last week of Jun -08, SBP raised the
CRR and SLR requirements for banks resulting in a significant increase in cash
and treasury bank balances. Their share in total assets inched up to 14.1 percent
from 10.8 percent in Mar-08. Accordingly, advances slightly shed their weight in
asset base of the system (from 53.8 percent in Mar-08 to 53.0 percent, while
investments declined in both absolute rupee terms and as proportion of total
assets (see Figure 2.2).

On the funding side, a strong

Figure-2.3: Total Assets of Banking Sy stem

growth of Rs304 billion in deposits
during the quarter well supported 5000
the assets growth of Rs292. The

support of deposits towards overall
asset base increased to 76.0
percent (74.4 percent in Mar-08),
and banks reduced their
dependence on borrowings by 1.2
percentage points to 7.6 percent of
tot al assets. The s Ka.t.el ol dgr.s 6., ...
equity increased by 6.1 percent . —
over the quarter, however due to contraction of revaluation surpluses the net
assets (net worth) as percentage of total assets slightly came down to 10.2
percent (10.4 percent in Mar-04).

3,000

Rsin Billion

2,000

CY0Z CY03 CY04 CYV0S  CV0§ CYV07 Mar-08 Jun-03
PSCBs  §73 asa 653 Fi4 836 1,036 1,007 1,048
EBs 98 100 106 113 120 127 123 131
LFEs 967 1212 1,980 2,483 3,102 3,838 3,904 4,135

The group-wise composition of the  rigure-2.4: Assets of the Banking system
assets shows that LPBs remained 100
the leading group; since the = BN NN EE B
inception of the outgoing vyear,
these banks slightly increased their
market share to 75.0 percent.

60 — — — — — — —

40 == == == == == -

share in percent

20

o]

PSCBS that Showed Sllght cYo4 CYO5 CYO6 CYO7 Mar-08 Jun-08
. . FBs 10.0 9.3 5.2 3.3 3.6 3.6
improvement during the latter half s T es1 o8 932 sz | 9a3 | o

of the CYO7 again shed their share  mses | 35 | 31 28 | 25 25  2a
to 19.0 percent. However, FBs ™™ 215 | 198 [ 195 [ 200 1 200 | 19.0
whose market share was witnessing a persistent decline due to the mergers and
reorganization of the group banks into LPBs, registered a slight inch up in their
market share (see Figure 2.3 & 2.4).

The banking system of the country has a high concentration as a fewer number

of banks hold a major share of the systembs
hold around one-half of the total assets. This concentration has been following

an overall declining trend as the medium sized banks are gradually building up

their market share. However, during the quarter under review the five large



banks again increased their market share by 60 bps to 51.8 percent. Annex-Il
shows the structure of the market on key financials.

Deposits finance the largest portion of the asset base. In line with growth in
asset base, deposit component also grew at higher pace i.e. 7.8 percent (Rs304
billion) over the quarter and more than covered the overall increase of Rs292
billion in asset base. Accordingly, the share of deposits in overall funding
structure inched up to 76 percent from 74.4 percent in last quarter. The deposits
of the banking system have been showing a strong growth for the last four yea rs
that has accumulated higher base which also tempers the growth rates.
Accordingly, Yearon-Year statistics shows 13.7 percent (Rs504 billion) growth
since the corresponding quarter of the last year - 19.2 percent (Rs593 billion)
and 17.3 percent (Rs455 billion) in Jun-07 and Jun-06 quarters, respectively.
One of the leading factors, which underlie the strong growth in deposits in recent
year s Vi z. t he wor ker so remittances i ncr e
corresponding quarter of the last year.

A cross sectional analysis Of the  rieue2s: beposits seructure

depOSitS in termS Of CompOSition OFized OSaving OCurrent-non-remunerative DOthers MFinancial Institutions
shows that share of current and
fixed deposits inched up while the
share of savings account marginally
receded. Saving deposits still
constitute the major share of
deposits followed by fixed/term and
non-remunerative current accounts.
The industry has been witnessing a
gradual shift in deposits from
savings to term deposits for quite
some time. This phenomenon was
|l argely ensued by SBPO6s policy drive to encoa
longer terms deposit for funding their longer -terms assets. Resultantly, fixed

deposits have gained a significant share of savings deposits since 2004. The

results of the last few quarters however signify that this trend of gradual shift

has stabilized to some extent. However, SBPOs recent

exempting term deposits of one year and above maturity also from statutory

liquidity requirements is expected to invigorate this trend (see Figure - 2.5). The

currency-wise composition of deposits shows a shift towards foreign currency

deposits which rose to 13.7 percent of total deposits from 13.0 percent in Mar -08

and 12.3 percent in CY-07.

Jun-08

Due to higher growth in deposits, the banking system retired borrowings of
Rs39 billion during the quarter. Banks mainly retired their security -backed
borrowings and increased the reliance on unsecure interbank borrowings. Total



secured borrowings declined by Rs49 billion while unsecured borrowings
increased by R9.3 billion during the quarter. Consequently, the share of secured
borrowings in overall borrowings came down to 80.5 percent (84.3 percent in

Mar-08).

The capital is the second largest source of funding for the banking system,
contributing 10.2 percent of the sysséeémbds o0V
equity grew by 6.1 percent over the quarter. This growth was also tapered by
significant year-to-date losses posted by a couple of banks, nevertheless, on the
back of fresh injection of equity and strong overall earnings, the shareholders
equity showed a YoY growth of 16.9 percent and stands at Rs481 billion (412
billion in Jun-07). This increase in capital cushion also owes a great deal to the
MCR policy, which have encouraged not only the retaining of higher portion of
earnings but also the fresh injection of equity for meeting the enhanced MCR.
During the quarter under review, a general rise in interest rates and slack down
in stock market resulted in mark down in the value of both fixed -income and
equity securities of banks, and revaluation surpluses squeezed by 12.4 percent to
Rs80 billion. Therefore, the share of net assets i.e. shareholders equity plus
revaluation surpluses slightly decreased to 10.2 percent from 10.4 percent in
Mar-08.

Advances of the banking system largely maintained their growth momentum
that picked up in the last quarter of CY07. Advances in fact showed a lackluster
demand during the first three quarter of the last years; it was only in the last

guarter that the advances, following the seasonal pattern, rose at strong pace .
This liveliness in demand for bank credit, in line with established seasonal trend,
subsisted during the first two quarters of the outgoing year. During the quarter

under review, advances (net) grew by Rs112 billion (4.0 percent), Rs116 billion
in Mar-08. However, due to higher increase in cash and bank balances, share of

Table 2.1: End-use of Advances (net)
Amount in billion Rs, share in percent

Sep-07 Dec-07 Mar-08 Jun-08
Amount Share Amount Share Amount Share Amount Share
Fixed Investment 546.1 22.3 609.2 22.6 637.2 22.6 663.9 22.8
Corporate Sector: 499.0 20.4 549.0 20.3 582.5 20.7 617.3 21.2
SMEs: 47.1 1.9 60.3 2.2 54.7 1.9 46.6 1.6
Trade Finance 393.9 16.1 415.9 15.4 442.8 15.7 443.5 15.2
Corporate Sector: 329.9 13.5 348.0 12.9 385.3 13.7 394.9 13.5
SMEs: 64.0 2.6 67.9 2.5 57.5 2.0 48.6 1.7
Working Capital* 1,074.5 43.9 1,231.6 45.6 1,306.3 46.3 1,382.4 47.4
Corporate Sector: 504.3 20.6 623.2 23.1 679.3 24.1 719.1 24.7
SMEs: 283.7 11.6 309.1 11.4 297.4 10.5 298.4 10.2
Agriculture 148.1 6.0 150.8 5.6 147.6 5.2 154.2 5.3
Commodity Financing 138.4 5.7 148.4 5.5 182.0 6.5 210.8 7.2
Consumer Finance: 356.6 14.6 371.4 13.8 365.3 13.0 353.8 12.1
Credit Cards 47.5 1.9 46.8 1.7 44.8 1.6 44.0 1.5
Auto Loans 111.4 4.5 111.4 4.1 109.7 3.9 103.9 3.6
Consumer Durable 1.4 0.1 18 0.0 1.0 0.0 0.5 0.0
Mortgage Loan 60.6 2.5 67.4 2.5 65.6 2.3 66.9 2.3
Other personal Loans 135.8 5.5 144.7 5.4 144.2 5.1 138.6 4.8
Staff Loans 50.6 218 5252 1.9 51.7 1.8 57.5 2.0
Housing Finance 35.7 1.5 36.8 1.4 36.4 1.3 40.7 1.4
Others 14.8 0.6 15.4 0.6 15.3 0.5 16.7 0.6
Others 26.4 1.1 20.6 0.8 17.1 0.6 15.3 0.5
Total 2,448.1 100.0 2,700.9 100.0 2,820.4 100.0 2,916.5 100.0

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



advances in overall asset base slightly receded to 53.0 percent (53.8 percent in
Mar-08).

Detailed composition of the advances’ shows that mainly the corporate and
commodity finance increased their usage of bank credit. There was a slight
increase in advances to agriculture sector while other two major sectors viz. SME
and Consumer Sector reduced their borrowing from banks. Both these sectors
reduced their bank borrowings
during Mar-08 quarter as well. The .

corporate sector, the largest user Comm ity 0%
of banks credit, borrowed Srome Pt Others

additional advances of Rs84 bilion ™ o
during the quarter. This increase
coupled with an increase of Rs29
billion in commodity financing e
made for the reductions of Rs16

billion in lending to SME sector and  asicuture

5.53%

Rs1l bilion to consumers. SMEs Carparat
Accordingly,  corporate  sector 59.5%
further inched up its share in overall advances of the banking system. SME and
consumer sector that are the second and third largest users of bank credit,
respectively, have shed their share in the overall advances of the banking sector

(see Figure 2.6).

Figure-2.6: Loans by Type of Borrowers Jun-08

There was only a slight shift in the end use of advances. Working capital
registered a slight an inch up in its share, while trade finance showed a minor
reduction. The consumer finance , which had been showing a consistent
In_Crease Uptl” . end Of CYO?’ Figure-: 2.7: Composition of Consumer Loans Jun-08
witnessed a decline of Rs 11 billion  @emestic Operations)

during the quarter, a decline of Rs Other persondl

Loans

6 billion in Mar-08 quarter, and its 39.2% Credit Cards

12.4%%

share in overall loans receded to
12.1 percent (see Table-2.1). The
breakup of consumer finance data
shows that lending to all consumer
finance categories  witnessed
decline during the quarter,
however, it was more conspicuous
in auto and personal loans that 18 9%

declined by 5.0 and 4.0 percent

respectively. However, the internal

composition of the consumer finance did not witness any major shift, with

2 Thefollowing analysisof composition of advances and shift therein is based onthe®ah dome st i ¢
operations only.
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personal loans contributing the largest share of consumer finance followed by
auto and mortgage loans (see Figure 2.7).

Investments the Second largest Figure-: 2.8: Breakup of Investinents.Jun-08
component of th e banksé a $bGikshully ad up

. o Ordinarsy Other
base, has been following a Shares Investments
.. . TFCs, Bonds, 4.3% 11.7%
declining trend since the last  Frosee | /

quarter of CYQO7. During the quarter e

under review, investments (net) of

the banking sector further declined

by Rs65 billion and their share in

total assets receded to 20.4

percent (22.8 percent in Mar-08). A At

disaggregated analysis shows that

overall decline was largely caused

by decrease in investment in govt. Figure-2.9: Break up of Federal Securities
papers which declined by Rs 63

billion during the quarter. Other

two major categories of
investments i.e. equity stock and

bonds and debentures increased by

Rs5 billion each. Nevertheless, the

overall investment structure
remained highly skewed toward  smos
govt. papers which still constitute

70.1 percent of the total
investments of the banking system (see Figure-2.8). The breakup of investment
in govt. papers shows that though all the categories of govt. papers have
declined since the end of CY07, the most significant decline was observed in
MTBs. Accordingly their share in overall stock of govt. papers vis-a-vis PIBs and
other govt. p apers has squeezed over the last two quarters (see Figure-2.9).

= MTBs m PIBs Others

-11-



3. Financial Soundness of the Banking System

3.1 Solvency *

Solvency position of the banking  ggyre 3.1.1: Risk Based ¢

system remained strong during the
quarter under review.

The qualifying risk based capital of
the banking system stood at
Rs4842 billion in Jun-08 quarter up
from Rs469.8 billion in Mar-08 and
Rs419 billion in the corresponding
period of Jun-07. The core capital
being the
rose by 4 percent whereas the
supplementary capital declined
marginally by 0.6 percent during
the quarter under review (see
Figure 3.1.1). As a result, the share
of Core capital in total capital
increased to 80.1 percent in Jun-08
from 79.3 percent in Mar-08. The
ratio of core capital to total capit al
has improved significantly since
CY03 when the same was around
76.7 percent of total capital thus
signifying improvement in quality

of banks©6 siactease in
direct stake of the owners and
shareholders in the bank (see
Figure 3.1.2).

Total Risk Weighted Assets (RWA)
of the banking system increased by
4.8 percent to Rs4,011.6 billion in
Jun 08 at the back of healthy
growth in advances. Due to
relatively higher increase in RWA

Billion rupees

450
400
350
300
250
200
150
100

50

apital Position

~

CY03 CY0o4 CYO05

_Supplementary 233
Capital

Core Capital

77

¢}

Required Total 947

mai nst ay —ofursda.n

508

1317 1953
1393 1883

Ko Q.

Table-3.1.1: Capital Adequacy Indicators

897

762 968

27.1

CY06e Y07 Mar-08 Jun-08

954

2883 3696 3728 3878
2305 2819 3051 3209

G- phd 1frsaudss

Basel-| | Basel-II* |
Percent CYO03 CY04 CYO05 CY06 CYo7 Mar-08 Jun-08
CAR
PSCBs AL7L(0) 13.4 14.5 15.2 17.4 15.6 15.5
LPBs 9.0 10.1 10.6 12.7 12.8 12.0 11.6
FBs 23.0 17.4 16.4 15.0 13.5 14.9 14.0
CBs AL 11.4 A 13.3 13.8 12.8 12.4
SBs (28.2)  (9.0) (7.7) (8.3) (7.8) (5.8) (0.7)
All banks 8.5 10.5 11.3 12.7 13.2 12.3 12.1
Tier 1 Capital to RWA
PSCBs 8.2 8.6 8.8 T, 13.0 11.4 ININGY
LPBs 7.0 7.5 8.3 10.4 10.5 929 9.5
FBs 23.0 17.1 16.1 14.3 12.9 14.2 13.4
CBs 9.1 8.6 ORI 10.7 FINIAY 10.3 10.1
SBs (28.7) (15.0) (13.6) (13.3) (13.5) (11.9) (7.8)
All banks 6.5 7.6 8.3 10.0 10.5 CLy 9.7
Capital to Total Assets
PSCBs 6.1 8.7 12.6 12.2 13.7 13.7 12.8
LPBs 5.3 6.5 7.0 222 10.2 10.1 9.8
FBs 9.9 8.9 9.5 10.1 11.2 10.3 10.5
CBs 6.1 7.2 8.4 9.9 10.9 10.8 10.4
SBs (10.0)  (9.4) (8.1) (8.0) (5.5) (6.2) 0.4
All banks 515 6.7 Joas 9.4 10.5 10.4 10.2

* The CAR calculation for One PSCB and two SBs are based on Basel-I reporting formats,

all other banks have reported on Basle Il. These three banks hold 0.6 percent of the banking
systems assets

¢ yigure:—%.lg (.ql)itﬂl Structure and Capital Adequacy

100

20

60

40

20

0

CYo3

CY04

Tier 2

CY05

CYo7

Mar-08

Jun-08

14
12
10

L S T S o Y

CAR(RHE in%4)

3
The above discussion is based on the CAR calculations on Basel-Il framework. Except for one PSCB and two SBs

which are reporting on Basel-I reporting formats, all other banks have reported on Basle Il. These three banks hold 0.6

percent of the banking systems assets
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the CAR of the banking industry declined to 12.1 (see Table 3.1.1). However, the
Core Capital to RWAs ratio stood at previous quarters level of 9.7 percent. Both
the ratios exceeded the generally acceptable benchmarks for well-capitalized
banks.

CAR of all the groups witnessed Table-3.1.2: Distribution of Banks by CAR

Sllght deC“ne except for the SBS Total Below 8% 8t010% 10to 15 % Over 15 %
CY03 40 4 10 5 21

which managed to increase their ., -

1 13 9 15
CAR by 5.1 percentage point. Core  cvos 39 2 7 13 17
Capital to RWAs of PSCBs ¢Y% 39 8 4 15 7
. . CYo7 39 3 6 12 18
registered increase of 0.5 s 3 3 ; 1 18
percentage point whereas that of  ano0s 39 2 9 9 19
SBs declined by 4.1 percentage
point. Figure-3.1.3: RWA to Total Assets
75
The other key solvency ratios i |
stood firm during the quarter;
Capital to total assets ratio, mainly 55
due to contraction in one of the
key component of the 45
supplementary capital ie.
revaluation reserves hence it 35
deCIined marginally by 0.2 CY03 CY04 CY05 CY06 CY07 Mar-08 Jun-08
percentage point to 10.2 percent in AllBarks 465 572 643 673 681 731 78
Jun-08 (See Tab|e 311) After Comm. Banks 452 6.6 64.1 7.0  63.1 T30 T8
adjusting the capital with net
NPAs, this ratio stood at around
9.46 percent. Figure-3.14: Banks' Market Shareby CAR
w4 — e ———————
The disaggregated analysis shows gg;
that 28 banks have CAR of more —
than 10 per cent stood (see Table gg; :
3.1.2). Of the remaining, nine %
banks have their CAR above 8 ;g;
percent. The market share of well )
capitalized banks stood at 71.6 % ﬂm o o on o es Ten

percent in Jun-08 whereas 99 IDpercentandabove 482 M5 605 87 7A8 910 Tld
percent of the banking system Bio 1 percent B %1 %s 11 A6 Be T4
assets rest with the banks having B elow$ percent g0 04 07 1.2 44 55 1l
CAR of 8 percent and above. (see

Figure 3.1.4).

As regards the compliance with minimum capital requirement, 35 out of 39
banks are satisfactorily meeting the prevailing requirement, including 5 foreign
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banks, which are required to keep Rs2 billion. The remaining 4 banks are under
process of restructuring/ privatization.

The . risk t 0 . b a E]iglll(l't‘—§.1.91 NetN’PL%to%al}itaYRa%u (ri]n 0%) y
emanating from the deterioration

in asset quality also remained
subdued during the quarter.
Capital impairment ratio, i.e. net
NPLs to Capital ratio slightly
increased by 10 bps to 6.9 percent 0 -
in Jun-08. The uncovered portion

Percent

CY0s CYo4 CY05 CY0d CY07 Mar-08 Jun-08
PSCBs 50.0 16.2 5.4 6.4 34 4.8 6.4

of NPLs has ®mme down to a level — s g9y e B9 98 49 83 98
where the threat it poses to the FBs 31202 G0 6D @) G @6
capital has been reduced $Bs : S S S
significantly as compared to CY03 ~ — % 35 180 @8 62 37 43 54

—B—AllBanks 544 29.2 14.1 9.7 5.6 6.8 .9

level (see Figure 3.1.5). This has
been brought about with the increase in the loan loss provisioning as well as the
growth in capital base.

Despite shift of capital adequacy regime from Basel-l to Basel-Il, and recent
economic slowdown in domestic as well as global markets, the solvency position
of the banking system so far has remained strong. However, the emerging
vulnerabilities in the macroeconomic environment could lead to reduction in
corporate sector profitability and constrain the income and repayment capacity of
the household, which might bring the solvency indicators of the banking system
under pressure. To this end, SBP recent policy decision to increase the minimum
CAR to 9 percert banks coupled with increase in MCR to Rs 5 billion by end of
December, 2008 will enhance the quality of the capital and provide additional
buffer in the face of any stress.
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3.2 Profitability

The profitability of the banking rtable32.1; Profiabiity of Banking System
system witnessed improvement @ilionRs) CY03 CY04 CY05 CY0s CYO7 Mar-08 Jun-08
over the previous quarter of CY08.  Pprofit before tax

The system posted a before tax pscss 161 142 28 315 332 32 98
profit of Rs33.3 billion during the 1pss 238 310 605 856 607 245 470
quarter, translating into year to - F8s 71 72 16 63 25 08 21
date profit of Rs61.4 billion. The css 470 524 W49 1235 1054 285 590
after tax profit of Rs45.9 billion  sBs 33 (04 (@) 01 17 05 24
during the first of the CY08 even AlBanks 437 50 938 1236 1071 281 614
higher than Rs45.4 billion in Jun-  Profitater tax

07. Accordingly, the key  PSCBs 94 80 155 212 239 16 61
profitability indicators; return on LPBs 148 218 411 51 474 164 365
assets (ROA) and return on equity F8s 42 58 80 43 12 03 10
(ROE) showed improvement CBs 284 356 646 846 724 184 436
compared with the corresponding SBs @GN (09 @3y @5 09 (05 24
guarter as well as the full year Al Banks 247 347 633 841 733 179 459
results of CY07 (see Table 3.2.1 &  Table-3.22 Profitabilty Indicators

3.2.2). It may be mentioned that (percen) CY03 CYO4 CYO5 CY06 CYO7 Mar08 Jun-08
the world witnessed a financial e 1axr0A

turmoil in terms of huge losses pgegs W13 22 27 25 06 12

arising out of sub-prime mortgage |pgs 4 12 18 21 14 17 18

and derivative transactions in the g 5 20 25 15 07 08 11

sophisticated economies resulting cas 12 13 20 22 16 15 17

in losses to the prominent financial sgs @37 (08 (12 (4 07 00 36

institutions and ensuing chain alBanks 10 12 19 21 15 14 17

reaction in the Capital markets of  After Tax ROE (vased on Equity plus Surplus on Revaluation)

the developed countries. The PscBs 173 172 209 207 195 47 90
profitability of the banking sector LpBs 258 202 212 253 139 166 183
of Pakistan seen from the global FBs 48 215 271 156 63 71 98

perspective is a reflective of the CBs 203 196 2564 237 150 133 157
intrinsic safety and soundness of $Bs : - - - :

the system as well as the AlBaks 200 203 258 242 155 132 167

individual banks.

Group-wise, LPBs due to the relatively large size of their assets, remained the
keycontri but or s o;fpresandsfteretax @rofit ggoodoat Rs47illion
and Rs36.5 billion respectively. PSCB which witnessed decline in their profitability
in the last quarter, due to huge losses to one of the PSCB have come up with
improved profitability. FBs witnessed improvement in their profitability. The pre

and after tax profits of FBs increased from Rs0.8 billion and Rs0.3 billion
respectively to Rs2.1 billion and Rs1.0 billion respectively. The analysis of
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efficiency in utilization of assets and capital of all banking groups shows
improvement as both ROA and ROEincreased during the quarter. The ROA
inched up by 30 bps to 1.7 percent and ROE by 350 bps to 16.7 percent. Group-
wise, ROA and ROEafter tax for PSCBsalmost doubled to 1.2 and 9.0 percent
respectively over the previous quarter.

The detailed analySIS of the Figure-3.2.1: CBs' P&L Structure

commer ci al banksd profit and | oss
composition shows that during the T l " BB RN
guarter under review, the income 0 -

composition of CBs witnessed a
slight change. The share of net
interest income in the gross
income declined marginally by 0.1
percentage points to 69.7 percent,
whereas the non-interest income v
increased by an equal percentage N o B Crray Do I
point to 30.3 per cent of total gross e Ot o st o
income. Among the non-interest ppe B
income, the. fe.e based and Figure-3.2.2: Operating Exp. to Gross Income
currency-dealing income showed o0 -
strong growth, with their share in

the gross income increased by 1.5 50
percentage points to 20.3 percent.
The share of other non-interest a0 4
incomes, comprising of non-

recurring incomes like trading -
gains and dividend income, shrank I I
from 11.5 percent in Mar-08 to 20 , , , , , ,

10.0 percent in Jun-08. On overall CY03 CY04 CY05 CY06 CYO7 Mar-08 Jun-08
basis, all expenses as a percentage —cEs LrBs s
of gross income declined to 62.5 SBS = .
from 63.0 percent during the  pgues2s WeigitedAverage Ratesfor Fresh Disbursements andFresh Deposits
guarter under review (see Figure  ®@%
3.2.1). 79 S
74 : Ta12
Detailed analysis of the expenses s i t
shows that operating expenses as ¢ ri
percent of gross income declined ¢ :
by 0.49 percentage points in Jun- %
08. All groups barring LPBs have *
shown improvement in their *
operating efficiency in terms of
operating expense to gross income

=S ughln

40 -

Percent of Gross Income

20 o

C¥03 Cvon4 Cyos CY06 cyon7 Mar-0& Tun-08

Operating Expense

Al expenses + Extraordinary charges

Percent

Ivlar-06
Jun-06
Sep-06

Dec-08

Mar-07 |
Jun-07
Sep-07

Dec-07

Ivlar-08
Jun-08

Retumonfreshdeposits ~ ———Spread Return on fresh dishursem enttRHE)
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ratio. The ratio for LPBs increased by 2.19 percentage point whereas that of
PSCBs, FBs and SBs declined by 1.4, 3.1 and.5 percentage point, respectively
(see Figure 3.2.2).

The analysis of core income revealsthat CBs 6 ne't mar k up/interest
shown improvement over the year. It increased by 103 percent to Rs109.7 billion
in the June-08. The increase is attribut able to higher increase in return on fresh
disbursements during the quarter. Although, the return on fresh deposits have
also increased, the return on fresh disbursements being higher have resulted in
increase in spread by 0.90 percentage point to 5.72 percent over March-08.
When compared with the corresponding quarter of the year, spreads have
increased by only 0.73 percentage points (see Figure 3.2.3). It would be relevant
to highlight that SBP fixed a floor of 5 percent for all saving deposits, the impact
of which will be visible in the coming quarters.

The further analysis of ROA  Table323: SageBreakdown of Banking System's Total Asseis (TA) by ROA
of one percent and above and

: No. of % Share No.of % Share No.of %Share No.of % Share No.of % Share
their market S_hare stood  at ROA Banks inTA Banks inTA Banks inTA Banks inTA Banks inTA
86.2 percent in Jun-08 (see oadbeow 7 35 6 21 10 85 1 95 9 28
Table 3.2.3). As the banks in 005 4 28 3 18z 2d 418 d 82

0501 2 7 6 99 4 19 6§ 62 3 29

better ~ROA range has o5 5 4 5 95 0 x99 8 23 5 i
increased, the number of banks tsandover 21 87 19 766 13 53 10 543 18 746
with ROAbelow 1.0 percent decreasedto 16 in Jun-08 from 21 in Mar-08. Some
of the banks in this category either have been established recently or have

undergone a change of management during the last couple of years.

The banking system in Pakistan has so far largely remained insulated from the
effects of the financial turmoil and economic down turn in the developed
economies. However, the global slowdown in economic growth as well as the
weakening economic conditions at home that is marked with  slowdown in
economic activities, high inflation and interest rates and inactivity in the capital
market may impact the financial performance of the banks. However, it is
expected that the banking system will continue to exhibit its strength through
maintaining its earning stream in quarter ahead.
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4. Risk Assessment of the Banking Sy  stem

41 Credit Risk

Assets quality indicators for the June-08
stayed firm as credit portfolio of the
banking system continued to increase.
The increase in advances (net) by Rs 112
billion during the quarter represents 43
percent of the full year increase in CYQ7.

The pace of increase in Non Performing
Loans (NPLs) observed during the last
three quarters slow downed in Jun-08.
The NPLs of the banking system witness
marginal increment of Rs 9.6 billion
compared to increase of Rs 26 billion in
the previous quarter (see Figure 4.1.1).
Most of the increase came from 4 of the

top 10 banks. Groupwise, PSCBs and LPBs

contributed increase in NPLs, while the

NPLs of specialized banks followed the

declining trend. Among the LPBs, the
banks which consolidated in last couple of
years are continuously re-profiling their
portfolio and doing more stringent
classification which has led to increase in
their infected portfolios.

The category-wise break-up of NPLs show
that NPLs continued to shift from lower
risk categories to higher ones. A major
portion of the NPLs resides in loss
category which represents 68 percent of
the total NPLs (see Figure 4.1.2). As most
of the loans in the loss category require
100 percent provisioning, increase of
NPLs in loss category has resulte in
increased provisioning requirements. As a
result the net NPLs of the system
increased marginally by Rs 2 billion to
Rs39 billion in June-08. This increase is
well below the increase of Rs6 billion

Figure 4.1.1: NPLs of Banking System
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during the first quarter of the year.
Group wise, net-NPLs increased for
all categories of banks except for
SBs.(see Figure 4.1.3).

Increase in  credit portfolio
combined with a relatively slower
increase in NPLs and compatible
loan loss provisioning maintained
the assets quality indicators at
previous quarters level. The NPLs
to Loans ratio for the system
remained 7.7 percent. With a 4.5
percentage points decline in the
NPLs to loan ratio, specialized
banks mainly contributor in keeping
the ratio at the previous quarter

Figure 4.1.4: NPLs to Loans (Gross)
]
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Figure-4.1.5: NPLs to Loans (net)

level, though the PSCBs witnessed # *
deterioration (see Figure 4.1.4) .
NPLs to Loan (net), one of the key &
asset quality determinants also B e = S
stayed at the last quafr™ &fos "eWeT” i
1.3 percent. Better recovery efforts e
. .. . ] FE 3 2 1.1 0E 1 11
and higher loan loss provisioning S
: ) NI R ) R ) B 2
during the quarter were the factors . — T T T T T
behind this development. The ratio — CBEHY 3 T o 1
has increased marginally across all ~ —uguy 1 td 1 13 13
the groups. SBs showed major
improvement where the ratio
decreased by 4.6 percentage Figure 4.1.6: Provision against NPLs
points, while the deterioration for 00 oo
PSCBs was mainly caused by the _ 250 1 90
increase in infected portfolio of one £ 0 /_ﬁ o
bank (see Figure 4.15). °=° 150 | 0
.. . g 100 A - 60
The provisions against NPLs g
witnessed increase of Rs8 billion. ] [
This increase in provisions largely S ey e p— p————
offsets the increase in NPLS Of RS mmprovision e L e e
9.6 billion, consequently NPLs 0 177 175 26 2@ 242
maintaining the NPL coverage ratio OOV 2w s s

at 84 percent (see Figure 4.1.6).
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However Net NPLs to capital ratio of the system slightly increased by 10 bps to
6.9 percent.

Seg ment—Wise anaIySiS Of the Table: 4.1.1 Segmentwise Infection of Loans Portfolio

. . . . o
domestic loan portfolio shows that (Domestc Operations) (in %)
the portfolio increased by Rs® | e | i |
billion, which mainly came from De°'°772 Mar";gﬁ J“”'OSBO
increase in Corpaate, Agriculture  ©°P™® ' ' :
. . SMEs 9.4 8.9 10.1
and Commaodity Finance. JU— 187 107 16.6
Disaggregated analysis of NPLS . cmers a4 46 57
highlights increase in the infected Credit Cards 34 36 47
portfolio of Corporate, SME and Auto Loans 4.7 5.7 5.9
Consumer Finance. As a result, the Consumer Durables 9.8 16.8 21.9
NPLs to loan ratio deteriorated not Mortgage Loans 5.4 4.0 6.1
only on overall basis but also for all others L 4.2 52
the segments except agriculture —Commedty Finance 1.0 0.9 0.8
. . Staff Loans 1.2 3.3 1.0
and commodity finance. It would
be interesting to note that = 78 >
9 Total 7.5 7.5 7.8

consumer finance NPLs continues

to increase despite the fact that consumer finance is shedding its weight in the
overall loan portfolio. The banks, therefore, have to keep a close watch on t his
segment of financing and make efforts for improving their systems and control
for efficiently managing their consumer portfolio. (Table 4.1.1)

In conclusion, asset quality of the banking system has remained firm during the

quarter. Loan portfolio continues to grow while undergoing some changes in the

portfolio mix, especially decline in Consumer Finance. Increase in NPLs though
slowed down, however, emerging vulnerabilities in the macro-economic
environment viz. slowdown in economic activities, rising interest rates, and high

inflation continue to pose challenge for the system. The banks need to improve

their credit management process and keep check on the flow of the NPLs to
maintain the solvency and profitability pattern achieved over the recent years .
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4.2 Market Risk

Market risk profile of the banking
system largely emanates from
interest rate risk

During the June-08 quarter,
interest rates along the yield curve
showed an upward shift following
the announcement of SBP raising
its policy discount rate by 150 basis
points to 12 percent in the second
half of May 2008 and another 200
bps increase in November, 2008.
CRR was raised in May by 100
basis points for deposits up to one
year maturity leaving term deposits
of over a year zero rated. However,
CRR was later decreased by 400
bps in October 2008 which checked
the increase in the overnight rates
as well as the banking spreads.

During the quarter under review,
short term interest rates moved up
in the range of 163 to 178 basis
points while the long term rate
increased by 66 to 107 basis points
for different time maturities (see
Figure 4.2.1). This is also obvious
in the increasing trend of yield
spread between the 3m and 10
year interest rates (see Figure
4.2.2). Since the movements along

the vyield curve were not
significant, interest rate risk
remained subdued.

Re-pricing gaps, i.e. the GAPs
between the rate sensitive assets
and rate sensitive liabilities of the
banking system were largely with
in the acceptable range. For all the
three time buckets, upto 3 months,
3-12 months and over 1 year
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