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Glossary

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

Consumer
any financing
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.

Financing means
allowed to

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.

Durati 0 n ( 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
environments. A

function of its coupon, maturity
and yield.

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

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

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

risk is the
of an i

Interest rate
exposur e
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

liabilities and off-balance sheet

bankos

u | aipsérsnents.

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

Liquid assets are the assets
that are easily and cheaply
turned into cash i notably cash
and short-term securities. It
includes cash and balances with

b o hahkss cpllr imoney i lendirg,

repo  and
government

lending under
investment in
securities.

nsti

tut

ass



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 ||
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.

t

I mpai

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.

yNPL§ t8 Ioar% 1:ra&ioillnQeicti%nn tl

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
Facqwgng 'ts Scp%rqs'i gor 06s
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 th e 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
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

as applied



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 | 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

6 ¢ 6 meeting @& bpdoporiond of Otleed

capital requirements for market
risks.

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

Yield curve risk materializes
when unanticipated shifts have
an adverse effe
income or underlying economic
value.

ct

t
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Quarterly P erformance Review of the Banking System
September 2008

1. Overview

The banking system started to show the sign of
slowdown. During the quarter under review total
assets of the banking system slightly declined as
the deposits base contracted. However, the latest
interim post-quarter statistics on key financials
indicate that unlike established trends of strong
growth, the asset base of the banking system is
likely remain stable during the last quarter of the
outgoing year. Nonetheless, on the back of high
inflation rates, which push the real lending rates
into negatives, the demand for bank credit
continued to increase and the banks' asset profile
further shifted from investments to loans and
advances, thus constraining the banks' liquidity
profile. In the face of deteriorating macro economic
factors, the performance of the banking system on
asset quality and earnings slightly declined.
However, key financial soundness indicators and
results of the Stress Testing exercise suggest that
the system by and large maintained its satisfactory
performance as well as the resilience towards the
major risk factors.

While the asset base of the banking system slightly
reduced by 0.1 percent to Rs5,509 billion, deposits
base witnessed even more pronounced contraction
of 3.0 percent. This withdrawal of deposits was
largely made up by increase in inter bank
borrowings. However, on the asset side, loans of
the banking system posted a strong increase of
Rs167 billion (5.7 percent) while investment
portfolio further shrank by Rs94 billion. Resultantly,
the liquidity profile of the banking system came
under further pressure as the ADR (advances to
deposit ratio) and liquid asset ratio further
deteriorated and posed the serious challenge of
assetliability management especially for the banks
operating with high ADR. This situation was further
compounded by a tight monetary policy that was in
vogue, though later on relaxed during post quarter
liquidity stress. Nevertheless, mainly due to
availability of sufficient market-based liquidity,
banks effectively managed their asset-liability



profiles while continuing to finance the crucial
economic activities.

Due to the increase in lending portfolio and the
resultant shift in asset mix from less riskier
investments in Govt. papers to loans and advances,
risk weighted assets (RWA ) of the banking system
registered significant increase. Resultantly, the risk
based capital adequacy ratio (CAR) of the banking
system under Baselll framework deteriorated by
30 bps to 11.8 percent which though still remained
well above the minimum standard of 8.0 percent.
The composition of the risk based regulatory
capital, however, improved as the share of Core
capital increased whereas the supplementary
capital, mainly due to write down in revaluation
surpluses, decreased. Accordingly, the Core capital
to RWA ratio remained intact at the last quarter's
level of 9.7 percent.

In the back drop of strong increase in loans and

advances and building pressures in the economy,
the infected loan portfolio registered an ov er the
guarter increase of Rs36 billion and infection ratio
(gross) increased to 8.4 percent (7.7 percent in

Jun-08). Since this increase in NPLs was mainly
observed in substandard and doubtful categories
that require only partial provision coverage, the

additional provision covered only a part of the fresh

NPLs. Therefore, net infection ratio and NPL
coverage ratio slightly deteriorated to 1.9 percent

and 79 percent, respectively, which though still

remain within acceptable and ameliorated level
compared with the situation that was prevailing in
corresponding quarter of the last years. The strong
earnings capacity of the banking system enabled
the banks to provide these additional charges
without making any noticeable dent on the bottom

line. The year to date earnings though remained
well above the satisfactory levels, the additional
loan loss charges and proportionally higher
increase in operating expense brought the key
earnings indicators under slight pressure. The pre-
tax ROA declined to 2.0 percent (2.3 percent in
Jun-08 and 2.2 percent in CYQ7). Incidentally, this

slight fall in overall earning of the banking system

has also to do with the exceptional losses posted
by a couple of banks.



Though the key financial indicators for the quarter

under review indicate slight drop, by and large the

banking system has maintained the momentum of

satisfactory performance that it achieved during the

recent years of strong economic growth. The

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 emerging vulnerabilities in the

macroeconomic indicators and constrained liquidity
profile due to passive growth in deposits and
strong increase in lending portfolio pose significant
challenge to banks. The post quarter liquidity

crunch, in particular, has signified the importance

of prudent asset-liability management for the banks

in tight monetary policy regime. SBP bok a number
of measures including the provision of adequate
liquidity support, introduction of mandatory ADR

for infusing the prudence in asset-liability profile of

banks, and enhancement of MCR and its linkage to
underlying risk profile of the banks. These
measures are expected to facilitate the sound
operations of the banking system and incentivize
the banks to rationalize their asset-liability profile
and further improve their risk management

capacities.
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2. Asset and Funding Structure

The asset base of the banking system marginally
contracted during the quarter under review. This
decline was in line with established seasonal
pattern whereby the asset base of the banking
system generally witnesses slack growth or slight
contraction in its asset base (see Figure 2.1).Over
the quarter decline of Rs4 billion (0.1 percent) in
total asset that took place in sharp contrast to
strong increase of R292 billion in Jun-08 and RK7
billion in Mar-08 quarter also reflects some slow
down in the banking sector, which has witnessed
strong growth rates for the last few years.
However, interestingly, the decline in assets in the
September quarter is less than decline observed in
the corresponding quarters of the previous two
years.

Incidentally, the post quarter developments on the
liquidity front seem to have raised serious
challenge for the banks in maintaining the
traditional pattern of growth in the last quarter of
the calendar year. Heavy deposits withdrawal
around Eid season has been a routine phenomenon
(see Figure 2.2). However, delinquency of deposits
in retracting to the banking system and further
deposit withdrawal amid ill-founded rumor
mongering as a sequel of credit crisis withessed in
the global markets constrained the liquidity profile
of the banking system. SBP took timely measures
aimed at stemming the liquidity problem and to
avert resulting threats to the stability of the
banking system. These measures succeeded in
facilitating extension of bank credit for financing
the acceleration in economic activities in last
qguarter. However, banking system might post an
overall negative assets growth in last quarter of the
outgoing year as a result of the slow down.

Somewhat similar pattern was seen in CYOQ7.
During CYO7, in response to slackness in the
demand for bank credit in the face of slowdown in
economic activities and tightening of monetary
regime, banks started to reposition their asset
profile and lending strategy. The asset mix of the
banking system gradually shifted from lending to
investments during the first three quarters of CYQ7.
This trend however reversed in the last quarter of
CYO7 high inflations rates turned the real interest

4



Figure 2.3 Structure of Total Assets
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rates into negatives boosting demand for bank
credit. The share of I
asset base again started to inch up. While some
pick up in advances is expected in last quarter of
CY08, contraction in investment side may keep the
overall asset base still lower than last year.

The Sep-08 quarter witnessed a significant increase
in advances that grew by Rs167 billion and their
share in total assets inched up to 56.1 percent,
exceeding Dec06 levels. This increase in advances
primarily emerged from the increased demand from
Corporate Sector while SME, Consumer, and
Commodity Operations 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 by the end of Jun-08
quarter. During the quarter under review, banks
responded to this development by increasing the
share of fixed deposits, thus reducing their
mandatory cash balances by taking the advantage
of zero CRR on long term deposits. The
investments continued to decline in both absolute
rupee terms and as proportion of total assets (see
Figure 2.3).

On the funding side, a slight decline in asset base
due to a significant drop of Rs124 billion in deposit
base. As the share of deposits in overall asset base
declined reliance on borrowing for financing the
portfolio of earning asset increased during the
quarter.

The sharehol dersé6 equit
over the quarter, however due to contraction of
revaluation surpluses the net assets (net worth) as
percentage of tot al ass
level of 10.2 percent (10.4 percent in Mar-08).

The group-wise composition of total assets shows
that LPBs remained the leading group; since the
inception of the outgoing year, these banks
increased their market share by 1.6 percentage
points to 75.7 percent. PSCBs that showed slight
improvement during the latter half of the CY0O7
witnessed significant reduction in their asset base.
These banks in fact contributed towards the decline
in total assets of the banking system as the two
leading banks of the group witnessed 6 to 7

oans

y

et

an
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Figure 2.4 Total Assets of Banking System
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Figure 2.5 Assets of the Banking System
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percent decline in their asset base. Accordingly, the
group shed its share to 17.9 percent. However, FBs
whose market share was witnessing a persistent
decline due to the mergers and reorganization of
the group banks into LPBs, registered slight growth
in their market share. While most of the group
banks increased their asset base during the
quarter, the entry of a new foreign bank also
substantially contributed towards the increase in
the market share of FBs (see Figure 2.4 & 2.5).

The banking system of the country has a high
concentration as a fewer number of banks hold a
maj or share of t he
deposits. The five large banks hold more than 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. During the quarter under review the market
share of five large banks further receded by 50 bps
to 51.3 percent. Annex-Il shows the structure of
the market on key financials.

Deposits finance the largest portion
asset base. The deposit component witnessed a
significant decline of Rs124 billion (3.0 percent)
during the quarter. Accordingly, the share of
deposits in overall funding structure declined to
73.8 percent from 76 percent in last quarter. Year-
on-Year basis deposits posted a growth of 10.1
percent that also fell short of 25.6 percent growth
in advances over the same period. Incidentally,
foreign remittances that are one of the leading
factors behind the recent ye ar s 6
deposits increased by 25 percent
corresponding quarter of the last year.

over the

A disaggregated analysis of the deposits in terms of
composition shows that share of fixed deposits
inched up significantly while the share of saving
accounts receded. Saving deposits still constitute
the major share of deposits closely followed by
fixed deposits 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 | argely ensued by

the banks to mobilize longer terms deposit for
financing their longer terms assets to reduce the
maturity mismatches and liquidity risk. Accordingly,

6

strong

of

SBPOs

syst embds

gr ov
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fixed deposits have gained a significant share of
savings deposits since 2004. The results of the last
few quarters however were signifying that this
trend of gradual shift had stabilized to some extent.
However, SBPO6s policy drive t
and SLR in last week of Jun08 seems to have
significantly invigorated this trend (see Figure 2.6).
Though in the post quarter liquidity crunch, SBP
has reduced the CRR, the policy initiative of
exempting term deposits of one year and above
maturity also from statutory liquidity requirements
is likely to continue to encourage this trend.

The currency wise composition of deposits shows a
shift towards foreign currency deposits which rose
to 15.5 percent of total deposits from 13.7 percent

in Mar-08 and 12.3 percent in CYO7. This shift in
deposits mix in itself mainly emanates from the

significant devaluation in Pak rupee over the recent
quarters, resulting in higher amounts of rupee

equivalent amount of foreign currency deposits
when converted at devalued exchange rates.

Due to significant decline in deposits, the banking
system had to resort to borrowings for financing
the portfolio of earning asse
increased by Rs76 billion during the quarter.
Accordingly, the share of borrowings in overall
funding structure increased by 1.4 percentage
points to 8.9 percent. The increase was witnessed
in both secured and unsecured borrowings. Though
increase in secured borrowing was more in
absolute terms, relatively higher increase in
unsecured borrowings increased their share in total
borrowings inched up to 22.8 percent (19.5 percent
in Jun-08).

The capital is the second largest source of funding

for the banking system, contributing 10.2 percent

of t he systemds overall fu
Sharehol dersdéd equity grew by
quarter. This growth was also dampened 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 Yearon-Year growth

of 18.8 percent and stands at Rs509 billion (Rs429

billion in Sep-07). This increase in capital base was

|l argely influenced by SBPO&6s Ml
encouraged not only the retention of higher portion

7



Figure 2.7 Loans by Type of Borrowers
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Table 2.1End-use of Advances (nef)
Amount in billion Rs, share in percent
Dec-07 Jun-08 Sep-08
Amount Share Amount Share Amount Share
Fixed Investment: 609.2 226 6639 228 7211 238
Corporate Sector 549.0 203 6173 212 682.6 224
SMEs 60.3 22 46.6 16 445 15
Trade Finance: 4159 154 4435 152 459.0 150
Corporate Sector 348.0 129 3949 135 4117 135
SMEs 67.9 25 48.6 17 413 15
Working Capital:* 1,231.6 456 13824 474 1,4485 474
Corporate Sector 6232 231 719.1 247 832.1 213
SMEs 309.1 114 2984 102 269.8 88
Agriculture 150.8 56 1542 53 157.7 52
Commodity Financing 1484 55 2108 72 1888 6.2
Consumer Finance: 3714 138 3538 121 344.6 13
Credit Cards 468 17 440 15 431 14
Auto Loans 1114 41 1039 36 102.9 34
Consumer Durable 11 0.0 05 0.0 0.4 0.0
Mortgage Loan 674 25 66.9 23 67.2 22
Other personal Loans 1447 54 1386 48 1309 43
Staff Loans: 52.2 19 575 20 616 20
Housing Finance 36.8 14 40.7 14 441 14
Others 154 0.6 16.7 0.6 175 06
Others 206 08 153 05 126 04

Total 2,700.9 100.0 2916.5 100.0 3,053.4

100.0

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

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
slow down in stock market resulted in a significant
mark down in the value of both fixed -income and
equity securities of banks. Accordingly, the overall
revaluation surpluses of the system eroded by R28
billion (35 percent) to Rs52 billion. Therefore, the

share of net assets (shareholders equity plus
revaluation surpluses) in total assets stayed at the
| ast o lewli¢. 20r2fercent.

Advances of the banking system largely
maintained their growth momentum that was

picked up in the last quarter of CY07. Advances in
fact showed a lackluster demand during the first
three quarters of the last year. This trend reversed
in the last quarter of CY07 as high inflations rates
turned the real interest rates into negative and the

demand for bank credit again enlivened. This
liveliness in demand for bank credit subsisted
during the first three quarters of the outgoing year.

During the quarter under review, advances (net)
grew by Rs167 billion (5.7 percent) - Rs112 billion
in Jun-08 and Rs116 billion in Mar-08.

Detailed composition of the advances' shows that
mainly the corporate increased their usage of bank
credit. There was a slight increase in advances to
agriculture sector while three other m ajor sectors
viz. SME, Consumerand Commaodity Finance retired
their borrowings from banks. Both SME and
Consumer sectors has been reducing their bank
borrowings since the inception of the outgoing
year. During the quarter under review, the
corporate sector, the largest user of banks credit,
borrowed additional advances of Rs195 billion
which made for the reductions of Rs32 billion in
lending to SME sector, Rs9 billion in lending to
Consumers and Rs22 billion in Commaodity Finance.
Accadingly, corporate sector 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
system (see Figure 2.7). There was only a slight
shift in the end use of advances. Fixed Investment

! Thefollowing analysisof composition of advances and shift
therein is based on the

8
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Figure 2.8 Composition of Consumer Loans
(Domestic Operations)

Credit Cards
12.5%

Other personal
Loans
38.0%

Auto Loans

29.9%

Martgage Consumer
Loan Durable

19.5% 0.1%

Figure 2.9 Break up of Investments

Subsidiaries Ay Padug
Ordinary

& Lssociates
3 057 Shares
° 4 494 Other

Investments
/._ — 4%

Govt Papers
69.1%

TFCs, Bonds,
FTCs etc.
12.2%

Figure 2.10 Break up of Federal Securites

uMTBs uPIBs

Others

Bep-08

registered a 1 percentage point increase in its
share, while Trade Finance showed a minor
reduction. The consumer finance , which had
been showing a consistent increase up till end of
CY07, witnessed persistent decline since then and
its share in overall advances receded to 11.3
percent (see Table 2.1). The breakup of consumer
finance data shows that all consumer finance
categories except Mortgage Loans witnessed
decline during the quarter; however, the decline
was significant in Personal Loans category which
declined by 5.5 percent. Nonetheless, the internal
composition of the consumer finance did not
witness any significant shift, with Personal Loans
contributing th e largest share of consumer finance
followed by Auto and Mortgage Loans (see Figure
2.8).

Investments, the second largest component of
t he banks?®o asset base,
declining trend since the last quarter of CYO7.
During the quarter under r evi ew,
investments portfolio (net) further contracted by
Rs95 bhillion (8.4 percent) and its share in total
assets of the banking system declined to 18.7
percent (20.4 percent in Jun-08 and 22.8 percent
in Mar-08). A disaggregated analysis shows tha
overall decline was largely caused by decrease in
investment in govt. papers w hich declined by Rs72
billion during the quarter, while investments in
Subsidiaries & Associates and Equity investmens
also registered decline of Rs3.9 billion and Rs2.7
billion, respectively. Though the second largest
component of investment portfolio i.e. TFCs, Bonds
& PTCs grew by Rs4.7 billion, overall internal
composition of investment portfolio remained
highly dominated by govt. papers which siill
constitute 69.1 percent of banksd6 t ot al [
(see Figure 2.9). The detailed analysis of govt.
papers shows that though both of the major
categories of federal govt. securities have declined
in percentage as well as absolute terms during the
outgoing year, the most significant decline was
observed in MTBs. Resultantly, the share of MTB
vis-a-vis PIBs and other government papers has
significantly receded over the last three quarters
(see Figure 2.10).
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3. Financial Soundness of the Banking
System

3.1 Solvency 2

Figure 3.1.1 Risk-Based Capital Position S_olvency_posilion of the banking system' remained
st gt ot firm during the quarter under review. The
Reguiicore qualifying risk based capital of the banking system
increased to Rs 492 billion in Sep-08 quarter up
from Rs 484 billion in Jun-08 and Rs438 billion in
the corresponding period of Sep-07. The core
capital being the mainstay of
4 percent whereas the supplementary capital
declined by 7.8 percent during the quarter under
review (see Figure 3.1.1). As a result, the share of
oo oo o6 on n0E e Core capital in total capital inched up to 82 percent
from 80.1 percent in Jun-08. The ratio of core
capital to total capital improved significantly since
CYO03 when the same was around 76.7 percent of

Figure 3.1.2 Capital Structure and Capital total capital. ( see Figure 3.1.2).
Adequacy Total Risk Weighted Assets (RWA) of the banking

irl o2 CAR RHSin%) system increased by 4.2 percent to Rs4181 billion
in Sep-08 from Rs4015 billion. The increase in RWA
BEEN

Required Total

(Rupeesin billion)

100 4 - . j )
11 came about due to extraordinary increase in

+ 10 advances which increased by 5.7 percent during
the quarter under review. In view of relatively
higher increase in RWA, the CAR of the banking
industry declined by 0.3 percentage points to 11.8
(see Table 3.1.1). However, the Core Capital to
RWAs ratio stood firm at the previous quarter's
level of 9.7 percent. Both the ratios exceeded the
generally acceptable benchmarks for well-

80 -

60 -

40 4

20 +

0

03 Y04 Y05 V06 V07 Jun-08 Sep-08

_—— Capitalized banks. As of Sep08 Risk Weighted
cvos_cves cvos_eves cver amteseoe. Aggetsto total Assets stood at 75.7 percent against
wo w1 we aomsooue  n: (2.8 percentin Jun-08 (see Figure 3.1.3).

- @s o o es os e en  The trend analysis of CAR showsthat it achieved
Lo CWMICORWA  se  ss s 1o  me ue the peak of 13.2 percent in CYO7, while it was 12.7
iy mo i 1.1 s e _wa _mo PErcent in 2006. These are the years which saw
@ e wn w0 s os ey execution of some of the largest Merger and
CemeTomasmes L me me s e we ACQUisition transactions in the banking sector,
iy so 5 s ws ms ws _wms iNCreasing capital and improving the solvency
wo o wy wo s o an indicators of the banking system to extraordinary

et o e pee e e e s e ' |evels. Further, effective Jan-08 banks have been
systems assets . R
maintaining CAR under Baselll framework,

2

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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Figure 3.1.3 RWA to Total Assets
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Table-3.1.2: Distribution of Banks by CAR

Total Below 8% 81010 %

10to 15 % Over 15 %

CYo03 40 4 10 5
CY04 38 1 13 9
CY05 39 2 7 13
CY06 39 3 4 15
Cyo7 39 3 6 12
Jun-08 39 2 9 9
Sep-09 40 4 9 7

21
15
17
17
18
19
20

Figure 3.1.4 Banks' Market Share by CAR
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Figure 3.1.5 Net NPLs to Capital Ratio (in %)
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requiring additional capital charge. Given the above
developments and the high seasonal demand for
credit during September quarter, the existing CAR
of 11.8 percent can be considered at quite a stable
level. As banks are required to meet their Minimum
Capital Requirements (MCR) of R$ billion as well
as minimum CAR of 9 percent by end CY08, the
overall CAR is expected to keep the existing level.

CAR of all the groups witnessed slight decline
except for the FBs which managed to increase their
CAR by 4.5 percentage point to 18.5. The Core
Capital to RWAs of FBs too registered increase of
4.6 percentage point whereas that of SBs declined
by 1.3 percentage point. The capital adequacy of
the FBs has been on the downward trajectory due

to continuous decline in number of foreign banks.

However, all the solvency indicators of the foreign

banks improved substantially due to establishment

of a new foreign bank during the Sept-08 quarter.

The disaggregated analysis shows that 27 banks
have CAR of more than 10 percent (see Table
3.1.2). Of the remaining, 9 banks have their CAR
above 8 percent. The market share of banks
having CAR of 10 percent and above stood at 54.6
percent in Sep-08 whereas 92 percent of the
banking system assets rest with the banks having
CAR of 8 percent and above (see Figure 3.1.4).

As regards the compliance with minimum capital
requirement, 34 out of 40 banks are satisfactorily
meeting the prevailing requirement, including 4
foreign banks, which are required to keep Rs2
billion. Out of the remaining, 4 banks are under
process of restructuring/ privatization.

Capital impairment ratio, i.e. net NPLs to Capital
ratio increased by 3.5 percentage points to 10.4
percent in Sep-08 hence si gni fying
solvency emanating from the increase NPLs (see
Figure 3.1.5).

The solvency position of the banking system has so
far remained firm, which may be challenged by the
deteriorating asset quality. SBP as a part of its
proactive approach has already raised minimum
CAR for the year 2008 to 9 percent, which will
strengthen the solvency of the system. This,
coupled with increase in MCR to R® billion, will
facilitate in maintaining the capital level as also

11
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provides additional buffer for coping with any
stress from deterioration in asset quality .
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Table-3.2.1Profitability of Banking System

(Billion Rs) CY03 CY04 CY05 CY06 CYO07  Jun-08 Sep-08
Profit before tax

PSCBs 16.1 14.2 228 315 33.2 9.8 11.7
LPBs 238 31.0 60.5 85.6 69.7 47.0 66.9
FBs 7.1 7.2 11.6 6.3 2.5 2.1 1.7
CBs 47.0 52.4 94.9 1235 105.4 59.0 80.3
SBs (33) (04 (11 01 17 24 18
All Banks 43.7 52.0 93.8 123.6 107.1 61.4 82.1
Profit after tax

PSCBs 9.4 8.0 155 21.2 239 6.1 8.9
LPBs 14.8 21.8 41.1 59.1 47.4 36.5 44.5
FBs 4.2 5.8 8.0 4.3 1.2 1.0 0.4
CBs 28.4 35.6 64.6 84.6 724 43.6 53.8
SBs (37) (09 (13 (05 09 2.4 1.1
All Banks 247 34.7 63.3 84.1 733 459 54.9

Figure 3.2.1 Profitability of Commercial Banks
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3.2 Profitability

The profitability of the banking system remained
steady during the quarter though return indicators
slightly declined due to higher provisioning and
operating expenses. The positive earnings can be
traced to increase in interest income following a
surge in lending.

The banking system posted a before tax profit of
Rs21 billion during the quarter, translating into year
to-date profit of Rs82 billion whereas after tax
profit stood at Rs55 billion in Sep-08

Group-wise, LPBs contributed most of th e increase
in profitability (90 percent) of the system, while
PSBs contributed rest of the increase. Both SBs and
FBs posted losses during the quarter, which
decreased their year to date profit. In addition to
increase in non mark-up expenses and provisions,
first quarter loss posted by a newly established
foreign bank has also increased the overall losses
of the FBs.

The profitability in terms of total assets saw a

marginal decrease over the quarter. The return on

assets (ROA) has declined by 0.3 percentage point
to 1.4 percent due to significant rise in provisions
and higher operating expenses. Similarly return on
equity (ROE) declined by 3.4 percentage points to
13.3 percent during the quarter (see Figure 3.2.1 &
3.2.2).

The detailed anal ysi s of t he
profit and loss composition shows that during the

quarter under review, the income composition of

CBs remained the same. The share of net interest

income in the gross income stood at 69.8 percent,

whereas the non-interest income was at 30.2

percent.

The income composition has witnessed gradual
shift since CY03; the share of net interest income
has increased from 58.9 percent to 69.8 percent
while share of non interest income declined from
41.1 percent to 30.2 percent. Further analysis of
the non-interest income indicates that the fee
based and currency dealing income has marginally
declined during the quarter, whereas, the share of
other non-interest incomes, comprising of trading
gains and dividend income, increased to 10.4
percent from 10.0 percent in Jun-08. On overall

13



Figure 3.2.3 CBs' P&L Structure

et Interest Income

I Fec Based & Currency DealingIncome
m OtherNon-Interest Income

= Operating Expense

Y03 CYod CYOS CY0e CYO7 Jun08 Sep-08

- 80

- 60

- 40

r20

r 100

Percent of Gross Income

Figure 3.2.4 Operating Exp. to Gross Income
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Figure 3.2.5 Weighted Average Rates for Fresh
Disbursements and Fresh Deposits (in %)
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basis, all expenses as a percentage of gross income
increased by 4.6 percentage points to 67.1 percent
during the quarter under review (see Figure 3.2.3)
which has affected the overall profitability of the
system.

Group wise breakdown of the expenses shows that
operating expenses as percent of gross income
increased by 1.66 percentage points in Sep-08. In
absolute terms operating expenses increased by
Rs43 billion in Sep-08 compared to Rs38 billion in
Jun-08. The ratio for all the banks witnessed
increase during the quarter. The ratio for LPBs
increased by 0.29 percentage point whereas that of
PSCBs,FBs and SBs increased by 1.4,11.3 and 16
percentage point, respectively (see Figure 3.2.4).

The analysis of core in
mark up/interest income has shown improvement
over the year. It increased by 55.2 percent to

Rs170 billion in the Sep-08 as against the previous
quarter increase of 98 percent. This deceleration
has occurred despite the fact that the advances
growth during September quarter is highest among
the three quarters of the year. It is mainly

attributable to decrease in spread on fresh
disbursements and deposits; the spread declined
by 0.03 percentage point to 5.69 percent over Jun -
08. (see Figure 3.2.5). The higher return on

deposits and consequent increase in interest
expenses is partially due to increase in deposit
rates subsequent to introduction of 5 percent fl oor
on all saving deposits by SBP and partially due to
higher rate being offered by banks to attract

deposits in face of increasing NSS rates.

The assets distribution on the basis of ROA shows
that 19 banks having ROA of one percent represent
78.5 percent market share in Sep-08 (see Table
3.2.2). As ROA of the banking system has declined,
the number of banks with ROA below 1.0 percent
increased to 21 from 16 in Jun-08. Some of the
banks in this category have recently undergone
change of management or are in the process of
restructuring whereas one bank is in its initial year
of operations.

The banking sector in Pakistan has been
maintaining their profitability trend though it
slowed down to some extent during this quarter.
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