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PERFORMANCE REVIEW OF THE BANKING SYSTEM
For the Quarter Ended March 31, 2003

1 Overview

The banking sector remained on the profitability track even in the face of
sharp decline in interest rates. This phenomenon is the reflection of banks
ability to pass on the effects of rae cuts to depostors and the ample
liquidity that enabled the banks to finance increased leved of earning assets
a low cods. This devdopment took place amid an incessant inflow of
deposits - Rs 59.8 hillion or 3.5 percent over the quarter that even surpassed
the previous quarter’s growth rate of 2.9 percent. Flush liquidity kept the
inter-bank market cam with inter-bank spread coming down and a few
vidgts to the SBP discount window. Loans that took an gppreciable surge
during previous quater registered a magind decline, while invesment
followed the increesing trend and left the asset base of the industry dightly
higher than the previous quater’s level. The dedline in the levd of loans
may be attributed to the seasond retirement of commodity operation loans.
Solvency of the banking sector shows dgns of improvement, as equity
support towards total asset base increased by 10 basis points to 4.9 percent,
while the latest cepital adequacy dHetigtics show a marked improvement in
market share of the banks with dronger adequacy ratios. Gradud
amdioraion in asset qudity got a further push during the quarter in the
form of improvement in NPLs indicators.



2 Sour ces and Uses of Funds

The swift expanson in the balance sheet of the banking system eased off
during the quarter under review as the tota assets increesed margindly by
Rs 1.9 hillion or 0.1 percent

to RS 2’2271 b||||0n (see Figurelzz.é:oAssetsof Banking Sector o100
Figure-2.1). Deposits, e P
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repongble for the deep rise | 8007 1600
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effect of depogits growth. In

fact the decrease in borrowings was more pronounced a Rs 46.6 billion for
commercid banks. Specidized banks, however, contained the decline as
they further increased ther borrowings by Rs 14.9 billion. Unlike the last
quarter, the incresse in deposts went on to finance investments as loans
witnessed a decline during this period.

Figure 2.2: Group-wise Sharein Total Assets
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2.1 Deposits:

Amid the incessant inflow of funds an interesting development was going
amost unnoticed - the decline in foreign currency deposts. Although
foregn currency  accounts

were on the decline from the [Figure2.3: Deposits of Banking Sector

fourth quarter of 2001 but 1000 1800

pace witnessed over ladt 500 - [ 1o

quarter was unprecedent i.e. | g L 1200
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this decline. While FE-45 -
deposits were contractud,
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ec., as interet on these
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red tems (even negative). | 100%
On this score, public sector
commercid banks led the
way with an  ovedl 60% 1
reduction of Rs 299 hillion
followed by foreign banks | “°%]
by Rs 6.3 hillion and LPBs 20% |
by Rs 3.4 billion.

80% 1

0% 1 CYO00 Cyo01 CY02 Mar-03

On ovedl tems, depost |msss 12 12 10 10
base went up by another Rs  [2F8s 20 =2 = o7
A [ LPBs 29.4 30.8 45.0 45.5

59.8 billion or 35 percent, [apsces| s | w0 | a1 | a7
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in preceding quarter, which further aggravated the liquidity management



problem for the banking sector (see Figure-2.3). Loca private banks
spearheaded the increese by adding Rs 36.3 hillion to their depost base
followed by PSCBs with an increase of Rs 20.3billion and foreign banks by
Rs 1.3 hillion.

Category-wise, saving and current accounts recorded an increase of Rs 82.1
billion and Rs 10.2 hillion respectively. Fixed deposits came off by Rs 6.7
billion mainly because of decline in fixed deposits of foreign banks by Rs
155 hillion or 25.3 percent which offset the increase in the fixed deposits
of PCSBs and LPBs. Inter-bank deposits also decreased in a big way i.e. by
Rs 28 hillion, a logicd consequence of flush liquidity in the banking
system. As for the share, LPBs had a share of 455 percent, PSCBs 42.7
percent and the rest belonged to foreign banks and speciaized banks

2.2  Borrowings

Borrowings had overdl decline of Rs 31.7 hillion or 114 percent to Rs
2465 billion of dl banks a the quater end. Abrupt yied adjustment
continued in this quarter as well dthough it faled to entice any speculative
bidding from banks that seemingly caried a neutrd outlook. A decrease of
Rs 41.3 hillion in repurchase borrowings to Rs 77.8 hillion at the end of the
quarter should be seen in this context. The decline was observed across all
groups with the heaviest adjusment taking place in LPBs, a decline of Rs
19.6 hillion or 31.5 percent. Cal borrowings too came off by Rs 5.9 billion
from Rs 27.4 billion a quarter ago so did export refinance from Rs 45.7
billion to 41.6 hillion. The sad decline, however, has its root in banks
increesing appetite for subdituting their own funds with that of SBP for
trade financing.

2.3 Loans

Contrary to the expectations tota loans of the banking system recorded a
decline of around Rs 9 hillion from Rs 1,065 hillion in the previous quarter
to Rs 1,056 hillion as of end current quarter (see Figure -2.5). On the face
of it, this devdopment may seem unusud conddering the very low interest
rale regime and atempts by the policy makers to give a boost to the
economy. In fact the seasond retirement of loans for commodity operations
by Rs 18 hillion as wel as fdl in lending to public sector enterprises by Rs



7 hillion contributed largely
to the decline, obscuring the

improvement in lending to
private sector by Rs 3.8
billion. The five lagest

banks mainly accounted for
this dedine as they finance
most of these operaions.
The group-wise  andyds
reveds that public sector
commercid banks and locd
private banks together saw a
reduction of Rs 125 hillion.
However, it was largey by

Figure 2.5: Loans of Banking Sector
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virtue of increase in loans of specidized banks, which restricted the decline
to Rs 9 hillion. Foreign banks fractiondly increased their loans during the

quarter.

It may dso be pertinent to point out that the pivate sector borrowers today
have many dtenative sources of funds i.e ther internd cash generation
due to higher corporate earnings, capitd markets funds (issuance of TFCs),
repatriation of export proceeds previously kept abroad etc.

Banks are trying to fill the
gp created by the low
demand from traditiond
sources by venturing

into  hitherto untapped
aress. Appreciable growth in
consumer financing is
tetimony to this drive
toward asset diversfication.
This has hdped sdvage the
postion to some degree as
the loans to corporate sector
increesed modestly  during
the period under review

Table- 2.1: Settor-wise Break Up of Loans
Rsin hillion
Percent
Dec-02 Mar-03 Change dere
Corporate Sector 542.5 549.4 6.9 13
SMEs 170.0 162.2 -7.7 -45
Agriculture 120.9 123.2 2.3 19
comamer 226 265 39 173
Credit Cards 6.1 6.0 -0.1 -12
House Loans 1.9 2.1 0.2 105
Auto Loans 8.3 105 2.2 26.0
Othe 6.3 7.9 1.6 264
Others * 209 195 1442 -6.7
Total 1,065 1,056 -9.0 -0.8
* Including Overseas Operations

(Table 2.1). The growth in consumer finance and agriculture finance is in



line with the grester emphasis lad on these sectors in recent times. The
dedine in loans to SMEs may be because of low expertise of the banking
system aswell as asymmetrica information regarding this sector.

Among consumer finanding, [Figure 2.6: Maturity Profile of Loans
the housng finance increesed = Upto 3 months = 3 monthsto 1 year

by around 11 percent over the @ Over 1year to 5years @ Over 5years
quarter. However, the level of
housng finance so far is too 10%
low to have aty dgnificant
impact on the maturity profile
of loans (see Figure 2.6)

Following eassy monetary
policy SBP applied gradud 33%
cuts in its discount rates as
wdl as return on MTBs and
PIBs to induce the banks

to reduce their lending Table- 22: Interes Rate Srudure Percent
rates for giving impetus to Cvo  CY0l CYe2 Ma(3
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22 dows the d&:llnlng W. A. Lending Rates 1388 1340 1031 8.26
: S W.A. Deposit Rates 523 49 360 281
interest rate Scenano since Export Igr)l.:\oeRae 800 1000 700 500
CY-00 on 4l mstrumeﬁs Export Refinance Rate 600 850 550 350
and schemes. The lending $ Export Rate 000 565 384 384
rates had started to reduce PIB rates

from the very fird quater 3y 1250 1050 700  7.00
of the CY-02 and during 5y 1300 1100 800 800
the current qua‘ta’ 10y 1400 12.00 9.00 9.00
weighted  average  lending e Ratxt e 1023 765 39 19
raes of banks de_cllned_ by 6m 1096 793 432 209
another 205 basis poi nt_s om 1149 840 436 266
All groups dashed  their T. Bill Rate cut off

lending rates.  However, 3m 1023 765 39 200
privatized banks effected 6m 1096 793 432 216
the largest cut by 270 basis 12m 1149 840 436 275

points followed by private domestic banks by 198 bass points. Foreign
banks gill have the lowest weighted average lending rates a 6.9 percent as



compared to other sectors due to reaively lower intermediation cost.
However, ther focus on sdect customers prevents sgnificant loans growth.

Therdative share of different Table-2.3; Industry-wise exposure of banking system
industriesin total loans shows (Percent)
predominance of textile sector ~ [!ndustry Exposure
at 25 percent followed by Textile. s
agribusiness a 10 percent (see  [Agribusiness i
Table-2.3). The rest of the |Mdvidas ‘ ‘ 8
loan portfolio of the banking |Foc % commedy opaaions 5

! ) . 2 |Chemicd & Phamacedticdls 4
sydem is farly diversfied _ ) :

d art from radic Production & Transmisson of energy, oil & gas 4
an 8p S0 Trading & commerce 4
Chang$ In spme quors _the Automobile, transportation & communication 3
oveadl scenaio  exhibits little Suger 3
change. - 5

Shoes & lesther 1
Electronics & dectricd gppliances 1
Othas )

2.4 Investments

Investments continue to be the focus of the banking system and increased
by another Rs 51.7 billion (see Table 2.4). The excess liquidity in the
system forces banks to invest in government papers despite significant rate
cuts. All the instruments recorded increase, however the Federd
Government securities accounted for the most of the increase (see Figure
2.7). The loca private banks followed by public sector commercia banks
had a dominant share in the tota increase. Foreign banks, however,
witnessed a decline apparently because of the drinking sze of ther
balance shest.



A review of investment
growth over the last few
quarters shows that the
investments are risng on a
decelerated pace. The role of
rate cuts notwithstanding, the
low auction targets and
amounts accepted by the SBP
aso redricted what otherwise
would have been ggnificant
increase of investments.

A noticesble development of
the quarter is comparatively
lower invetment in PIBs
which recorded a modest
increase of Rs 5.6 hillion as
agang the upsurge of Rs 17
billion in the lagt quarter.
On the  other hand,
invesment in MTBs swdled
by Rs 439 billion
condituting the bulk of the
increase  in  investments in
the government securities.

The sector-wise share in the
growth of the government
securities reveds that locd
private banks were chiefly
reponsible for the increase
inPIBsand MTBs.

The Table 2.5 indicaes
predicament of the banking
sysem. A fractiona incresse
in dl banks exposure to
public sector during the

Table2.4: Total Investment of banking
sector
Billion rupess
CY00 CY01 Cy02 Ma0:
Government papers
MTBs 95.8 126.6 3739 417t
FIBs 840 539 422 28:
PIBs 2.0 420 1167 122:
Provincid Gowt.
Seourities 1.7 1.€ 14 1.t
Others 468 369 402 48]
Equity investment * 160 254 290 33¢
'TFCs, bonds, debentures and
PTCs 40.7 490 555 59t
Others 239 205 198 22«
[Total investment 311.0 356.( 6786 734«
Provision/surplug/deficit 6.6 5 229 18¢
Totdl after .
brovision/surplusideficit 3043 3511 7015 753.:
[*Including Investment in Subsidiaries and associae undertakings

Figure 2. 7: Investment in Fed Govt Securities
350 600
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Table 25: Banks Exposureto Public Sector

Cy00 CY01 CY02
193 207 16.9
366 355 443

Credit
Totd (Credit+Govt. paper)
Source: Weekly Statement

Percent

Mar-03

153
450




current quarter notwithgtanding the fdl in credit (loans + other investments)
to public sector indicates insufficient niches to channel funds forcing banks
to rest their excess liquidity in the government securities.

3 Performance of Banking System

3.1 Capital Adequacy

The ba“(mg Sygan Figure-3.1: Capitalization of Banking
continued to dtrengthen its System

capitd  base  during  the | 5o ray e

Quarter under review 1076

through fresh injection and

profitable operations. | o9 1_sea

Besides, merger and 755

consolidation  process s I 822
60

89.1

adso going on. As a result,
the number of banks
defident in meding the
minimum cgpitd 30 , , ,
requirement of Rs 1 billion CYO0  CYOL  CY02 March-03
reduced to fourteen from
sixteen as of end of last quarter.

The equity of the banks grew by 2.2 percent to Rs 110 hillion as of end of
current quarter.  The banking sysem had been experiencing negative gep
between its paid-up capitd and equity since long due to heavy accumulated
losses particularly of government owred banks During last year this gap
turned into podtive. The turnaround was achieved on the back of good
operating results, subgtantid surplus on revauation of securities and netting
of large accumulated loss by UBL agang its paid-up capitd. During the
quarter under review the postive ggp between paid-up capitd and equity
further widened (see Figure-3.1).

The group-wise pogtion shows that highest increase of around Rs 3 hillion
was made by locd private banks in therr equity followed by PSCBs. Both
the foreign banks and specidized banks suffered contraction in their equity.
However, ther reasons were dtogether different. The specidized banks had



unprofitable operations whereas some of the foreign banks repatriated part
of ther surplus assgned capital and reserves. The dhrinkage of Rs 1.8
billion in the equity of foreign banks will not impar their dready high
capitd adequacy ratio as thelr asset base a the same time reduced by
around eight times of decline in their equity.

Based on latest risk-adjusted
capita  podtion?, the capital
adequacy ratio of the banking
sysdem (exduding specidized
banks) improved by 1.3
percentage points to 12.6
percent as of end December-
02 (see Table 3.1). The
improvement, amidst strong
growth in asset base during
last year, was due to capita
drengthening and change in
risk profile of asssts. Among
assets, the mgjor increase was
witnessed  in government
papers, which attract zero
rik weght. The highest
improvement was made by
the foreign banks followed
by public sector commercid
banks. On individud baess
most of the banks improved
their capitd adequecy retio in
a quest of drengthening their

Percent

Specidized Banks
Locd private bank
Foreign banks

Al banks

S

JAll banks (excdld. Spec.Banks)

Table3.1: Capital Adequacy Indicators

Cy00 CyOoL Cyo02

Capital Adequacy Ratio (CAR)
Public Sector Commercia Banks

104 96 123
(33 (139 (317

92 95 9.7
180 186 232
974 876 8.8
114 113 126

Specidized Banks

Foreign banks
Al banks

Loca private banks

JAIl banks (excld. Spec.Banks)

Tier 1 Capital to Total Assets
Public Sector Commercia Banks

27 26 2.8
@7 (109 (245
38 38 29
85 81 100
36 31 25
40 39 38

Table 3.2: Digribution of Banks According to Capital
IAdequacy Ratio with Market Share

Capitd

(10.1%)

(31.1%)

Bdow8 |8percentto | 0PI | over 15

Adeguacy percent 10 percent to15 peroent
Ratio percent

5 6 5 7
CY00 (134%) (3L6%) (450%) (100%)

5 5 1 2
CYOL (122%)  (387%) (349%) (142%)
. 4 4 9 )

(127%) (462%)

capital base. As a result, banks moved to higher buckets of CAR and the
number of banks not meeting minimum threshold of 8 percent reduced to
four (see Table-3.2). The shifting of two large banks to the higher bucket
of over 15 percent increased the market share of banks fdling in this band
to 46 percent from just 14 percent a year ago. The increase provided
ggnificant comfort to the solvency of the banking sysem. The non-

2 Capital Adequacy position isreceived on half-yearly basis.
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compliant banks represented around 10 percent of the totd assets of the
banking sysem. One of them is in a process of raidng its pad-up capitd to

meet the minimum
restructuring process.

To evduae the cgpitd
adequacy as of end of
current quarter, we can use

the indicator of capitd to
totd assats. The soundness
raio of the banking sysem
worked out to 4.9 percent as
of end of current quarter (see
Table-3.3). The raio is

requirement wheress other three ae undergoing

Table3.3 Capital to Total Asxts
Percent

CY00 CYOlL CY02 MaG3
Public Sector Comm. Banks 4.6 37 5.6 5.8
Specidized Banks (11) (103) (230 (29
Locd private banks 35 38 5.3 5.5
Foreign banks 8.8 85 106 105
All banks 4.6 3.8 4.8 4.9
All banks (exdld. Spec.Banks) 4.9 4.6 6.1 6.2

above the internationally accepted benchmark of 3 percent and dso shows
improvement over the last year's ratio of 4.8 percent and 3.8 percent in

2001.
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3.2

Non-performing loans of the
banking system recorded a
dedine of Rs 2 hillion from
Rs 2442 hillion as of
December 31, 2002 to Rs
242.2 billion as of March 31,
2003 (see Figure 3.2). The
decline might have been
grester had there been no
increase in the NPLs of two
banks, each from PSCBs and
LPBs. The role of
specidized banks  was
ggnificant in the decline as
they reduced their NPLs by
Rs 75 hbillion not only
because of cash recovery but
aso because of transfer of
some of the NPLsto CIRC.

The net NPLs of the banks
dso showed a decrease of
Rs 22 billion during the
guater from Rs 1005
billion as of December 31,
2002 to Rs 98.3 hillion as a
the quarter ended on March
31, 2003 (see Figure 3.3).

Non-performing L oans

Figure-3.2: Total NPLsof Banks
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Figure-3.3: Net NPL s of Banks
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Of course the specidized banks, here too, with Rs 7.9 hillion reduction
remained maor contributor with fractiona reduction by LPBs and FBs

Naturdly, the improvement in NPLs dso trandaed postivdy into the
corresponding assat quality indicators where infection ratios viz. (a) NPLs
to totd loans ratio declined margindly from 23.7 percent as of December
31, 2002 to 23.6 percent as at March 31, 2003 and (b) net NPLs to net loans

12



ratio reduced margindly from 11.7 percent to 11.5 percent during the same

period (see Table-3.4).

The . coverage retio Table34: NPLsIndicators

(provisons to gross NPLs) of | o, ¢

the banking sector hovers DecOl Decd2 Ma03

around 63 percent- However, NPLs to total loans

in depth andyds shows that | Public Sector Com. Banks 233 280 201

the ratio improved | Speddized Baks 810  6L1 566

wtﬂamdw in caxe  of | Locd Private Banks 153 14.9 154

m dized ba’]ks’ which Foreign Banks 5.3 51 50

increased from 63.7 percent | AllBaks 233 237 236

as of December 31, 2002 to | NetNPLstonetloans

704 percent as of end of Public Sector Com. Banks 11.9 135 15.6

curent quarter. In case of aaeualzgd Banks 731 417 324

PSCBS, however, the ratio Locé Private Banks 10.2 8.2 81
. Foreign Banks 1.0 1.2 11

deteriorated from 66_.1 All Barks o6 17 1S

_percen_t to 61.7 percent. This 5 sosoNALs

is mainly because of one of | pyjic sector com. Barks 643 661 617

the public sector banks did Spedialized Banks 602 637 704

not meke adequate ProviSonS | Loc Private Baks 459 558 556

againgt increased NPLs, Foreign Banks 841 808 8Ll

All Banks 604 631 632

The lower decline in the NPLs shows that the write-off guideines are yet to
have any szable impact on the NPLs portfolio. The information as of end
June 2003 shows settlement of 28,094 cases with outstanding amount of Rs
179 billion of dl banks. Ther impact would become visble once the
operdtiond time lag dapses, which would help reduce the NPLs of the
banking sysem.

No doubt the decline in NPLs is somewhat duggish, however the very fact
there is no further rise is very encouraging. This is largdy because of
prudent lending with low NPL (5 percent) on a flow bads in recent years.
The dow but steady decline, gtrict regulatory watch as well as restructuring
process of the indtitutions that are mainly having massve portfolio of bed
loans, creates optimism for further reduction not in a very distant future.
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3.3 Profitability

After showing commendable
operding  peformance  in [Teble3s: Profitability of Commercial Banks
2002, the commercid banks [Blionrupees
maneged to  keep  the CYOD CYOL CY02 Ma@3
momentum in  the  firg [Profitbeforetax
quarter (Jan-March) of 2003 [Pblicsctorcommbaks 39 02 109 29

a wdl. Thq’ maw an Locd private banks 0.6 5.0 11.3 5.4
: Foreign banks 37 50 66 22
aggregate pre tax profit of RS |\ e ks 70 103 289 106
106 bhillion (after tax profit orofit after tax
of Rs 6.6 billion) that Was i cmorcomm barks 18 46 48 17
36.6 percent of the pre tax | ou pivaeborks 35 20 59 34
profit  for last  year. |oeign banks 14 24 42 15
Accordingly  Return  0on |ail commercia banks 03 02 148 66

Assts (ROA) rose to 1.2
percent from 0.8 percent in 2002, while Return on Equity (ROE) surged to
20.0 percent from 13.8 percent in 2002 (see Table 3.5 and 3.6)°

The factors that contributed towards the improved profitability position
remaned the same as for the last year, namdy higher levd of eaning
assts and gains on sale of securities that started to emerge in the wake of
low interest rate scenario

from the last quarter of Figure 3.4: Interest Rate Spread & NIM

2002. =edii==- Return on Earning Assets =-4#==-Cost of Funds
jmesgymes |V
. . 12
The incessant- rate- decline ,’\g{
phenomenon that st in | 1 n2

during the last year and was \'i
8

further precipitated by SBP |. -
rate cut in November 2002 g 2 70
continued to affect the |©
banking sector in the quarter 4 -

42

under review as well. Return e 39 -y
on eamnings asets witnessed | 2 : : : 29
a sharp decline by 180 basis 2000 2001 2002 Mar-03

3 Profitability ratios for March-03 areannualized.
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points to 7.0 percent as compared to 8.8 percent in 2002. However, this
decline in return got some consolation from 130 basis points fdl in cogt of
funds from 4.2 percent for 2002 to 2.9 percent that enabled the industry to
withstand the adverse impact on net interest margin (NIM)* to some extent
tha came off by 10 basis

. Table-3.6: Earnings and profitability indicators
points over the quarter to |
3.8 percent (see Figure- CYOD CYOL CY(2 MaG3
3.4). Before Tax ROA
Public sector comm. banks 0.5 0.02 1.3 1.3
. . Local private banks 01 09 13 22
Declined returns transpired Fordg‘:”b\;qks 14 17 23 33
into proportionaly  lower |ail commercial banks 04 06 15 20
interest income tha was queTaXROE(MmEqutydusSerusta/aluatim)
222 percent of the lat year Picemismmimte 109 00 59 2
flgure. This decr_eese WaS |cycion berks 156 193 242 311
witnessed despite an  |all commerdi banks 88 122 269 322
gppreciable rise in the leve [rOA
. St Public sector comm. banks 0.2 -0.5 0.6 0.8
of average eaning S | ocd private berks 07 04 07 14
Detailed andysis shows that |rogen,
ealed andyss S el |raeign berks 06 08 15 22
depressing impact of lower |all Commercia banks 00l 001 08 12
returns was amost double [ROE (besdion Equity plus Surplus on Revaluztion)
ie 181 percent of the gain Public sector comm. banks 4.9 -12.2 115 133
L X Local private banks 176 103 159 260
In Interest  Income due_to Foreign barks 61 91 152 207
increased volume of earning |ail commerdial banks 03 -03 130 200
assets. However, more than [Net Interest Margin
: : Public sector comm. banks 3.6 4.3 4.1 3.6
proportlonate decrgase M o private banks 34 43 40 40
interest expense, mainly due fryegn berks 32 33 33 37
to dedine in cost of funds, |all Commerdid banks 35 41 39 38
left the net interet income [Operating Exp. to Gross Income (NIl +Non-interest Income)
(N||) for the quarter Public sector comm. banks 70.1 62.3 57.7 61.7
. . Local private banks 809 673 604 544
proportionally higher  than |roreign berks 504 545 454 395
that of last year i.e. 27.0 |All Commercid banks 716 627  57.3 547
percent of 2002 NII. The Q}gmgﬂionmbmk ss a2 20 27
share of NIl in  Gross [ o Sciorcomm. bans ' ' ' '
. Locd private banks 39 3.6 33 3.3
Income (NIl + Non-interest |roegn barks 29 25 23 26
income) however decreased |All Commerdia banks 34 32 30 30

“ Spread between actual return on earning assets and break even return on funds
required to finance these assetsi.e. net interest income to average earnings assets
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to 65.2 percent (2002 67.4 percent) due to agppreciable increase in non-
interest income.

The larger support to increesng share of non-interest income came from
one time gains on sde of securities that contributed 9.1 percent of the
quarter’ s gross income.

As a result of curtallment of overhead expenses through better controls and
continued retrenchment policies commercid banks have been able to
contain the operding expenses over the last few years. For the quarter
under review these expenses improved further and now stood a 54.7
percent of Gross Income (57.3 percent in 2002).

Another mgor drag on the profitability of the banks is loan loss provision.
Operating results for the quarter under review are subject to adjusment for
these provisons as the banks provide relatively higher amounts a the end
of year. These expenses as proportion of Gross Income have shown a
declining trend over the last few years -- 15.4 percent for 2000, 12.6
percent for 2001, and 11.3 percent for 2002, while for the quarter under
review this raio was 4.2 percent. However, a number of factors viz. better
loan-qudity, improved NPLs coverage ratios, and sign of recovery in the
economy suggest lower burden for the current year.

Sector wise analyss shows that foreign banks naintained the status of most
efficient performer, as they posted the highest ROA i.e. 2.2 percent. Non-
recurring gains on sde of investments, however, contributed a substantia
pat of these commendable operating results. Manly due to shift in their
mix of earning assets towards high return assets NIM of the sector showed
the Sgn of improvement in contrast to the declining NIM for the industry.

Locd Private Banks remained the volume leader in profits. They dso
posted a hedthy ROA of 1.4 percent that owes a lot to non-recurring nature

of gains on sde of investment; these gains account for 32.9 percent of ther
before tax profits.

Public Sector Commercial Banks posted an annualized ROA of 0.8 percent

that was though modest as compared to other sectors, however, was mainly
based on recurring nature of core incomes. Share of capitd gains in the pre
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tax profit of these banks was only 3.0 percent. Decline in returns coupled
with dhift in assats mix from high yidding loans to low vyidding assets
pushed down the NIM by 50 basis points.

Performance of specidlized banks has long been in red. These inditutions
are faced with high non-performing assets and excessvely high overheed
costs. The operating results of the quarter under review do not show any
deviation from their past performance. Totd year-to-date provisond loss
of Rs 3.1 hillion was mainly the result of loan loss provisons tha were
three times of the sector’'s year to date gross income. Noninterest expenses
adso presented a higher burden as these expenses exceeded the quarter's
grossincome by 11.1percent.

Banking indugtry is faced with a dedlining return scenario. The returns on
eaning asets ae dready hovering aound higoricdly low leves.
However, easy liquidity regime that continued to provide low cost funds for
financing increased level of earnings assats enabled them to post higher
margins for meeting operating expenses and post improved profits. Besides,
low interest rates have enabled them to book capitd gains on the sde d
investments to further augment the profits. The ability of the banks to
maintan and improve the operating performance for the remaning three
quarters, however, depends upon the continued availability of funds to
sugtain and raise leve of earnings assets and increase in fee based income.

3.4  Liquidity and Sensitivity

March-03 quater continued to have ample liquidity, faling interest rates
and stronger Pak Rupee. Interbank bid — offer ends remained at the bottom
level of 0.71 percent and 1 percent respectivdly with a spread of 0.29
percent in March03 as against 3.75 percent and 4.12 percent with a spread
of 0.37 percent in December 2002.Yields on Government papers continued
to trickle down with the perseverance of hidoricaly low rates. Weighted
average yidds on 3- months 6-months and 12- months tenor T-hills
remained under pressure at 1.65 percent, 1.64 percent and 2.6 percent
respectively. Chasng the same move, weighted average yidds on 3- year,
5 year and 10- year bonds remained at 2.79 percent, 3.12 percent and 4.01
percent in March 2003 against 4.55 percent, 4.85 percent and 5.52 percent
in December 2002 respectively. With no further cut snce November 2002
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discount  rate,  however,
remained a its previous
level of 75  percent.
Growing spread between the
market driven rates and the
rate & SBP repo window
feadlity dgnifies the exces
liquidity position.

Figure 3.5 : Discount Rate Vs Yieldson
MTBs
— Discount Rate

3m MTB

—6m MTB —12mMTB

14
12 N\

Percent

o N M O
'

Present scenario is marked
with a one-off rise in cut off
rates in the latest issue of
PIBs a the end of June
2003, the preferred strategy
of the Government to contain a fadl in NSS rates in the wake of moving
towards meeting the conditiondities of the international donor agencies.

CYO00 Cy0o1 CY02 March. 03

After a couple of weeks of vigorous activity on discount window in the
beginning of the year 2003 SBP 3 day Repo facility was hardly availed by
the banks for the next three months. Discounting of around Rs. 140 billion
as agang the overbidding of around Rs. 27 hillion in the sad period may
be dtributed to both the heavy tax payments and concentration of fundsin
the expectations of further fal in therate.

Liqud @assts maintained
with the SBP exceeded the
required levd by 238

Figure- 3.6: Liquidity Indicators
—@— Liquid assets to total assets==®==Loan to deposit

percent.
percentage of total assats
increased by 63 basis points
to 462 percent. Higher
growth of depodts vis-a-vis
dedine in loans is wdl
reflected in the drop of
credit to deposit ratio by 283
basis points to 52.3 percent
(Figure-3.6). Strengthening
of Rupee pessed agans
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Dollar since the end of the year 2001. The continuous fal in the exchange
rate because of desperate bidders in the market due to heavy inflows from
abroad, settled at 57.72/74 at the end of April 2003.

Rae rik exposures are high due to Sgnificant mismatches between rate
sendtive assets and liabilities. Cumulative negetive GAP as percentage of
total assets remained at 15.8 percent as it remained as high as negative 18
percent for the one-year bucket may be the banks preferred stance in
fdling rates Public sector commercid banks with large negaive GAP for
three months to one-year period a 21 percent are exposing to interest rate
rsk.
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