V.
Money and Credit

Overview

FY00 witnessed a further reduction in interest rates, but even this easing of monetary policy did not solicit an increase in private sector credit.  While growth in money supply during FY00 was contained within the Credit Plan target, the compositional growth was very different from what had been targeted.  More specifically, government borrowing was much higher than projected while special (exogenous) developments during the year resulted in a sharp reduction in net lending to the non-government sector. 

The unsuccessful discussions with the IMF during May to September 1999, to keep on track a program that was only agreed upon in late 1998, effectively halted all financial assistance and policy direction for the duration of FY00.  Followed by the change in government in October 1999, there was an uneasy calm in the financial system. With no binding targets on monetary management, despite the sharp increase in government borrowing relative to FY99, interest rates edged down while inflationary pressures continued to ease.  The compositional shift of government borrowing from scheduled banks to SBP was primarily responsible for this downward pressure in T-bill rates.  

While exchange rate stability and low returns on foreign currency accounts (FCAs) were able to stem domestic dollarization during FY00, the banking system was unable to shore up its Rupee deposits as it had during FY99.  In effect, although M2 growth was higher this year, the shift towards demand deposits and currency in circulation is not a positive development.  This issue will need to be addressed during FY01.  Although the recent increase in T-bill rates (in early October 2000) is likely to help as banks will pass on the increase to depositors, the exchange rate adjustments since July 2000 could rekindle domestic dollarization.  In overall terms, FY01 will also be a challenging year for Pakistan’s banking system and its monetary policy.  

Credit Plan for FY00

As shown in Table V.1, although overall monetary growth has hit the Credit Plan target for the year, the composition of realized numbers is significantly different.  This is to be expected since the Credit Plan was formulated in conjunction with the Federal Budget of FY00, within the overall structural adjustment program charted out in the IMF’s ESAF/EFF program.  However, with limited external finance and lower volumes of non-bank sources of finance in FY00, the government had little choice but to increase it reliance on bank borrowing; against a target to retire Rs 7 billion, the government actually borrowed Rs 78 billion during the year.

	Table V.1:  Credit Plan and Actual Outcome of FY00

	(Rs billion)

	Description
	Credit Plan FY00
	Actual Outcome

	
	
	FY00 P
	FY99

	 A.
	Government Sector Borrowing (net)
	-7.0
	78.0
	-74.5

	 
	
	Gross Budgetary Borrowing
	
	104.2
	18.2

	 
	
	Special Account-Debt Repayment
	
	-64.3
	-93.4

	 
	 1.
	Net Budgetary Borrowing 
	-15.0
	40.0
	-75.2

	 
	
	From State Bank of Pakistan
	
	135.0
	8.9

	 
	
	From Scheduled Banks
	
	-95.0
	-84.1

	 
	 2.
	Commodity Operations
	10.0
	40.1
	3.6

	 
	 3.
	Net effect of Zakat Fund/Privatization Proceeds
	-2.0
	-1.8
	-3.3

	 
	 4.
	Others (Credit to NHA & CAA)
	
	-0.2
	0.4

	 B.
	Non-Government Sector Borrowing
	113.0
	26.2
	118.8

	 
	 1.
	Autonomous Bodies*
	8.5
	3.1
	13.0

	 
	 2.
	Net Credit to Private sector and PSCEs
	104.5
	23.1
	105.8

	 
	
	Commercial Banks
	
	25.1
	75.7

	 
	
	    i. PSCEs other than B(1)
	
	9.7
	6.8

	 
	
	    ii. Private Sector
	
	15.4
	68.9

	 
	
	of which Export refinance
	
	-8.4
	26.0

	 
	
	Specialized Banks
	
	2.9
	14.9

	 
	
	Other Financial Institutions
	
	0.4
	18.9

	 
	
	PSCEs Special Account-Debt Repayment with

SBP
	
	-5.2
	-3.7

	 C.
	Other Items (Net)
	3.0
	20.6
	0.3

	 D.
	Net Domestic Assets of the Banking System
	109.0
	125.0
	44.5

	 
	
	 
	(8.2%)
	(9.4%)
	(3.5%)

	 E.
	Net Foreign Assets of the Banking System 
	12.0
	-4.9
	29.5

	 F.
	Monetary Assets (M2)
	121.0
	120.1
	74.2

	 
	 
	 
	(9.4%)
	(9.4%)
	(6.2%)

	P = Provisional

*  WAPDA, OGDC, PTCL, SSGC, SNGPL, KESC & PR
	
	
	


Other salient features of the comparison between what had been targeted and realized are:

· The sharp increase in commodity operations on the strength of a bumper wheat crop,  

· The figures show that autonomous bodies did not borrow as much as anticipated in the Credit Plan for FY00.
  However, a sharp seasonal increase in borrowing was nevertheless witnessed during June 2000,  

· There was a sharp fall in non-government borrowing primarily on account of: (1) the loan recovery drive following the change in government, (2) eligibility restrictions on the export finance scheme (EFS) following a sharp increase in lending in FY99, and (3) lower lending by other financial institutions on account of exceptional indirect lending during FY99 that could not be sustained in FY00, and  

· As expected, without IFI assistance, liquid reserves fell in FY00 against a targeted increase in the Credit Plan; NFA fell by Rs 4.9 billion against a projected increase of Rs 12 billion projected in the Credit Plan.  This fall in NFAs would have been sharper had SBP not actively purchased hard currency from the kerb market.  

Monetary and Credit Developments during FY00

Overview

As shown in Figure V.1, although growth in money supply was higher in FY00 than the previous year, private sector credit off-take during the second quarter of FY00 (October to December 1999) was far smaller than the corresponding period last year.  Against an increase of Rs 68.4 billion in the period July to December 1998, the corresponding amount in FY00 was only Rs 28.7 billion.  In normal circumstances, the sharp seasonal increase in the second quarter of the fiscal year reflects cotton financing.  The slow off-take, despite a vibrant cotton season suggests an important role of self-financing.  

Stepping back, sluggish private sector credit off-take during FY00 coincided perfectly with the aggressive loan recovery drive launched by the new government.  Since the bulk of these delinquent loans are long-term in nature, net credit disbursed to the private sector for fixed investment fell sharply (see Table V.2).  Greater details on the loan recovery drive will be addressed in the sub-section on Pakistan’s banking system.  

Government sector

Looking at government borrowing, there is a clear reversal during FY00.  Against net retirement of Rs 75.2 billion during FY99, the government borrowed Rs 40.0 billion this year.  Accounting for the Rupees placed by the government in SBP against external payments that have been rescheduled, gross budgetary borrowing in the years FY99 and FY00 was Rs 18.2
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	Table V.2:  Scheduled Banks Credit to Private Sector (Selected)

	(Rs billion)

	 Economic Sectors
	Flow During

	
	FY99
	FY00

	A.
	Advances & Bills
	86.4
	20.9

	 
	1.
	Export Financing 
	24.8
	-4.7

	 
	
	a.
	Export Finance Scheme
	25.5
	-4.3

	 
	
	b.
	Others
	-0.7
	-0.4

	 
	2.
	Government Self Employment Scheme
	0.2
	-1.2

	 
	
	a.
	Unemployed Persons
	2.2
	0.1

	 
	
	b.
	Public Transport
	-2.0
	-1.2

	 
	3.
	Small Loans
	12.8
	2.8

	 
	
	a.
	Agriculture
	9.5
	1.5

	 
	
	b.
	Business
	1.6
	0.7

	 
	
	c.
	Industry
	1.8
	0.6

	 
	
	
	i.
	Fixed Investment
	1.1
	0.7

	 
	
	
	ii.
	Working Capital
	0.7
	-0.2

	 
	4.
	Agriculture *
	3.6
	4.0

	 
	5.
	Manufacturing 
	16.2
	21.5

	 
	
	a.
	Locally Manufactured Machinery
	-0.7
	-0.8

	 
	
	b.
	Manufactured-other than LMM and Small Loans for Industry
	16.9
	22.4

	 
	
	
	i.
	For Fixed Investment
	10.6
	3.1

	 
	
	
	ii.
	For Working Capital
	6.4
	19.3

	 
	
	
	
	
Automobile
	3.6
	-2.4

	 
	
	
	
	
Cement Manufactures
	-0.1
	1.4

	 
	
	
	
	
Fertilizer Manufactures
	4.2
	-0.1

	 
	
	
	
	
Sugar Manufactures
	-0.1
	-2.6

	 
	
	
	
	
Textile Manufactures
	0.0
	12.8

	 
	
	
	
	
Other Manufactures
	-1.2
	10.1

	 
	6.
	Wholesale & Retail Trade *
	4.7
	2.3

	 
	7.
	Import Financing
	1.8
	-3.8

	 
	8.
	Other activities not described above
	22.3
	0.0

	B.
	Investment
	9.6
	2.6

	 Total (A+B)
	96.0
	23.6

	* Excluding small loans.
	
	


billion and Rs 104.2 billion, respectively.  As shown in Figure V.1, till end-November, government borrowing from the banking system was actually higher in FY99 than in FY00.  It is clear from this that the government was able to find an alternative source of funding in FY99 since the nominal size of the fiscal deficit actually increased in FY00.  To analyze domestic sources of government financing in the two years (FY99 and FY00), it is important to take into account the launch of Special US Dollar Bonds on 21st July 1998.  

Although this was meant as an incentive to encourage deposit holders to liquidate their frozen FCAs, a more fundamental force was at play.  While FCAs are a central bank liability (where the Rupee counterpart/equivalent was provided to mobilizing banks), the Special US Dollar Bonds are a GOP debt.
  In effect, for each Dollar converted, GOP increased its external financing of the fiscal deficit by the equivalent Rupees.  This explains the sharp increase in external financing following the freeze of FCAs.  For example, while external financing averaged only Rs 29.8 billion during the period FY94 to FY98, during FY99 the amount realized was Rs 147.0 billion, while the tentative estimate for FY00 is Rs 73.6 billion.  

In overall terms, while FY99 experienced significant financing from external sources (both Special US Dollar Bonds and IFI assistance), FY00 witnessed tapering conversions from FCAs to US Dollar Bonds, while limited assistance from IFIs reduced actual inflows of foreign assistance.  While these two factors undermined the magnitude of external financing in the year, the three consecutive cuts in NSS rates (since May 1999) coupled with the ban on institutional investment (effective April 2000), reduced inflows from non-bank sources relative to FY99.  In effect, despite the increase in the fiscal deficit in FY00 (in Rupee terms), the reduction in external financing and non-bank borrowing left little option to the government but to borrow more from the banking system.  

Despite these changes in the pattern of deficit financing, there was no upward pressure on T-bill rates since the government continued retiring its debt to commercial banks, while by borrowing heavily from SBP.  The retirement of government debt to scheduled banks allowed T-bill rates to fall, and since SBP financing is priced at the last primary auction rate, this allowed the government to step-up its net borrowing from the central bank at lower rates.  In overall terms, GOP retired Rs 84.1 billion to scheduled banks in FY99, and even more during FY00 (Rs 95.0 billion), while the corresponding increase in net SBP financing jumped from Rs 8.9 billion in FY99 to Rs 135.0 billion during FY00 (see Table V.1).  

Another point to note in Figure V.1, is the sharp increase in commodity operations.
  As discussed in Chapter II, Pakistan was fortunate to realize a bumper wheat crop in FY00, largely driven by the timely 25 percent increase in support prices in November 1999.  Since the purchase of wheat constitutes the bulk of the government commodity operations, the Rs 40.1 billion should be a one-off development even if the country is fortunate enough to realize another large crop during FY01.
  This can be seen in the Credit Plan for FY01, where commodity operations are targeted to have no net impact on money supply growth.  

Non-government sector 

The non-government sector also experienced special developments during FY00.  As stated earlier, the loan recovery drive in late 1999 undermined cotton financing, and other fixed-term lending.  For the most part, net disbursements in the latter half of the fiscal year remained stagnant.  There were, however, new developments in FY00: looking at credit disbursed to the private sector between end-March and end-June 1999, increased by Rs 13.9 billion, while the corresponding period in FY00 witnessed a net retirement of Rs 14.5 billion (see Figure V.I).  Excluding export finance, private sector credit increased by Rs 4.4 billion in the last quarter of FY99, while the corresponding period in FY00 witnessed a contraction of Rs 4.4 billion.  The smaller contraction in lending during FY00 can be attributed to the loan recovery drive, the Tax Amnesty Scheme, the launch of the Tax Survey, and the sharp increase in commercial bank financing of commodity operations.  Furthermore, uncertainty about the upcoming Budget and whether Pakistan would be able to secure an IMF program must have also had an impact in FY00.  

As stated earlier, despite healthy growth in exports (especially in the textile sector), net credit disbursed through Export Finance Scheme (EFS) showed net retirement in FY00 (see Table V.1).  The non-eligibility of EFS financing for cotton yarn below 30 count after December 1999, the short-term maturity of these loans, and the fact that low value-added items were only made eligible for EFS financing on 10th March 1999 (which resulted in a sharp increase in FY99), explains the reduction shown in FY00.  

In terms of autonomous state-owned enterprises, FY00 closed lower than FY99 in terms of net borrowing by seven specific utilities and gas companies.  However, since the FY00 target of Rs 8.5 billion included an expected inflow of IFIs assistance of Rs 5.5 billion for the restructuring of WAPDA (which was not realized), the actual target was only Rs 3.0 billion.  Hence, the Rs 3.1 billion that was availed is not reflective of exceptional circumstances.  During the course of FY00, PTCL continued to retire its bank borrowing, which pulled down the overall balance till the seasonal hike in June.  In FY99, the bulk of borrowing was by KESC, which availed Rs 11.4 billion as part of its internal restructuring; this was not repeated in FY00.  This made up the bulk of total lending to autonomous bodies during FY99 (Rs 13.0 billion).  More broadly, the tendency of autonomous bodies to retire bank credit throughout the year (with the exception of June) is reflective of efforts to wean these institutions off bank credit to finance their operations.  

Looking at net lending by specialized banks, there is a sharp reduction in FY00.  Against net lending of Rs 14.9 billion during FY99, FY00 only posted an increase of Rs 2.9 billion largely because of the sharp curtailment by ADBP.  Although the premature end of the subsidized scheme to finance tractors played an important role in this curtailment, SBP also made it clear that ADBP would not be provided with SBP financing to meet its lending operations.  In effect, ADBP had to improve its recovery of past loans to finance fresh lending.  Hence, this fall in net lending should not be viewed negatively, since specialized banks need to operate on commercial basis to ensure sustainability of their directed credit mandate.  

Disbursements by other financial institutions show a very sharp reduction in FY00 compared to the year before.  This is not surprising since the Rs 18.9 billion disbursed during FY99 was funded by the Rupees generated from foreign exchange swaps by certain investment banks operating in Pakistan.  As a norm however, these institutions play a very marginal role in lending to the private sector, as the disbursements in FY98 (retirement of Rs 700 million) and FY00 (retirement of Rs 29 million) show.  

This discussion suggests that if non-government borrowing is to be used as a barometer of private sector confidence during the year, lending through EFS and net disbursements by specialized banks and other financial institutions should be excluded.
  In terms of specialized banks, efforts to improve their lending performance explains the curtailment, while the liquidity boost in other financial institutions explains the exceptional increase in net lending during FY99.  These developments show that the fall in lending has largely taken place because of special circumstances in both years, and should not therefore be used to show worsening recessionary conditions.  

The unspecified or ad hoc impact on money supply “other items (net)” shows an expansionary impact of Rs 20.6 billion during FY00.  This special development took place in the month of June 2000, where a large part of the Rs 25.9 billion increase (in just that month) was on account of larger SBP profits surrendered to the government.  With substantial government borrowing from the central bank and lower depreciation of the Rupee during FY00, SBP profits were significantly higher in FY00.  

Looking at credit growth, domestic credit expansion during FY00 is almost three times what it was in FY99.  Clearly the swing factor was the government sector, which moved from retiring Rs 74.5 billion in FY99 to borrowing Rs 78.0 billion in FY00.  This creation of domestic liquidity was partially neutralized by net foreign assets (NFA) of the banking system.  While Pakistan experienced a substantial increase in its foreign reserves during FY99 on the basis of IFI assistance, FY00 witnessed a contraction in domestic liquidity as reserves ended at a lower level in June 2000 relative to where it had started the year.  

The developments discussed above managed to contain M2 growth to Rs 120.1 billion in FY00.  As shown in Figure V.1, the bulk of this increase in money supply was concentrated in the last quarter of the fiscal year.  The onset of wheat financing and the seasonal increase in credit disbursed to autonomous bodies is primarily responsible for this increase in money supply.  

In overall terms, the growth of money supply has been subdued in the past two years, which implies that there are no inflationary pressures from a monetary overhang.  However, the sharp increase in reserve money during FY00 (specifically, currency in circulation) is a cause for concern.  A related development is the changing composition of Pakistan’s money supply.  However, before addressing this issue, a discussion of private sector credit is in order.  

Sectoral distribution of private sector credit

As shown in Table V.2, net disbursements of small loans have fallen during FY00.  The sharpest fall is in agriculture, where the recovery drive was more effective, while the improved cotton and wheat crops provided liquidity to set-off outstanding loans.  Facilitating this development was efforts to wean ADBP off central bank financing and credit lines from commercial banks.  Furthermore, repayments against the increase in agricultural credit in FY99, have dampened net disbursement this year.  There is also a view that the enforced credit discipline from the recovery drive may have forced some farmers to substitute towards informal finance.  

Loans for businesses (primarily small and large retail/wholesale trade) posted a fall in FY00.  Higher utility prices and a slowdown in commercial activity in view of the prevailing accountability drive, contributed to this lackluster off-take of credit.  The strikes against the documentation drive in the latter half of FY00 also played a role in the slowdown and uncertainty.  

In terms of medium and large-scale manufacturing units, interest in LMM financing continued to remain slack.  Looking at fixed investment loans, although initial doubts following the change in government must have had an impact, the overall accountability drive and suspension of structural adjustment programs with the IFIs, has had a more telling impact.  Two issues should be noted: 

· Non-performing loans and defaulted loans largely comprise fixed investment loans.  The cash recovered from such assets is reflected in lower net disbursements for fixed investment.  

· Gross term lending by commercial banks has been hit on both the supply and demand side.  On the demand side, the sense of uncertainty with the accountability drive coupled with the absence of IFI programs must have clouded the medium-term investment horizon.  With the end of the consolidation period in December 2000, investors are still seeking some assurance that Pakistan would be able to secure an extension knowing this would only be possible with the IMF on board.  On the supply side, fears that bankers would also be investigated as part of the accountability drive created a certain degree of hesitancy about financing fixed investments.  

In terms of working capital loans, the story is more optimistic.  Net disbursements increased sharply in FY00, largely on account of resurgence in textiles.  Other sectors that borrowed more during FY00 were edible oil, beverages, leather and chemicals (as complementary inputs in textiles).  The remaining sectors showed the following trends:

· The automobile sector posted a fall because of high borrowing in FY99, and the fact that production growth fell from an impressive 18.6 percent to negative 1.2 percent in FY00.  

· Working capital loans availed by the cement sector showed an increase despite negative growth in production (see Chapter II).  As the main input in the cement sector, the sharp increase in the domestic price of furnace oil, from Rs 6,070 per MT at end-June 1999, to Rs 9,680 at end-June 2000, more than justifies the higher borrowing in FY00.  
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The fertilizer sector reduced its net borrowing primarily on account of substantial borrowing during FY99.  

· Sugar recorded the expected downturn.  With production falling by about 31.4 percent during FY00, working capital needs eased significantly.  Coupled with past repayments, the sugar sector posted a net retirement of Rs 2.6 billion.  

· Although textiles showed very sharp growth, the reasons for the growth in working capital loans are not obvious.  Although it is simple enough to point to the impressive increase in production, one must keep in mind that domestic prices were low (which reduces their credit needs), while BMR activity that picked up in the last quarter of FY00, is not financed using working capital.  Anecdotal evidence suggests that substantial profits earned by the textile sector coupled with the hesitancy of banks, resulted in a degree of self-financing of fixed investment.

Composition of Money Supply

The two years FY99 and FY00 have been extraordinary for Pakistan’s banking system.  FY99 captured the impact of the freeze of FCAs, the resulting conversions out of these accounts, and the introduction of the new FE 25 scheme (see Figure V.2a).  FY00, on the other hand, was unable to show the expected consolidation in the banking system, as circumstances were such that depositors were hesitant about maintaining their funds in banks.  Although FY99 was impressive in that banks were able to contain the panic and even managed to increase their deposit base, this pace could not be maintained during FY00.  The year started with unsuccessful discussions with the IMF and a subsequent suspension of their programs with Pakistan.  With the change in government in October and the steps taken to enforce accountability and implement a comprehensive documentation drive, commercial banks faced an uphill task retaining their Rupee deposit base.  

Looking at Figure V.2b, a few salient points should be highlighted:

· [image: image3.emf]Figure V.6:  Scheduled Bank Advances
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As mentioned earlier, the increase in money supply was larger in FY00 relative to the year before.  

· In terms of composition, while the bulk of the increase in FY99 was on account of demand deposits, almost 56.6 percent of the increase in money supply during FY00 was because of a sharp increase in currency in circulation.

· The rationale for developments in FY99 is simple enough: depositors either shifted their frozen FCAs to NSS instruments, the lottery schemes launched by NCBs, or moved into hard currency via the kerb market.  In any systemic movement of this nature, the Rupees used to purchase these assets are reintroduced into the economy and return to the banking system.  However, these new depositors are generally not savers and therefore prefer to place the money in short-term instruments (demand deposits).  

· In the case of currency in circulation, the sharp increase witnessed during FY00 cannot be explained by demand to back up commercial transactions (transaction demand).
  Given the subdued growth of currency in circulation during FY99, it is clear that other factors were at play.  With the change in government in FY00, and the overriding accountability 

	Table V.3:  Growth of Monetary Assets

	(Rs billion)

	Period
	Currency

 in

 Circulation
	Demand Deposits1
	Other Deposits with SBP2
	Money Supply (M1) 
	Time Deposits1
	Resident Foreign Currency Deposits
	 Monetary Assets (M2)
	Growth Rates

	 
	 
	 
	 
	(1+2+3)
	 
	 
	(4+5+6)
	 M1
	M2

	 
	(1)
	(2)
	(3)
	(4)
	(5)
	(6)
	(7)
	(8)
	(9)

	FY93
	15.0
	8.7
	1.1
	24.9
	46.6
	18.3
	89.8
	8.2
	17.8

	 
	(16.7)
	(9.7)
	(1.3)
	(27.7)
	(51.9)
	(20.3)
	
	 
	 

	FY94
	17.8
	12.0
	1.1
	30.9
	46.2
	30.9
	108.0
	9.4
	18.1

	 
	(16.5)
	(11.2)
	(1.0)
	(28.7)
	(42.8)
	(28.6)
	
	 
	 

	FY95
	30.9
	34.0
	-0.5
	64.4
	44.0
	12.9
	121.3
	17.9
	17.3

	 
	(25.4)
	(28.0)
	-(0.4)
	(53.1)
	(36.3)
	(10.7)
	
	 
	 

	FY96
	18.5
	4.6
	1.7
	24.9
	48.2
	40.9
	113.9
	5.9
	13.8

	 
	(16.3)
	(4.0)
	(1.5)
	(21.8)
	(42.3)
	(35.9)
	
	 
	 

	FY97
	10.0
	-14.8
	0.3
	-4.5
	42.1
	76.9
	114.6
	-1.0
	12.2

	 
	(8.8)
	-(12.9)
	(0.3)
	-(3.9)
	(36.7)
	(67.2)
	
	 
	 

	FY98
	28.8
	8.7
	-0.7
	36.7
	60.6
	55.7
	153.1
	8.3
	14.5

	 
	(18.8)
	(5.7)
	-(0.5)
	(24.0)
	(39.6)
	(36.4)
	
	 
	 

	FY99
	14.8
	148.1
	-0.2
	162.7
	69.2
	-157.7
	74.2
	33.9
	6.2

	 
	(19.9)
	(199.6)
	-(0.3)
	(219.3)
	(93.2)
	-(212.5)
	
	 
	 

	FY00
	68.0
	26.2
	1.8
	96.0
	32.5
	-8.5
	120.0
	14.9
	9.4

	 
	(56.7)
	(21.8)
	(1.5)
	(80.0)
	(27.1)
	-(7.1)
	
	 
	 

	FY00 (Stock)
	355.7
	375.3
	8.0
	739.0
	549.1
	112.4
	1,400.5
	 
	 

	1 Excluding interbank deposits, deposits of Federal and Provincial Governments and foreign constituents.
	
	

	2 Excluding IMF A/C Nos. 1 & 2, SAF Loan A/C, counterpart funds, deposits of foreign central banks, foreign governments, 

	  international organizations and DMBs.
	
	
	
	
	
	
	

	Note: Figures in parentheses show percentage shares in total monetary assets (M2).
	
	
	


drive, individuals seem to have sought the comfort of cash.
  There are three factors that could support this view: (1) since inflation is the cost of holding Rupees, the fall in FY00 reduced the opportunity cost of hoarding cash (2) as cash is the most convenient and untraceable avenue to hide wealth, the accountability drive launched in the latter half of FY00, created a clear incentive to hide personal wealth
, and (3) the likely increase in self finance for working capital or fixed investments could explain an exceptional increase in cash balances.  The suggestion that specific neighboring countries are using Rupees locally, could not explain the sharp increase witnessed in FY00.  

For a proper assessment of the liquidity problems facing banks, two interrelated issues need to be discussed:  

· In April 2000, there was a change in the categorization of resident-FCAs (RFCAs).  As shown in Table V.4, there was a sharp fall in demand deposits and a corresponding increase in RFCAs.  This shift represents the inclusion of resident FE 25 deposits, which were, since their launch in July 1998, included as part of demand deposits.  Since April 2000, these deposits have been correctly categorized as RFCAs.  

· More importantly, unlike the frozen FCAs, FE 25 deposits do not provide Rupee liquidity to mobilizing banks.  This implies that mobilizing banks cannot swap the hard currency for Rupees (with SBP) to finance their lending operation.  In effect, although resident-FE 25 deposits are part of the aggregate deposit base, these deposits cannot be used for Rupee financing.  Moreover, since banks also have to meet CRR and SLR requirements on these deposits, FE 25 actually reduce the Rupee liquidity in commercial banks. Excluding the Rupee equivalent of resident FE 25 deposits from both demand deposits (between July 1998 and March 2000) and RFCAs (since April 2000), gives a more accurate picture of the availability of Rupees with commercial banks.  The abridged Table V.4 is insightful as it shows just the Rupee deposits (demand and time) and the remaining frozen RFCAs that still provide Rupee comfort.  

Looking at Table V.4, it is clear that the growth momentum of Rupee deposits (including RFCAs) was robust till the freeze of FCAs, after which growth fell to 3.4 and 3.5 percent for the years FY99 and FY00, respectively.  Despite the sharp fall in inflation rates in these two years, in real terms, the lending pool in Pakistan has fallen.
  

	Table V.4:  Banks Deposit Base

	(Rs billion)

	 
	Rupee Deposit

(DD+TD)
	Resident FCAs (RFCAs)
	M2
	FE 25*
	Excluding FE 25
	Growth of Bank Deposits

	
	
	
	
	
	DD+TD
	RFCA
	M2
	Including FE 25
	Excluding FE 25

	 30-Jun-98
	648.4
	278.6
	1,206.3
	-
	648.4
	278.6
	1,206.3
	-
	-

	 30-Jun-99
	865.7
	120.9
	1,280.5
	27.7
	838.0
	120.9
	1,252.8
	6.4%
	3.4%

	 30-Jun-00
	924.5
	112.5
	1,400.6
	44.3
	924.5
	68.2
	1,356.3
	5.1%
	3.5%

	* FE-25 (residents component) deposits have been converted into Pak Rupees using the end-month average of buying and selling rates.


The current source of concern with the sharp increase in currency in circulation is the impact on reserve money (defined as currency in circulation plus bank reserves).  If the existing currency in circulation (CC) reenters the banking system, this will increase bank reserves and provide the liquidity to expand lending.  Since Pakistan has already moved away from the use of credit ceilings (direct monetary control), reserve management has already become increasingly important to control banks’ ability to increase money supply.  It is with this overall view that SBP will have to monitor and manage the inflow of CC back into the banking system.  More broadly, efforts will have to be made to average out the sharp increase in reserve money during FY00, by containing the amount of net government borrowing from the central bank in FY01. 

Money Market  
There is a popular misconception that an increase in CC implies abundant liquidity in the market.  As stated earlier, CC is currency that is not held within the banking system, but by individuals.  In fact, since individuals only deal with scheduled banks and not the central bank, this abrupt preference for cash is usually at the direct expense of bank deposits.  Furthermore, the decision to disallow scheduled banks from retaining the Rupee equivalent of frozen FCAs converted to US Dollar Bonds since mid-November 1999, has also added to the liquidity crunch.  In overall terms, while FY99 witnessed case-by-case liquidity problems arising due to a systemic shift from RFCAs to other financial instruments, not only were banks unable to consolidate their Rupee deposit base during FY00, they also witnessed a significant shift from deposits to cash holdings by individuals.  This implies that banks experienced an acute liquidity problem in the year.

The liquidity position of scheduled banks is clearly shown in their behavior in the money market.  More specifically, the discussion will touch upon developments in the open market operations (OMOs), discounting of government securities by banks, and the bid patterns in the primary auctions conducted by SBP.  A manifestation of these developments on the call and repo rates in the money market will also be presented.  

Open market operations (OMOs)

Looking at Table V.5, it is clear that there was a reversal in SBP’s stance vis-à-vis market liquidity in FY99 versus FY00.  More specifically, SBP injected liquidity through OMOs during FY00, while the emphasis was on absorbing liquidity in FY99.  What should also be noted is that since SBP injects or mops-up liquidity depending on market conditions (on a fortnightly basis), the market is either tight or liquid.  

In aggregate terms, FY99 witnessed absorption of market liquidity to the tune of Rs 199.7 billion against injections of only Rs 10.9 billion.  This suggests that the banking system was fairly liquid in overall terms.  FY00 posted a mixed picture, where SBP injected liquidity of Rs 137.9 billion, but absorbed Rs 76.1 billion from the market.  On this basis, it can be said that banks in FY00 were more liquidity constrained than the year before.  The discounting behavior of banks, lends further support to this view. 

	Table V.5:  Open Market Operations

	(Rs million)

	Months
	Injection
	Absorption

	
	FY98
	FY99
	FY00
	FY98
	FY99
	FY00

	July
	-
	-
	4,750
	15,500
	10,150
	-

	August
	-
	-
	-
	21,374
	40,950
	21,550

	September
	-
	-
	-
	21,950
	64,420
	28,180

	October
	1,100
	-
	18,230
	12,175
	-
	-

	November
	2,550
	-
	4,350
	25,800
	10,150
	5,500

	December
	900
	-
	24,500
	20,750
	40,095
	5,000

	January
	-
	-
	35,610
	-
	-
	-

	February
	-
	-
	27,600
	28,850
	23,975
	3,400

	March
	-
	-
	1,800
	31,275
	-
	-

	April
	-
	4,810
	-
	830
	-
	12,450

	May
	-
	6,050
	9,330
	27,925
	-
	-

	June
	-
	-
	11,700
	30,035
	9,950
	-

	Total
	4,550
	10,860
	137,870
	236,464
	199,690
	76,080


Discounting of government securities by banks

As shown in Table V.6, despite the net injection of liquidity during FY00, the number of days that scheduled banks approached SBP for “last resort” liquidity is almost similar in FY99 and FY00.  Furthermore, the average daily volume of discounting in FY99 was Rs 4.0 billion against Rs 5.9 billion during FY00.  In effect, despite net injections of Rs 61.8 billion by SBP through OMOs, banks continued to approach the discount window with similar frequency but with a higher liquidity requirement.  This shows that the magnitude of the liquidity need was greater in FY00.  

This supports our view that although both years have been difficult for the banking system, FY99 witnessed more of a reshuffling of bank deposits (with the resulting liquidity management to meet the needs of those banks that lost deposits), while FY00 witnessed more of an aggregate liquidity problem, as banks found themselves strapped for cash.  The directional change in OMO interventions and the volume of discounting also supports this view.  Further evidence to this effect can also be seen in the bidding patterns in the primary auction of government securities.  

Primary auction of government securities

As stated earlier, the government continued to retire its borrowing from scheduled banks for the second consecutive year.  Against net retirement of Rs 84.1 billion during FY99, the government retired Rs 95.0 billion during FY00.  However, since banks experienced a tighter liquidity position in FY00, this implies that the bid volumes in the primary auctions would have fallen.  This is precisely what happened in FY00.  

	Table V.6:  Activities at Discount Window

	 

	Months
	Frequency of Banks' Visit to Discount Window (Number of Days)
	Average Amount of Discounting Per Visit (Rs million)

	
	FY98
	FY99
	FY00
	FY98
	FY99
	FY00

	July
	8
	10
	15
	925
	1,746
	2,239

	August
	9
	5
	8
	597
	1,389
	3,519

	September
	1
	2
	3
	360
	450
	2,602

	October
	10
	23
	13
	5,437
	3,730
	2,266

	November
	9
	-
	2
	2,780
	-
	14,115

	December
	17
	-
	12
	5,062
	-
	5,190

	January
	24
	23
	10
	4,075
	6,626
	10,686

	February
	10
	9
	4
	1,998
	2,039
	3,164

	March
	9
	5
	14
	967
	7,480
	3,044

	April
	29
	26
	4
	6,855
	4,529
	4,780

	May
	11
	16
	10
	965
	2,532
	4,920

	June
	23
	-
	30
	3,995
	-
	10,590

	Annual
	160
	119
	125
	3,752
	4,013
	5,901


As shown in Figure V.3, T-bill rates continued to show a consistent decline during.  The 6-month weighted average T-bill rate fell from 15.6 percent in July 1998 to 10.6 percent in June 1999, and continued this downward trend to 7.2 percent in June 2000.  Since a large part of the outstanding volume of T-bills is of 6-month maturity, the 5-percentage point reduction in FY99, reduced the maturing repayments next year.  In effect, although SBP actually accepted (borrowed) Rs 226.5 billion on behalf of the government during FY99, and only Rs 157.8 billion in FY00, net government borrowing from banks only fell by Rs 10.9 billion during FY00. 

In terms of bid patterns in FY00, scheduled banks offered Rs 469.2 billion, which was far lower than the Rs 774.7 billion offered in FY99.  This is on account of the uncertainty about how low rates would fall and also reflective of greater bank liquidity during FY99.  Having said this, higher bids in FY99 are all the more impressive given the relatively higher off-take of private sector credit during the year.  These factors suggest that banks had less of a liquidity constraint during FY99 relative to FY00.  Not surprisingly, since FY99 was the first year when the government actually retired its debt to scheduled banks, the fraction of bids actually accepted was a paltry 29.2 percent.  With lower bids and a larger net retirement to banks in FY00, the fraction of bids accepted during the year was 33.6 percent.
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Call and repo transactions
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In comparing FY99 and FY00, an interesting yet expected development is the increasing use of call transactions in the money market.
  The increasing use of call transactions in FY00 can be explained by two factors: (1) with the retirement of government debt in FY99 and FY00, bank holdings of government securities (specifically T-bills) fell by almost Rs 180 billion, and (2) since May 1999, money at call and short notice is exempted from cash or liquid asset requirements (CRR and SLR).  

The first point simply refers to the fact that banks were running short of T-bills and were unable or unwilling to initiate repo transactions.  The second point simply says that exempting call transactions from CRR and SLR requirements has increased banks’ incentives to undertake call transactions.  In effect, with lower holdings of T-bills and the higher cost of call transactions, banks had the incentive to hold more liquidity to avoid being short.  This reinforced the sense of tightness in the money market.  

A positive offshoot of this tight liquidity position is the increasing efficiency of the money market.  As shown in Figure V.4, the spreads for both bids and offers, narrowed in FY00.  For 6-month repo transactions, the range of bids/offers posted by all interbank players (for any month) narrowed in FY00 on account of increased competition and the fact that T-bill rates had fallen in FY00 relative to FY99.

To complete this Chapter of the report, the following discussion will concentrate on Pakistan’s banking system.  More specifically, it will touch upon how the changes discussed above have impacted different segments of the banking system.  

Pakistan’s Banking System

As discussed earlier, the Rupee deposit base has grown very marginally over the past two years.  Looking at the breakdown of bank deposits by holders, the impetus for this slowdown has come from foreign constituents.  These foreign depositors include all non-resident Pakistanis and official/business/personal accounts of foreign nationals.  Despite the fact that special allowances were made for diplomatic FCAs after the freeze, the loss of confidence and alternative options (not available to domestic residents) are primarily responsible for this significant shift.  

	Table V.7a:  Growth of Scheduled Banks' Deposits by Types

	(End June basis)

	  Types
	Amount (Rs in billion)
	% Growth

	
	FY97
	FY98
	FY99
	FY00
	FY97
	FY98
	FY99
	FY00

	1.
	Current Deposits
	-2.3
	10.1
	6.9
	-4.5
	-1.4
	6.5
	4.2
	-2.6

	2.
	Call Deposits
	-0.9
	2.0
	7.8
	-4.3
	-7.1
	16.6
	56.5
	-19.8

	3.
	Other Deposit Accounts
	6.6
	0.1
	2.2
	13.1
	25.6
	0.4
	6.7
	37.3

	4.
	Savings Deposits
	63.6
	76.3
	45.0
	59.3
	18.7
	19.0
	9.4
	11.3

	5.
	Fixed Deposits
	 
	
	
	 
	 
	
	
	 

	
	a.
	Less than 6 months
	10.1
	11.1
	-15.3
	-5.9
	9.3
	9.4
	-11.8
	-5.1

	
	b.
	6 months to less than 1 year
	5.1
	-1.1
	-4.5
	0.8
	13.6
	-2.5
	-10.9
	2.2

	
	c.
	1 year to less than 2 year
	1.1
	1.0
	-4.6
	-10.8
	2.1
	1.9
	-8.1
	-21.0

	
	d.
	2 years to less than 3 year
	3.3
	3.5
	-2.0
	0.5
	31.1
	25.6
	-11.6
	3.1

	
	e.
	3 years to less than 4 year
	3.5
	2.7
	6.0
	-6.7
	17.2
	11.2
	22.6
	-20.8

	
	f.
	4 years to less than 5 year
	4.5
	4.3
	2.7
	-3.0
	80.9
	42.2
	18.9
	-17.6

	
	g.
	Above 5 years
	18.0
	1.3
	18.0
	-11.3
	33.1
	1.9
	24.5
	-12.3

	Total
	112.7
	111.4
	62.2
	27.2
	13.6
	11.9
	5.9
	2.4


Looking at domestic deposit holders, government/local bodies; trust funds and non-profit organizations have not shown any significant change in behavior.  The change has come in private sector deposits, where business deposits increased while growth in personal deposits has fallen considerably (see Table V.7b).  The sharp increase in business deposits from FY97 till FY99 could be due to both domestic dollarization (before May 1998) and efforts to convert out of these subsequently frozen FCAs.
  This is consistent with the sharp shift from term to demand deposits witnessed after May 1998.  Looking ahead, the acid test is whether the banking system will be able to increase the maturity of Rupee deposits, or more specifically, increase personal deposits that are longer-term in comparison with business deposits.  
	Table V.7b:  Growth of Scheduled Banks' Deposits by Holders

	(End June basis)

	Holders
	Amount (Rs in billion)
	% Growth

	
	FY97
	FY98
	FY99
	FY00
	FY97
	FY98
	FY99
	FY00

	1
	Foreign constituents
	51.1
	-35.0
	-62.0
	-45.9
	35.9
	-18.1
	-39.1
	-47.5

	2
	Domestic constituents
	61.5
	146.4
	124.2
	73.2
	9.0
	19.6
	13.9
	7.2

	 
	a.
	Government *
	8.0
	7.0
	15.0
	5.4
	23.1
	16.3
	30.2
	8.4

	 
	b.
	Public Sector Enterprises
	0.1
	10.5
	-1.2
	27.0
	0.2
	26.8
	-2.3
	55.5

	 
	c.
	Private Sector (Business)
	22.7
	56.5
	145.9
	21.7
	8.8
	20.2
	43.3
	4.5

	 
	d.
	Trust Funds and NPOs
	0.8
	-1.2
	-2.6
	4.0
	4.9
	-7.5
	-17.5
	32.4

	 
	e.
	Personal
	16.2
	76.5
	-35.7
	15.0
	4.9
	21.9
	-8.4
	3.9

	 
	f.
	Others
	13.8
	-2.9
	2.8
	0.0
	284.7
	-15.495
	17.5
	-0.1

	Total
	112.7
	111.4
	62.2
	27.3
	13.6
	11.9
	5.9
	2.5

	* Central, provincial governments and local bodies.
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In terms of the breakdown of deposits by bank (see Figure V.5), despite a stagnant base in the past two years, NCBs and private domestic banks have increased market share at the direct expense of foreign banks.  This is to be expected given the reliance of foreign banks on FCAs.  In fact, the banking landscape had changed in the 1990s, with foreign banks taking an aggressive lead in both deposits and advances despite a limited branch network.  With domestic dollarization before May 1998, a small network did not limit deposit mobilization or corporate lending.
  On the advances side, since foreign banks cater largely to first-tier borrowers (multinationals and reputable local corporates), their branching network was not much of a hindrance. 
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With the obvious shift to Rupee banking, the issue of branch network and contestable markets became increasingly important.  In addition to this, foreign banks reacted more strongly to the freeze than Pakistani banks, and began taking a much more cautious approach towards the country (see section on branch network).  

In terms of advances (see Figure V.6), this refers primarily to loans to the private sector.  Again, foreign banks have not seen much growth.  Given the dominant size of the NCBs and privatized banks (MCB and ABL), robust growth rates in FY99 and FY00 have been able to shore up the overall growth of advances. 
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Cautious lending by foreign banks given the sharp fall in their annual investment in T-bills may seem surprising (see Figure V.7 & Figure V.8).  Staying a close second to NCBs in terms of their investment in T-bills before FY99, this has fallen sharply in the past two years.  

Whether it was the fall in T-bill rates or the liquidity problem they faced with the systemic shift out of FCAs, advances by foreign banks to the private sector stagnated despite a very sharp fall in the placement of funds in government securities.  However, it should be mentioned that since foreign banks took a lead in mobilizing FE 45 funds (that have been rescheduled since the freeze in end-May 1998), these banks have been given the option of using the corresponding Rupee funds at their discretion 
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(private lending or placement in T-bills) or to place such funds with SBP at a margin above their cost of funds.  This facility is available as long as the FE 45 liability still exists.  The Rupee funds placed with SBP do not constitute government borrowing, which explains why funds have not been lent to the private sector or the government.
  

Interest rates in the banking system

The reason for the sticky nature of a downward adjustment in interest rates is primarily on account of the changing structure of large Pakistani banks and the systemic problems experienced since mid-1998.  With an overhang of non-performing loans (NPLs ) and the internal restructuring of the NCBs towards their eventual privatization, these banks want to retain their operating profitability to improve their provisioning against bad loans.  When T-bill rates fall, this places earning pressure on revenues (from government securities) without a corresponding reduction in costs, which explains why banks are less willing to reduce lending rates to maintain their profitability.
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However, competition to attract prime borrowers has forced commercial banks to start shaving lending rates.  With lower revenues from lending to both the government and private sector, banks have reduced deposit rates to lower their operating costs.  With the problems banks have faced maintaining their Rupee deposit base, they have been cautious of this option and have only recently started reducing deposit rates (see Figure V.9).  

As shown in Figure V.9 and Table V.8a and Table V.8b, the fall in T-bill rates paved the way for a reduction in lending and deposit rates during the past two years.  However, the reduction in deposit rates has been slower, since banks have had to pay special attention to ensure that their deposit base did not erode further in the face of the systemic changes that were already underway.  The importance of these developments could perhaps be gauged by the fact that despite an even distribution of the 3.2 percentage point fall in lending rates during FY99 and FY00, average deposit rates fell by 1.8 percent, with a much larger adjustment in FY00.

	Table V.8a:  Weighted Average Rates of Return on Deposits

	Interest Based- All Banks, on end-June basis (percent per annum)

	Types
	FY97
	FY98
	FY99
	FY00

	 
	
	 
	
	
	 

	1.
	Call Deposits
	5.1
	5.5
	5.2
	4.4

	2.
	Savings Deposits
	5.8
	5.8
	4.8
	4.3

	3.
	Fixed Deposits
	 
	
	
	 

	 
	     Less than 3 months
	5.9
	5.9
	4.4
	4.9

	 
	     3 months to less than 6 months
	6.2
	5.9
	5.0
	5.0

	 
	     6 months to less than 1 year
	6.3
	6.2
	5.4
	5.4

	 
	     1 year to less than 2 years
	6.5
	6.6
	5.7
	5.4

	 
	     2 years to less than 3 years
	7.3
	7.4
	6.6
	5.9

	 
	     3 years to less than 4 years
	7.6
	7.7
	6.7
	6.4

	 
	     4 years to less than 5 years
	8.2
	7.9
	7.9
	7.9

	 
	     5 years and over
	10.2
	9.0
	8.9
	8.9

	Overall*
	6.2
	6.1
	5.3
	4.9

	* Excluding current and other deposits.
	
	
	
	


	Table V.8b:  Weighted Average Rates of Return on Deposits

	PLS Based- All Banks, on end-June basis (percent per annum)

	Types
	FY97
	FY98
	FY99
	FY00

	
	 
	
	
	
	 

	1.
	Call Deposits
	6.7
	6.9
	6.4
	5.6

	2.
	Savings Deposits
	8.0
	8.1
	7.6
	6.1

	3.
	Fixed Deposits
	
	
	
	 

	
	     Less than 3 months
	9.3
	8.4
	8.3
	7.1

	
	     3 months to less than 6 months
	10.2
	10.6
	9.5
	8.0

	
	     6 months to less than 1 year
	10.9
	11.3
	10.0
	8.3

	
	     1 year to less than 2 years
	11.6
	11.7
	10.9
	8.7

	
	     2 years to less than 3 years
	12.1
	11.8
	11.1
	9.3

	
	     3 years to less than 4 years
	13.1
	13.0
	11.4
	9.4

	
	     4 years to less than 5 years
	13.6
	13.7
	13.1
	9.7

	
	     5 years and over
	15.4
	14.8
	12.9
	10.6

	Overall*
	9.7
	9.7
	8.9
	7.1

	* Excluding current and other deposits.
	
	
	
	


	Table V.8c:  Ranges of PLS Deposit Rates Declared by Scheduled Banks

	As on June 30, 2000 - (percent per annum)

	Types
	NCBs
	Privatized Banks
	Specialized Banks
	Private Banks
	Foreign Banks

	1.
	Special Notice Deposits
	 
	 
	 
	 
	 

	 
	7 to 29 days
	5.00-5.50
	4.20-5.50
	3.00-5.10
	4.77-7.00
	4.00-8.75

	 
	30 days and over
	5.50-6.50
	4.80-7.00
	3.80-6.00
	5.51-8.00
	5.00-10.75

	2.
	Saving Deposits
	0.00-5.75
	5.10-5.25
	5.00-8.00
	6.00-12.00
	0.00-10.70

	3.
	Term Deposits
	 
	 
	 
	 
	 

	 
	One Month
	6.00-6.50
	7.00-7.00
	-
	7.25-11.25
	6.00-11.20

	 
	Two Months
	6.75-6.75
	7.25-7.25
	-
	7.50-9.75
	8.00-11.00

	 
	Three Months
	6.25-8.00
	6.50-7.50
	6.50-9.20
	8.00-11.75
	6.25-12.4

	 
	Four Months
	-
	-
	-
	8.00-8.81
	9.55-9.55

	 
	Five Months
	-
	-
	-
	8.00-8.00
	8.66-10.00

	 
	Six Months
	6.75-8.50
	7.10-8.00
	7.50-10.40
	8.25-11.50
	6.75-13.90

	 
	One Year
	7.75-9.00
	7.60-8.50
	8.00-10.80
	9.00-13.00
	7.50-14.70

	 
	Two Years
	7.75-9.75
	8.20-9.00
	9.00-11.80
	9.50-13.25
	9.00-12.75

	 
	Three Years
	7.75-10.00
	8.70-9.50
	9.50-12.80
	10.00-13.50
	7.50-15.00

	 
	Four Years 
	7.75-10.40
	9.30-10.00
	10.00-13.70
	11.00-13.75
	10.08-13.50

	 
	Five Years
	7.75-11.00
	10.00-10.50
	10.50-14.70
	11.25-14.80
	7.50-15.00
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Although lending rates are an important determinant of private sector investment, it is clearly not the most binding factor.  Interest rates become more influential when confidence returns and interest and exchange rate outlooks are clearer.  

A brief discussion relating to the spread in lending rates is useful.  As shown in Figure V.10a, the median lending rate in FY00 has fallen vis-à-vis FY98, from 16-17 percent to 13-14 percent.  The first thing to note is that the bulk of private sector financing at or below 10 percent per annum is on account of export finance.  The EFS rate during FY98 was 10 percent, which was brought down to 8 percent on 1st July 1998.  In effect, the first two ranges (0-10 and 10-11) can be ignored in evaluating the change in the nominal cost of borrowing.  Of the remaining rates, the three-percentage point reduction in the median lending rate is clearly shown by the leftward movement in the distribution curve.  

Even amongst the commercial banks, foreign banks lent 71.8 percent within a range of 10-15 percent, while Pakistani commercial banks lent 72.0 percent within a range of 13-19 percent (see Figure V.10b). This confirms the view that banks have well defined market niches; foreign banks primarily focus on prime borrowers, whereas the larger Pakistani banks also cater to the middle market.  Private domestic banks that began operating in the early 1990s, have well defined clients and only the larger ones have begun interacting with a broader group of borrowers.  

Non-performing loans

With the change in government in October 1999, there was a clear sense that the military government intended to carry out a comprehensive accountability drive.  Although the primary target of this initiative was loan defaulters; tax evaders, unauthorized usage of utilities (or gross under-reporters) and corruption charges against ex-government officials, were also investigated.  However, the most publicized development was the televised one-month deadline given to loan defaulters to square up their outstanding dues or face harsh [image: image12.emf]Figure V.11:  NPLs & Defaulted Loans
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penalties.  The one-month deadline ended on 16th November 1999.  

As shown in Table V.9, the response to this drive is clear in terms of the cash recoveries during the month of November and December 1999; the Rs 7.7 billion recovered in November and Rs 4.0 billion recovered in December are the highest volumes that were recovered since the NPL issue was first formalized by the interim government in 1993.  Furthermore, this encouraging development in cash recoveries still managed to follow the seasonal increase that is witnessed during May and June of each year.  

In evaluating the effectiveness of this drive, it is important to realize that given the outstanding volume of defaulted loans, concerned parties could not be expected to bring in that much liquidity without recourse to further borrowing.  Since this was obviously not in the offing, commercial banks and DFIs were empowered to accept cash down payments ranging from 10 to 30 percent of the outstanding amount in consultation with the National Accountability Bureau (NAB).  The remaining part of these loans was restructured, with a repayment plan that was acceptable to both the bank and the defaulter.

	Table V.9:  Cash Recovery of Non-Performing Loans

	(Rs million)

	Months
	NCBs
	Privatized Banks
	Specialized Banks
	DFIs
	Overall

	
	FY98
	FY99
	FY00
	FY98
	FY99
	FY00
	FY98
	FY99
	FY00
	FY98
	FY99
	FY00
	FY98
	FY99
	FY00

	July
	891
	1,006
	800
	360
	449
	187
	235
	449
	176
	183
	233
	406
	1,669
	2,137
	1,569

	August
	572
	612
	430
	100
	116
	1,181
	189
	212
	165
	113
	118
	191
	974
	1,058
	1,967

	September
	1,177
	948
	370
	358
	64
	209
	419
	261
	678
	337
	82
	204
	2,291
	1,355
	1,461

	October
	562
	495
	479
	71
	177
	170
	303
	270
	746
	111
	271
	346
	1,047
	1,213
	1,741

	November
	588
	766
	3,588
	68
	53
	688
	465
	291
	2,592
	90
	221
	808
	1,211
	1,331
	7,676

	December
	2,302
	1,408
	2,083
	755
	536
	511
	1,046
	439
	760
	252
	1,539
	687
	4,355
	3,922
	4,041

	January
	299
	3,278
	408
	90
	318
	160
	912
	484
	404
	97
	111
	102
	1,398
	4,191
	1,074

	February
	849
	362
	419
	161
	177
	216
	297
	289
	521
	133
	185
	84
	1,440
	1,013
	1,240

	March
	442
	492
	344
	91
	134
	157
	112
	467
	508
	191
	402
	198
	836
	1,495
	1,207

	April
	589
	384
	565
	69
	217
	174
	230
	236
	502
	136
	382
	221
	1,024
	1,219
	1,462

	May
	671
	511
	396
	82
	137
	157
	417
	339
	1,333
	85
	384
	315
	1,255
	1,371
	2,201

	June
	760 
	 606 
	 688 
	192 
	123 
	243 
	 1,148 
	783 
	 1,458 
	514 
	962 
	750 
	2,614 
	2,474 
	3,139 

	Total
	9,703 
	10,867 
	10,570 
	2,397 
	2,501 
	4,053 
	5,773 
	4,520 
	9,843 
	2,242 
	4,890 
	4,312 
	20,115 
	22,778 
	28,778 
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Figure V.1:  Trend in Monetary Assets

Y-axis: Rs billion

As shown in Figure V.11, the outstanding stock of defaulted loans did not show much of a reduction during the recovery drive, while NPLs showed a sharp increase in October, which then declined in next two months.
 Three points need to be highlighted: (1) the increase in NPLs before the recovery drive is more a reflection of the enforcement of classification guidelines than an increase in the incidence of delinquent loans, (2) the recovery drive was more effective with rescheduling loans than realizing cash recoveries, and (3) the defaulted loans shown in Figure V.11, only include loans that are greater than (or equal to) Rs 1 million.  One must also realize that during FY00, the public exposure given to the loan default issue placed continuous pressure on banks and DFIs to improve their reporting systems.  Hence, it is safe to say that awareness of this issue and the active role of the NAB, stemmed the sanctioning of suspect loans; the increase in NPLs is simply a more accurate picture of the actual state of affairs and the technical difference between NPLs and defaulted loans.  

As shown in Table V.10a, despite the recovery drive, the outstanding volume of defaulted loans increased during FY00.  More specifically, private domestic banks and DFIs recorded the largest increases.  As a ratio of total advances, however, there was an overall improvement in the two-year period ending June 2000.  As dominant players, the NCBs and privatized banks spearheaded the improvement; both were able to reduce their outstanding defaulted loans while increasing total advances.  The sharp increase posted by private domestic banks in FY00 reflects a certain coming of age; while advances increased by 10.9 percent, defaulted loans grew by 78.1 percent in the same period.  Although this recent performance by private domestic banks is disappointing, there is a growing difference between individual banks that have done well and those that have not.  

	Table V.10a: Ratio of Defaulted Loans to 

Total Advances 

	 
	End FY98
	End FY99
	End FY00

	Overall
	18.1
	16.0
	15.5

	Overall (Excluding ADBP)
	19.1
	16.8
	16.3

	NCBs
	28.9
	22.5
	18.6

	Specialized Banks
	11.9
	11.4
	13.9

	       
ADBP
	8.1
	7.8
	7.9

	Private Domestic Banks
	5.9
	7.1
	11.4

	Privatized Banks
	13.0
	12.5
	10.6

	FBs
	5.2
	5.4
	5.6

	DFIs
	24.2
	28.3
	33.6

	Outstanding Defaulted

Loans (Rs bln)
	146.1
	143.1
	148.1


Table V.10b, shows that although the overall magnitude of NPLs remains stagnant (as a percentage of total loans), financial institutions that focus on directed credit fared the worst.
  In fact, excluding just ADBP, the ratio of NPLs to total advances shows an impressive fall, again driven by NCBs and the privatized banks.  This primarily reflects healthy growth in advances (see Figure V.6) in the two-year period, while NPLs carried by NCBs and the privatized banks actually fell from Rs 124.9 billion in end-FY98 to Rs 105.5 billion in end-FY00.  

	Table V.10b: Ratio of Non-Performing Loans to 

Total Advances 

	
	End FY98
	End FY99
	End FY00

	Overall
	25.8
	23.7
	25.1

	Overall (excluding ADBP)
	26.5
	23.3
	22.5

	NCBs
	36.8
	28.1
	23.0

	Specialized Banks
	20.0
	28.1
	49.7

	ADBP
	18.7
	26.7
	50.9

	Private Domestic Banks
	6.9
	9.5
	12.6

	Privatized Banks
	15.5
	14.2
	11.9

	Foreign Banks
	5.3
	6.3
	5.9

	DFIs
	51.3
	61.9
	74.0

	Outstanding NPLs (Rs bln)
	207.9
	212.1
	239.5


What is interesting to note is that during FY99, DFIs reduced their exposure to the private sector quite sharply, while the increase in the NPL ratio in FY00 is driven by a significant increase in NPLs as advances remained stagnant.  Specialized banks continued to increase lending during these two years, but their outstanding NPLs increased from Rs. 19.4 billion to Rs. 57.0 billion in this period.  

Branch network

As shown in Table V.11, the momentum to consolidate the banking system that was driven by the restructuring of the NCBs in FY98 was not maintained thereafter.  This is to be expected since the next two years were not very auspicious for the banking system.  Nevertheless, looking specifically at FY00, the following details are insightful: 

· the 110 branch reduction in NCBs was driven by UBL (a fall of 88) and HBL (which closed down 16 branches), 

· amongst the privatized banks, MCB reduced it branch network by one, while ABL opened up 4 new branches, 

· the 14 branch increase in private domestic banks was spearheaded by Prudential Bank (( by 6), Bank Al Habib (( by 3), Union Bank (( by 3 on account of the Bank of America branches acquired by Union), and Metropolitan Bank (( by 3 on account of the merger with Trust Bank and a new branch opening), and 

· the reduction of 7 foreign bank branches (exit of Bank of America, partial closure of the operations of HSBC, and one branch reduction by Mashreq Bank).  

	Table V.11:  Number of Scheduled Bank Branches

	
	
	
	
	

	 
	Jun-97
	Jun-98
	Jun-99
	Jun-00

	Nationalized Commercial Banks
	    5,251 
	    4,772 
	    4,690 
	    4,580 

	Privatized Banks
	    2,312 
	    2,201 
	    2,196 
	    2,199 

	Specialized Banks
	       538 
	       534 
	       532 
	       529 

	Private Domestic Banks
	       496 
	       542 
	       555 
	       569 

	Foreign Banks
	         76 
	         81 
	         85 
	         78 

	Total
	   8,673 
	   8,130 
	   8,058 
	   7,955 


In overall terms, the consolidation of NCBs and the expansion of private domestic banks is a positive sign, but the reduction in foreign banks is not as auspicious.  In the first few months of FY01, the effective merger of Standard Chartered and ANZ Grindlays has increased the concentration ratio of foreign banks (in terms of market share) and also dampened sentiments in this sector.  Looking ahead, with the resumption of the World Bank sponsored financial sector reforms, it is expected that NCBs will experience a similar round of changes that had been witnessed in FY98.  The privatization of these banks is already behind the tentative schedule that had been agreed with the World Bank in 1997.  

Credit Plan for FY01

Following the events in FY00, and anticipating stronger performance by the manufacturing sector, net credit expansion to the private sector and PSCE has been set at Rs 85.2 billion (see Table V.12).  Factoring in an extension of the rescheduling period, the availability of external assistance from IFIs, a stricter fiscal deficit target, and slightly higher non-bank borrowing, the government is expected to retire Rs 2.2 billion of its debt to the banking system.  Furthermore, since the Stand-By Arrangement from the IMF will look for a significant increase in Pakistan’s liquid reserves, Net Foreign Assets are projected to rise by Rs 60.0 billion in FY01.  These factors should increase overall monetary growth by 10.5 percent, which is slightly higher than the target growth in nominal GDP.  

In view of the sharp increase in commodity operations during FY00 and the self-liquidating nature of this facility, commodity operations are expected to have zero impact on overall growth in money supply.  Also, net lending by specialized banks is expected to remain small, while SBP financing of NBFIs will also be curtailed.

	Table V.12:  Credit Plan FY01

	(Rs billion)

	 
	  
	FY01

	A.
	Government Sector Borrowings 
	-2.2

	
	Budgetary Support
	-2.2

	
	Commodity Operations
	 

	
	Net Effect of Zakat Fund/Privatization Proceeds
	 

	
	Others (NHA and CAA)
	 

	B.
	Non-government Sector
	89.2

	 
	Autonomous Bodies* 
	4.0

	 
	Private Sector &PSCEs
	85.2

	 
	    i.  Commercial Banks
	94.4

	 
	           (Micro Credit - SMEDA)
	(10.0)

	 
	    ii. Specialized Banks
	2.4

	 
	           ADBP
	0.0

	 
	           FBC
	1.4

	 
	           IDBP
	1.0

	 
	SBP Credit to NBFIs
	3.0

	 
	Debt Relief
	-14.6

	C.
	Other Items (Net)
	0.0

	D.
	Net Domestic Assets of the Banking System
	87.0

	
	 
	(6.0%)

	E.
	Net Foreign Assets
	60.0

	F.
	Monetary Assets (M2)
	147.0

	 
	 
	(10.5%)

	* WAPDA, OGDC, PTC, SSGC, SNGPL, KESC & PAL RAILWAYS
































� The Rs 8.5 billion target set for FY00 included Rs 5.5 billion for WAPDA that was to be financed by IFIs.  Since this assistance was not forthcoming, this public utility was unable to avail this facility for its restructuring.  Hence, within the remaining Rs 3.0 billion, autonomous bodies exceeded their bank-borrowing target.  


� More simply, a Dollar converted from a frozen FCA to the US Dollar Bond, implies that the government has increased its borrowing from external sources by the same amount.  


� This refers to commercial bank credit to finance the procurement of agricultural produce at prescribed support prices.  This largely entails financing of wheat.  


� This is because commodity operations are self-liquidating in the sense that the wheat that is procured will eventually be sold to millers, which in turn will be used to retire this debt to scheduled banks.  


� An argument could be made that if exporters were not able to avail EFS they would approach banks as normal borrowers for working capital loans.  This may in fact be the case, which could explain the sharp increase in working capital finance to the textile sector.  However, given the subsidized nature of EFS, anecdotal evidence suggests that the increase in FY99 was also because of the rents that could be earned on such borrowings.  


� Although real growth was higher in FY00 relative to the previous year, the fall in inflation to the lowest levels since the late 1960s has increased nominal growth in FY00 to 8.9 percent against 8.8 percent in FY99.  Against this nominal growth, currency in circulation grew by 5.4 percent and 23.6 percent for the years FY99 and FY00, respectively.  


� At this stage it is important to explain the fact that currency in circulation is the outstanding volume of currency issued, less cash holdings by SBP and scheduled banks, at any given point in time.  This implies that individuals and businesses hold cash balances.  Given the scope of the documented economy and Pakistan’s population, it is a stylized fact that individuals on a personal capacity largely hold these balances.  


� The Tax Survey form specifically asks for details of personal bank accounts, which could explain the anecdotal evidence of deposit withdrawals and the subsequent liquidity problems facing banks.  


� Excluding FCAs, the picture is even more revealing.  The slowdown in the growth of Rupee deposits since FY95 (with the exception of FY98) is a testament to the growing role of FCAs in Pakistan’s banking system.  As FCAs had the twin advantage of being a safe haven beyond the ambit of the tax authorities, while also hedging against the significant loss in the value of the Rupee, these deposits were driving the growth in the banking system in the 1990s till the freeze in mid-1998.  


� Call transactions are clean borrowing; an underlying financial asset does not secure these transactions.  Repos, on the other hand, are short-term transactions that are fully collateralized by government securities.  Since call transactions are unsecured, they carry a higher cost relative to repo transactions.  


� RFCAs are largely personal accounts (or savings), while the Rupees used to purchase hard currency from the kerb market or any other assets (financial or real) would materialize as business accounts.  


� Since returns on FCAs were effectively controlled on the basis of the forward cover charged by SBP, competition for dollar deposits was limited to minimum opening balances and service; or more broadly, to non-price factors.  


� Before the freeze, T-bill rates were high enough to cover the mobilizing bank’s cost of funds, so the option of placement with SBP was not relevant.  Hence, mobilizing banks would simply place their Rupee counterpart funds in government securities.  Since these deposits were strategically solicited to smooth out external payment pressures, foreign banks could only be encouraged to do so on call if they had a profitable avenue to place the corresponding Rupees.  The easiest option was government securities, which also explains the implicit lower bound on T-bill rates before FY99.  However, with the fall in T-bill rates, and the rescheduling of FE 45 funds, SBP had to provide the option of SBP placement to secure sufficient returns on rolled-over FE 45s.  As interest rates fell, banks increasingly approached SBP to avail this facility.  





� Before discussing lending and deposit rates within the backdrop of the sharp fall in T-bill rates, it is important to talk about the monetary transmission mechanism in Pakistan.  Conceptually, this refers to the efficiency with which changes in T-bill rates are reflected in lending rates, and subsequently to deposit rates offered by commercial banks.  As a pillar of indirect monetary control, an efficient two-way communication of T-bill rates to lending and deposit rates is required.  The emphasis on two-way efficiency is important since this refers to how rising T-bill rates impact interest rates and how a downward movement impacts these prices.  The upward transmission tends to be quite rapid if the increase in T-bill rates is expected to remain.  In effect, since banks realize higher riskless returns on lending to the government, they will automatically increase lending rates on loans to the private sector.  Having said this, the upward movement in lending rates could be delayed, in the sense that banks will want to see T-bill rates remain high to know that rates will stay, before passing it onto their prime clients to maintain their profitable relationships.  


� NPLs refer to all loans that are past due 3 months, while defaulted loans are a subset of NPLs with the following characteristics: (1) loans must be past due by at least one year, and more importantly (2) whereas NPLs include the entire loans (interest & principal), defaulted loans only include those payments that are past due by a year.  Within the context of the loan recovery drive, this implies that any effort towards partial cash recovery will show a larger fall in NPLs than outstanding defaulted loans.  Furthermore, efforts to enforce strict guidelines concerning the classification of delinquent loans will result in a higher increase in NPLs than defaulted loans.


� Furthermore, it is a stylized fact that specialized banks and DFIs were not keeping very accurate records of their lending operations, and may have been indulging in some ever greening of bad loans.  Efforts to enforce proper classification have obviously had an adverse impact on the strength of their loan portfolio.  
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