7 Capital Market

7.1 Introduction

Pakistan's capital market showed a mixed trend during FY 01 (see Table7.]). The benchmark KSE-
100 index shed 10.1 percent since the beginning of FY 01 and closed the year at 1366.4. This
downturn can be attributed to a host of factors including the lack of concrete progress on privatization,
uncertain investor confidence, the continuous depreciation of the Rupee and friction between SECP
and the bourses. While equity market remained bearish, the corporate bond market showed
encouraging movements. The growth in this market was encouraging, as ten new TFCs issues were
floated during FY 01 done, compared to ten in the last five fiscd years.

7.2 Stock Market Performance

The Karachi Stock Exchange (KSE) maintained Table 7.1: Key Indicators of Capital Market
its dominancein the country (see Table 7.1). FY®o FY FYol

Karachi Stock Exchange

Primary market activitiesin KS!E remg' ned_ KSE100 index 10547 15207 13664
dow, as only four new companies (with pad Up  sp Generl index 1064 1288 1187
capitd of Rs 3.6 hillion), were listed during Paid up capital (billion Rs) 2150 2293 2399
FYOl1l. Similarly, only two companies were Turmover of shares (billion #) 255 481 292
floated on the Lahore stock exchange, of which ~ Lahore Stock Exchange
Hubco was aready subscribed. Like the KSE LSEl0Lindex 2D | Iy ZpelZ
100 index, the L SE-101 also dedlined by 98.8 Turmover of sheres (billion #) SO1 S T
: Paid up capitd (billion Rs) 1869 207.7 226.2
points (26.5 percent) to 273.2 by end-FY01. T e
ISENework index 44987 53271 43743
7.3 Operations at Karachi Stock Tumover of shares (billion #) 33 20 07
Exchange Paid up capital (billion Rs) 15068 1622 1833
As discussed in the Annual Report for FY 00, NBFis'
positive expectations from the rew government ~ Deposits (billion Rs) (s
regarding privatization and the textile sector smEllens) delly Ly e
Disbursements (billion Rs) 15.7 135 15.0

powered the KSE 100 index to a 28-month peak :
of 2054.4 on 22nd March 2000. Nevertheless, ! For details plesse see Table 7.6 and Table 7.7

thisraly was short lived asinvestors redlized

that a quick privatization of sate-owned utilitiesand the liberdization of margins for Oil Marketing
Companies (OMCs) were unlikely. Moreover, concerns about the un-sustainability of carry-over
transactions (Badla), undermined confidence in the operations of the stock market. The worst fears
materidized & a settlement crisis erupted, which forced the closure of important markets in end-May
and early-June 2000. This downward spiral wiped out a significant portion of the KSE 100 index,
which closed the fiscal year at 1520.7.

The impact of this crisis lingered on for the first four months of the current fiscal year. The KSE-100
index gtarted the current financid year at 1519.6 and remained confined within atight range of 165
points till the first week of November (see Figure7.1). Likewise, the average daily trading volume
remained low, down nearly 43 percent over the last quarter of FY00. This duggish behavior can be
attributed to a number of factors ranging from rising interest rates and the depreciating exchange rate,
to the drawn out impact of tax survey and fatering hopes of an early end to Hubco-WAPDA dispute.

Although, privatization of smal Liquid Petroleum Gas (LPG) business of public sector gas utilities
did go through during the first quarter, it failed to provide the required impetus, as these unlisted units
do not have much of a spillover in the equity market. Even the promulgation of a new privatization
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Figure 7.1: Movement in KSE-100 and Volume Traded
Volume of trade-min (LHS)
— KSE-100 Index (RHS)

Less than expected results of PSO announced on November 13

. Restriction on short-selling by SECP on November 22

. Pakistan manages to secure SBA (end-November)

. SECP orders change in the Article of Association (of KSE) on December 31. This creates friction

between SECP and KSE

. Weak financial results of PTCL by end-January

6. Turn around due to good results of Engro Chemical Ltd. Also, anticipation of good dividends by
Hubco sustain this upward movement

7. A report by Merrill Lynch on February 19, depicting negative sentiments regarding Pakistan's inability
to remain on track with the SBA, worsens the investment climate. This results in selling pressure
which remained throughout the later part of FY 01

8. T+3 settlement system was initially introduced on April 2, in two scrips (Telecard and |brahim Fibre)

9. Decision to defer the implementation of T+3 settlement system for a couple of months, sparked

ashort recovery
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law at the end of September 2000, on the face of limited progress towards privatizing larger listed
entities (PSO, PTCL, etc.), failed to gavanize the market.

In mid-October 2000, outlook for a settlement in the Hubco WAPDA dispute turned unpleasant, as
events had taken a turn for the worse. By early-November, the market started diding, as investor
expectations concerning certain blue-chip companies and the textile sector, turned sour.

Poorer than expected results of Pakistan State Oil (PSO) for financid year 2000 dampened the index,
as it became evident that bonus shares were not likely. These bonus shares are historicaly alarge part
of the overdl return on the scrip; investors take position in PSO in anticipation of these returns. The
absence of bonus shares dwindled the overdl takings, undermining its attractiveness. This absence
was attributed to a decline in profitability due to low inventory gains. Since PSO has the largest
storage capacity in the country, and holds inventory depending on existing and future oil prices,
inventory holdings were low on account of high internationd oil prices and the likelihood thet prices
will decrease in the later part of the year. Besides, ICl (the index-heavyweight) unveiled it's proposed
plan for restructuring its Pure Terephthalic Acid (PTA) business, which did not meet the market
expectations. This compounded the downward adjustment in the KSE 100 index.

In term of the textile sector, an upward trend in domestic cotton prices signded an end to the
abnormal profits redlized during FY 00 (see Figure 2.9). Thisin turn downgraded the outlook for this
sector. Asaresult, SBP general index for cotton and textile declined by 4.6 percent, while market
capitdization for this sector fell by 12.3 percent during FY 01 (see Table 7.2).

Table7.2. SBP General Index of Stock Prices & Market Capitalization

percentage chenges

SBP General Index Market capitalization
FY99 FYQ00 FYO1 FY99 FYQ00 FYOoL
Cotton and other textiles 2.1 28.9 -4.6 10.7 579 -12.3
Textile spinning -10.3 37.6 13.0 -6.6 321 6.9
Textile weaving & composite 5.7 539 -26.9 7.2 79.0 -16.4
Other textile 1.6 5.8 -0.6 34.6 65.3 -22.2
Chemicds & pharmaceuticds -9.7 12.7 -4.5 3.7 15.6 -14.4
Engineering -2.0 18.7 -3.1 -6.2 117 -2.0
Auto and dlied -0.9 277 -3.6 6.2 21.0 -1.5
Cables & dextrical goods 9.8 8.5 -5.2 -16.3 24.3 0.0
Sugar and dlied 0.6 2.1 21.5 -3.2 -8.2 175
Paper and board -14.5 34.8 -8.9 14.9 37.8 14.2
Cement 5.8 53.0 -17.9 -55 69.6 -0.1
Fuel and energy 121 35.8 -12.3 175 63.6 -8.9
Trangport and communication 35.2 -6.4 -22.7 237 317 -33.3
Banks & other financid ingtitutions 3.0 7.8 -8.2 6.9 20.7 6.4
Banks and investment companies 1.8 9.4 -11.8 109 21.3 6.5
Modarabas 2.9 9.9 -11.6 13 12.5 2.3
Leasing companies 9.2 3.3 -7.9 -6.7 8.4 -0.8
Insurance companies 2.8 0.9 -4.5 8.1 28.8 10.7
Miscellaneous -0.8 140 11.6 0.9 24.2 16
Jute 21.7 4.7 -10.8 154 233 -18.9
Food & dlied -3.7 36.3 -4.6 1.0 31.0 -11.5
Glass & ceramics -0.8 26.8 38.2 -8.1 8.8 21.6
Vanagai & dlied 2.3 -6.8 -13.1 125 8.3 -48.7
Others 1.1 6.5 5.9 0.8 7.5 46.9
Overall 7.7 211 -7.8 115 355 -13.4
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During this downward movement in November 2000, heavy speculation in the form of short sdlling
compounded thefdl.* In order to minimize this speculative activity, on November 21, SECP
prohibited carry over transection of sale position in PSO, PTCL, Hubco and ICI.* This restriction
was subsequently imposed on al scrips. Although, the market resented this move citing too much
interference by regulators, this action temporarily boosted the prices of affected scrips, which in turn
supported the KSE-100 index (see Figure 7.1). In addition, by the beginning of December, the KSE
100 index gtarted moving upwards in response to Pakistan’s agreement with the IMF.  Also, investor
concerns regarding the lingering issue of Hubco-WAPDA eased as both parties reached an agreement
on December 16, 2000.

However, by the start of January 2001, friction
between SECP and K SE management on the

Figure 7.2: Badlarate per annum

issue of amendmentsin Article of Association 40

of the Karachi Stock Exchange set off afdl in 35

the index (see Figure 7.1). > According to 30 )

SECP, these amendments were aimed at =25 iy ’I\\

strengthening investor confidence by S 20 N A

improving transparency in KSE operations, and 15 A S AV V)

werein line with the recommendations of the 10

Inquiry Committee, which looked into the 5

market crash in May/June 2000 (later in the e R

month, both SECP and K SE amicably resolved 838888338838 28¢%

this matter). 3388388822833
N2 R LAY gg &

Although the dide in early 2001 was triggered

by the dispute between KSE and SECP, the Ciaure 73 PTCL vs K SE-100
tight liquidity podtion in the money market a 1gure PTCL —— KSE-100
the beginning of the quarter pushed up Badla 120
rates, which in turn reduced trading volumesin

carry-over transactions (see Box 7.1and 105 Qj‘ A

Figure 7.2 In addition, a17.1 percent fall in W S

net profits of heavyweight PTCL in the first %0 A ¥ B NSV
half of FY 01, (announced on January 25), \f\

added to thisdlide. ® For the whole year, PTCL 75 t
under-performed in comparison with the KSE
100 Index (see Figure 7.3). Market 60
Capitalization for this sector (Transport &
Communication) fell by 33.3 percent,

compared to arise of 31.7 percent during FY 00

b

A

3-Jul-00
3-Aug-001
3-Sep-00
3-Oct-00 A
3-Nov-00 A1
3-Dec-00 A
3-Jan-01
3-Feb-01
3-Mar-01 1
3-Apr-01
3-May-01
3-Jun-01 4

(see Table7.2.

1 When investors sell scrips they do not own, it is referred to as short/blank selling. Thisis donein the hope of buying the
scrip in the future at alower price. Short selling isatool for sophisticated traders who are quick and predict future price
movements with precision. For detall, please see Box on Short Seling in SBP ssecond Quarterly Report FY 01

2n term of trading volumes, just these four companies account for 70 percent of total trading in K SE during FYOL1.

8 These amendments were made binding after 31% December 2000 (For detail, please see next page).

4An absence of foreign inflows from IFls forced government to increase its dependence on SBP for budgetary support during
FY00. Given this sharp increasein government borrowing from SBP, the target this year was to reduce central bank lending
during the course of FY01. More specificaly, the performance criterion on SBP'sNDA wasto show anet decline of Rs
26.3 billion by end-December 2000. For this, government had to shift its borrowing from SBP to scheduled banks. This
transfer had caused significant shortage of liquidity with scheduled banks. For details, please see section on Money Market.
51nfact, any change in sentiments regarding PTCL or Hubco, have a profound effect on the index, as both accounted for 50
percent of KSE'straded volume during the year. Thisisaclear indication of high market concentration.
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Nevertheless, this negative market trend turned postive, as Engro Chemicals Ltd. announced strong
financia results by end-January. The podtive outlook regarding Hubco's results and expected
dividend payouts, sustained this upward movement throughout the first week of February. Although
the company had declared good results, it delayed dividend payoutstill its agreement with WAPDA
was fully ratified.®

However, this upward trend was short lived. A negative report by Merrill Lynch on the investment
climate in Pakistan started a clear downward trend in the index after February 19, 2001. These views
were based on its assessment that Pakistan would not be able to stay with the IMF program due to
CBR'sinability to meet revenue tar gets for end-March. Furthermore, lower than expected GDP
growth (due to drought), tight monetary policy against an international easing, and continuous
depreciation of rupee during the fiscal year, creasted a negative outlook for Pakistan. Moreover,

during the third week of March, Morgan Stanley Dean Witter announced the liquidation of its

Pakistan Fund by end-May or June. This created immense sdlling pressure in the market. While
foreign investors kept sdlling from their portfolio during the year, the pace increased sharply during
Q3-FYO1." This phenomenon did not allow market to recover during later half of FYOL.

From March on, the index remained depressed till end June 2001. One important factor that kept the
bulls a bay was the introduction of T+3 settlement system.? This was introduced on April 30, by the
KSE in two scrips (Telecard Ltd and Ibrahim Fibres). 1t was also intended that this would be
implemented in phases. However, this arrangement became contentious, as market players were
skeptical about the success of this new system. In mid-May, SECP and KSE agreed to defer the
implementation of T+3 system for a couple of months to alow some preparation time for brokers.

Box 7.1: Badla Transaction

Badlais an informal source of financing, widely used in the Pakistan’s stock exchanges. This transaction is made when
an investor, who lacks funds, commits himself to buy certain shares. Badla financer provides financing against such
shares a market -determined premium (rate of interest). This short term collateralized lending is very similar to a
repurchase agreement (repo) used in the interbank market. In simple term, badlais a credit line against securities:
usudly brokers and financial ingtitutions provide such badla funds.

After the introduction of T+3 settlement regime, daily badla transactions are carried out. Previoudly, in T+5 settlement
regime, badla transactions were usually executed on weekly basis, thereby enabling investors to square themselves by the
end of the clearing period. The increase in the holding period leads to higher premium as the price risk on the collateral
rises over alonger time frame. Interestingly, once a badla contract has been passed on to the clearinghouse system, the
risk of default on payment of the funds falls on the clearinghouse, as it becomes the liability of the stock exchange.

Although, the badla transaction provides an easy source of financing the investment, it is more vulnerable to a sudden
fal in the market. In fact, the value of stocks, artificially raised by the hype created by badla financedbuying, ends up
being wiped out. Consequently, investors will find themselves unable to liquidate their positionsin afalling market.
Since, the Pakistan’s equity market is quite shalow, with restricted liquidity, the badla transactions are highly risky, as
large price movements could occur very quickly.

6 Hubco announced an interim dividend payment in mid-May 2001.

7US $140 million flowed out during FY 01, as against an inflow of US$ 73 million during FY 01 (see Table 9.1). Out of
this outflow, US $64 flowed out during 3Q-FY 01.

81n the T+5 settlement system, any trade conducted between Monday -Friday would have to be settled on next Wednesday.
Hence, there was ample time between actual trade and settlement. However, this also provided investors space for
speculation. Although, speculation is an integra part of equity markets, an excess of it amplifies settlement risks. The
introduction of T+3 settlement system (Monday trade settled on Thursday) in boursesis a step towards mitigating such risks,
which in turn safeguard retail investors. There wereinitial speculative concerns that this system will not facilitate the badla
system. However, the badla system was modified and it is now compatible with T+3. But investors regard this system more
expensive than its predecessor due to a higher carry-over (badla) cost.
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For this purpose, KSE amounced an implementation schedule in the first
week of June (see Table7.3. SECP regards this an integral part of
reforms to bring KSE operationsin line with international norms. T+3
has the following benefits. (1) speculative and over-trading beyond the
financid capacity of brokerswill be contained and monitored, (2)
settlement risk will be lower between execution of trade and settlement,
and (3) these changes will provide greater comfort to foreign investors.

On afind note, the dividend declar ation record of companies listed in

K SE showed no significant improvement over last year (see Table 7.4).
Summary statistics concerning the Karachi Stock Exchange are shown in
Table 7.5.

7.4MeasuresTaken by Securitiesand Exchange Commission of
Pakistan
Continuing on its policy of reforms, SECP has taken a number of policy
decisions to further improve the operations of Pakistan’s capitd market
during the year. These should go along way in revamping the overall
structure of the bourses and create aninvestment friendly environment to
broaden the investor profile in the equity market. These include the
introduction of various laws for the protection of small investors,
measures to impose trangparency in trade, curbing the practice of insider
trading and bringing operations to internationa standards. Some of these
messures are briefly discussed below:

?? Governance of Sock Exchanges. In order to strengthen investor
confidence and improve transparency, SECP ordered some
amendments in the Article of Association of the Karachi Stock
Exchange. The changes that are binding after 31% December
2000, include the following:

Table7.3:
T+3 Implementation Schedule

2-Jul-0L
Synthetic & rayon
Mutua funds
Modarabes
Leasing
Woolen
Jute
Sugar & dlied
Tobacco
16-Jul-01
Fud & energy
Enginesring
Auto & dlied
Cable & dectrica goods
Paper & board
Vanaspati & dlied
Congtruction
Ledther & tanneries
Food & dlied
Glass & ceramics
Miscellaneous
6-Aug01
Investment companies/banks
Insurance
Textile weaving
Cement
20-Aug-01
Textile spinning
Textile composite
3-Sep01
Transport & communication
Chemica & pharmaceutica

?? Only the Board of Directors of KSE will choose the Chairman, as againgt the existing
procedure whereby the Generd Body (members of KSE) choose the Chairman.

?? The office of Vice Chairman has been removed.

?? Out of the existing eighteen directors in the Board, the present system alows SECP and
the Board to nominate two each, large ingtitutiond investors (NIT, ICP, etc.) can
nominate three, and the Genera Body nominates the remaining members. Inthe
proposed change, SECP would nominate seven outsidemembers to the Board.

?? SECPwould have find say on the appointment, removal/termination, and non-renewa of

the Managing Director of KSE, and

?? To redtrict the Board' s authority in operationd issues, the bulk of these respongbilities

were moved to the Managing Director.

?? Listed Companies (Prohibition Of Insiders Trading) Guidelines. To protect smdl investors
against excessive pricevolatility due to the use of privileged information, SECP issued a draft
of the proposed law to solicit public opinion in the first week of October 2000. After due
deliberation, SECP implemented the “ Listed Companies (Prohibition Of Insiders Trading)
Guidelines’ on March 27, 2001. Thislaw will increase the degree of transparency in the
market and protect small investors from possible losses. These guiddines list the following

individuds to be indders
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?? A person who is a director, chief Table 7.4: Number of Companies Dedlaring Dividend at K SE
executive, managing agent, chief Cash Bonus  Right Total
accountant, secretary or auditor of a dividend  shares  shares
listed company. Also, beneficial ':Eoi o0 " i \ o

. . Ly p to 20%
ownership (direct or indirect) of Srvaes = o P -
more than 10 percent of the sharesof 14 % 7 a1 a7l
a Ilstgq company are thereby Y00
classified asinsders; or Upto 20% 21 34 4 319

?? A person who is or was connected Above 20% ur 14 20 151
with the company, or is deemed to Total 38 48 24 470
have been connected with the Fﬁggt . - o o
company, and who is expected to pRa e -

pary pect Above 20% 0 13 19 102

have access to unpublished price
sensitive information, or who has VEE - = — fal
received or has had access to such unpublished information in the past.

Table 7.5: Profile of Karachi Stock Exchange

FY97 FY98 FY99 FY0 FYO1
Tota number of listed companies 2 779 769 762 79
Total listed capita (billion Rs) 206.7 211.2 215.0 29.0 239.9
K SE100 index 1,565.7 879.6 1,054.7 1,520.7 1366.4
KSE al share index 1,057.0 586.8 675.4 a7 8704
Number of initid public offering (IPO) 7 2 0 3 4
Number of new debt instrument listed 1 3 2 3 2
Trade volume during the year (million shares) 8,095.1 14,992.4 25,524.8 48,097.0 29,165.3
Véue of shares traded (billion Rs) 2332 509.6 605.3 1,877.8 1,073.0
Average daly turnover (million shares) 34.0 63.9 103.0 194.3 119.5
Number of trading days 239 235 247 249 244
Foreign investment (during theyear)*
Inflow (million Rs) 8,392.6 31,122.4 8,869.9 74338 2149.7
Ouitflow (million Rs) 8,618.7 27,831.9 9,997.8 85624 7061.9
Net (million Rs) 226.2 3,290.6 -1,127.9 -1,1285 -1128.5

1 Numbers for FYOL are up to May 2001.
Source: Karachi Stock Exchange

Such persons are now explicitly prevented from either deding directly or indirectly in the
securities of the said listed company. Moreover, SECP has listed the following asinsider
information:

?? Unpublished financia results of the company (both hdf-yearly and annud);
?? Intended declaration of dividends (interim and find);

?? Information on shares issued by way of rights, bonus, etc.;

?? Major expanson plans or execution of new projects;

?? Strategy on amalgamation, mergers and takeovers,

?? Exit dtrategy for either the entire company or a part thereof;

?? Any information that may affect the earnings of the company; and

?? Any changesin policies, plans or operations of the company.
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In order to implement these new rules, SECP hasbeen authorized to investigate and ingpect
the accounts and records of individuals deemed to be insders and associated members of the
stock exchanges.

?? Sock Exchanges Members (Inspection of Books and Records) Rules, 2001: These rules were
enforced on April 26, 2001. According to these, SECP can order the ingpection of books and
record of any member of the stock exchanges. These inspections can be conducted any time
and for any purpose, giving SECP discretionary powers. These rules will help monitor
brokers and strengthen SECP' s surveillance capabilities.

?? Brokersand Agents Registration Rules, 2001 These rules were notified on May 10, 2001,
and should enable SECP to exercise direct control over brokers and agents. It is hoped that
thiswill facilitate smooth operation of exchanges and act as a safeguard for investors. These
rules also empower SECP to cancd the registration of a broker, if he:

?? Isengaged in indder trading;

?? Has been found guilty of fraud;

?? Has had his membership cancelled by a gock exchange; or
?? Has not complied with the directives of the SECP.

7.5 Credit and Recovery Operations of NBFls

Sanction of term loans by DFIs and specialized banksin FY 01 stood at Rs 20.4 billion, which was
higher than last year' s Rs 16.8 billion. However, in terms of actud disbursement there is margina
improvement (see Table 7.6). Increasing financiad weakness due to the volume of non-performing
loans and the formulation of an IFl endorsed strategy for NBFIs, adversely impacted their financing
ability. The sharp increase in the volume of non-performing loans (NPLS), forced DFIs to consolidate
their operations by reducing their gross lending. NPLsthat were 21.9 percent of the total assets of
DFIsin FY90 grew to 41.6 percent in FY0O0. Thisin turn put a squeeze on the earning of these
inditutions. Capitd to ligbility ratio also deteriorated from 14.8 percent in FY 90 to negative 5.1
percent in FY00. Thisworsening position of DFIs warranted bold decisons. The government is
currently in the process of restructuring these inditutions to make them financidly vigble. As shown
in Tables 7.7, the outstanding level of depodts of the larger DFIs are declining over past years.

Table7.6: Credit Indicators of DFIs!

million Rs
Sanctions Disbursement Recoveries

Inditutions FY9 FYQ FYOL FY9o FY® FYo1 FY% FYOO FYol
NDFC 508 127 1,180 592 25 57C 4,86¢ 4,497 4,824
RACIC s 93 2,185 324 193 1,03C 3,20 2,926 3,264
BEL 17 S 3 209 15 : 1,317 1,389 2
IDBP %5 135 Z 91 a 47 785 1,161 1,304
PLHC 26 490 35 231 401 277 3417 528 428
PKIC 1474 1,443 1,381 1,468 1147 1,24¢ 20,33 3624 2,724
SAPICO 673 %5 1334 418 798 652 53¢ 1,238 1,473
IcP s s 5 s 5 . 137 219 174
RDFC s 2 - - 362 233 157
SBFC 2429 15 19 2,142 207 z 1,73¢ 1,583 1,789
NDLC 914 80 1,490 914 80 1,49C 31€ 1,134 1,425
ADBP 8457 10365 12327 8,165 8342 8,83C 25,84F 30,129 32,103
HBFC 1,205 1,315 3 1,121 1174 76C 2,71C 2,476 2,602
FBC s <3 0 29 % 6C 5,55( 5,135 5,558
Total 16075 16769  203% 15,703 13516 14,964 71,16€ 56,276 57,827

1 Exduding working capitdl.

112



Capital Market

Operations of modarabas, leasing companies

and investment banks are shown in Table 7.8 Table 7.7: Deposit Mobilization (Outstanding) by Seledted DFI's
millionRs
7.6 National Investment Trust Ingtitutions FY9s FY% FYQ0 FYO!
NITL was incorporated as an unquoted public NDFC 21821 29598 28338 2859
limited company in 1962. The principa activity Aele S2EY efves S e
of the company is to manage an openend F;ép ;‘Ei 1‘21';; 1;8132 i
m_utual funql. T_he fund |s_the_l argest in Pakistan BLHC s - e e
with the objective to provide investors a NDLC 76 637 557 67c
balance between their regular income needs and RDEC o1 68¢ 601 61E
long-term capital investment. Thisfund PKIC 2745 17,494 5214 4,362
provides investors with a one-window entry to Total 71107 70427 57286 56,17¢
Pakistan's equity markets. 1 Exduding call deposits
Asmore than 95 percent of the NIT portfolio Table 7.8: Credit Indicators of Modarabas, L easing Companies
consists of shares of listed companies, its ilion s e It B2
performance is correlated with the performance P .
of the equity market. Since, the stock market
largely remained depressed during FY 01, NIT _ FY?g A [P PSRV IR
a0 experienced a sow down in salepurchase Qreples kel | ] SR SRl | SRe] e e
of itsunits. Gross salesof NIT unitsfdll by financing 13¢ 198 23 13 207 223
31.4 percent to 480 million shares for the year. Modarebes 26 37 28 25 51 2¢
Nevertheless, NIT declared higher dividends Leasing companies 82 128 182 78 124 18:
than last year (Rs1.2in FY01 againgt Rs0.55 in Investment banks $ 33 19 27 32 1€
FY 00). Since the fund has significant strategic Working cepitdl loans 234 131 15€ 233 145 14
holdings in some of Pakistan's best managed Modarabes 1€ 2 3 16 46 =
and high profile companies sdected for Leasing compenies 0 03 02 03 03 0z
privatization (Pakistan State Oil, Sui Northern, Investment banks 21 102 124 214 96 11t
Sui Southern, Pakistan Tele Communication Changes (per cent)
Limited etc.), higher dividends earned from this Overall as3stance 25( 41€e 178 60 30 6%
portfolio translated to higher dividend payouts e 31 435 162 435 592 o
on NIT units. Modkrabes 30.0 423 243 -107 1040 45.1
Lesingcompenies 10 56.1 43.C -57.4 590 47.
7.7 Corporate Debt Market Investment banks 57¢ 100 424 421 185 50
The domestic corporate debt market remained Working capitdl loans 416 44C 191 494 -37.8 1.
bullish following last year's reforms. Most Modkretes 5¢ 562 200 -467 1875 B4
prominent were changesin National Saving Lepsing companies 00 0C 333 500 00 33
Schemes (rationalizing rates and banning Investmentbanks 48 521 204 726 -551 19

incrementa inditutiond investment), and the
launch of the Pakistan Investment Bonds (PIBs). In addition, the bearish trend in equity market
shifted investors towards more secure investment in Term Finance Certificates (TFCs). Hence, the
growth witnessed in the private debt market during FY 01 is encouraging, as ten new issues were
floated in the market (see Table 7.9). However, secondary market transactionsin TFCs remained
negligible as mogt of the investors prefer to buy and hold.

The future outlook for TFCs looks optimigtic for both investors and issuers. Companies that
previoudy relied heavily on Development Finance Ingtitutions (DFIs) for term borrowing are now
looking at the bond market to meet their future financial needs.” These DFIs, in turn received

91n the past, DFIs provided the bulk of term funding for |leading Pakistani companies.
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considerable funding from Internationd Financia Ingtitutions (IFIs), as part of their past strategy of
directed development. Since, this strategy has largdly failed, the IFIs no longer support DFIs
(particularly leasing companies).

Table 7.9: Corporate Debt

Security Issue Date Maturity ! r;w”mcr? sze Coupon rate
ICl D-Sep-B6 Sep-01 1000 18.70
Gatron 17-In-8 dn-03 274 18.00
Inter-Bank 1-Dec-B Dec-(8 30 17.50
SFLC 28-JanPO Jn-08 20 1825
DSAL 24May-9 May-04 83 19.00
NDLC 1-Dec9 Dec-04 550 17.00
PILCORP 21-Dec-9 Jn-06 2875 18.00
Sigma Lease 18-Ja+@0 Jn-B 100 17.00
Paramount Lesse 2-Aug-00 Auwg-04 20 16.25
Atlas Lease 27-Sp-0 Sp-06 200 15.00
Network Lease 4-0t-00 Oa-06 100 16.25
Al-Noor Sugar 31-Oat-00 Oa-06 04 Discount rate + 250bps (16.518.5)
PILCORP (2nd issue) 2-Mar-0L Mar-04 35 15.60
Orix leesing 7-Apr-0L Apr-06 745 14.00
Shekargan 10-Apr-01 Apr-01 20 Discount rate + 200 bps (15.518.75)
SGC 31-May-01 May-01 1000 Yr1-2: Fixed at 14.15,
Yr 3-5: Discount rate + 110 bps (13.618.0)
Engro Asshi 15-1n-01 dn-01 500 5Yr PIB + 150 bps = 145 (13.0-170)
DSFL 2-Jn-0L May-06 1,816.35 16.00
ICI/PTA 2-Aug-0l Aug-06 1600 5Yr PIB + 300 bps = 1600
Atlas Lesse 16-Aug-01 Aug-06 100 150
Packages 27-Aug-0L Jn-6 700 13.50%-17% 3day discount rare +1.25% pa
InterBark 15-Sep-01 -6 50 13.75-16% 3 yrs = 13.75% pa monthly, 3 yrs 6

months = 16%

For this reason, most of the TFCs are being launched by Leasing Companies. Thisis because of the
fact that leesing companies need long-term funds to match their lease portfolios. Interestingly,
however, not al the funds generated through TFCs are channeled to industrid sector to finance its
expansion. A growing chunk is used to finance consumer durables like cars, motorcycles, electronics
€tc.

Pakistan’s corporate debt market has come along way since 1995. In order to make issues more
flexible and affordable, issuers are adding different features from shelf regigtration to the green shoe
option to TFC structure. ® Use of shelf registration implies that the issuer can split the TFC issueinto
tranches, which is useful for periodic financing requirements d the issuer and dso alows optimal
pricing of the individual tranches.™ Similarly, the green shoe option alows the issuer the right to
retain the over subscribed portion of theinitid public offer (IPO). However, the issuer has to specify
the amount it would retain under this option in advance.

0 Other options available with the issuers are Floating Coupon Rates, Asset Securitization and Call & Put option. A call
option on TFCs gives the issuer the right to retire the debt prematurely. Likewise, a put option on abond allows the investor
the right to redeem his’her investment prematurely (commonly at fixed option dates).

I The shelf registration option is valid for amaximum period of twelve months for an issue amount of Rs 250 million and a
maximum period of three years for an issue greater than this.
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Despite these positive developments, there are il issues that need to be resolved. SECP, is actively
streamlining the process for issuance of TFCs by reducing costs and simplifying the procedure for
goprovd. On similar lines, KSE in collaboration with the Centrd Depository Company (CDC) has
reduced the annua listing fee for TFCs. The KSE has aso reduced broker commission from 1.0 to
0.25 percent, and the fixed service charge of Rs 25,000 has been revoked. Additiondly, the initid
listing fee has been reduced from a maximum of Rs 1.0 million to Rs 0.5 million. Also, the CDC has
reduced its annud registration fee for TFCs by 25 percent effective November 1, 2000. These
changes would lower the issuance costs for TFCs, which should help develop this market.
Furthermolrze, the government has continued its policy of reducing stamp duties and withholding tax
on profits.

However, despite healthy appetite of TFCs by indtitutions and retail investors, supply is il limited.
Mgjor ingtitutional investors would welcome additional investment opportunities for TFC issues,
subject to acceptable profit rates. Moreover, many investors (epecidly retail investors) do not fully
understand debt securities.

Additionaly, intermediaries, have difficulty participating in the market due to the lack of short

sling. Market makers are therefore unable to provide two-way quotes to secondary market players,
which would strengthen and deepen this market. However, the approva of short salling is unlikely in
the near future because of limited TFC issues.

2 withholding tax on TFC profit was removed in 1995 but reingtated in March 1998. However, the 1999 Federal Budget
again exempted payment of withholding tax to al persons, including companies.
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