4 Money and Banking

4.1 Monetary Policy

Monetary policy underwent a substantial transition in EYIBSthe initial months of the fiscal year,

the central bank was forced to aggressively tighten its monetary stance to combat a rapid deterioration
inthemuntryés economic fundamentals, as the carryo
account deficits in FY08 were exacerbated by continuing excess demand in the economy

Accordingly, the policy rate was raised twice in the first half of the figeat,with a cumulative

increase of 300 basis points, in contrast to an aggregate rise of only 250 basis points ifhieY08

SBP policy supported the aggressive macroeconomic stabilization program initiated in November
2008: This program which also ctained limits on incremental deficit monetization finally began

yielding dividends in subsequent months (Begure 4.1). Indeed, this effective coordination

between monetary and fiscal policies allowed SBP to loosen its monetary policy stance within five
months of the start of aggressive stabilization efforts, i.e., April 2009 onwardBqs€el).

Looking retrospectively, the recent change in policy direction should not obscure the challenges faced

by the central bank ithe firsthalf of FY0Q In particular, SBP had to deal with carryover of

macroeconomic stresses of the previous year which aggravated in early 98tress was

stemming from(1) sharply rising inflationary pressures in the economy, reflecting both excess

domestic demand prasges as well as pass through of rising commodity prices in the international

markets (2) hangover of exceptionally high fiscal deficit in the previous yedrich was mainly

financed through borrowings from the centralhaAkd di ng t o S Bf&excegiondl f i cul t i e
growth in government borrowings from central bank continued even in initial months ofF¥QS.

resulting demand stimulus, fed the already unsustainable external account bhefiwt face of

declining external inflows due to the énhational financial crisis and deepening global recession, this
deterioration in external account |l ed to a subst

reduction in domestic liquidity, and a further impetus to domestic inflation (ax¢hamge rate
depreciated)

Figure 4.1: Monetary Management and Key Indicator:
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! Both the SBP and the government agreed to undertake varitiyspeasures under the stabilization program, detail of
which is available in SBRMa&a00Monetary Policy Statement Jan

2 The outstanding stock of Market related Treasury Bills (MRTBs) reaRs@®93.4billion by November 2008 frorRs
1053.1billion at endlune 2008.
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In this backdrop, the immediate challenge for the central bank was to moderate excessive demand
pressures in the economy through further monetary tightetnipeory, for more effective
transmission of monetary policy, liglity conditions in the intebank market must be further

restrictive But the policy options for the central bank became more complex following the liquidity
shock of October 2008 that hit the domestic financial systeriven by rumors showing conceros
stability of some of the local banks in the backdrop of global financial crisis, some seasonal
withdrawal of deposits, and the impact of depleting FX reserves, the banking system experienced an
abrupt and large decline in deposildore disturbingly the resulting panic permeated through the
equity market and affected the mutual fund induatryvell The SBP was therefore forced to inject
substantial liquidity in order to quickly restore confidence in the financial systém effect of this
liquidity support continued even into early months of FH209.

Box 41: Policy Coordination

The key objective of macroeconomic policies is to achieve ecergtability with high rate of economic growth.
Regardless of their common objectives, the instruments and preference of both policies can be different. Sinc
policies are executed lgglifferent)independent authorities, decisions under one pokeympinge onthe
effectiveness of otherThus,policy coordination i®ssentiato achieve the desired objectives.

In this backdrop;tiis important to note that the desirable improvement in macroeconomic indicators in FY09 wa
outcome of well cooridated macroeconomic policies.§.,monetary fiscal and exchange rate). In contrast to
previous years, all the three important policies this year had worked in the same direction. It can be argued th
policy coordination allowed SBP to loosenritenetary policy stance in April 2009vithin five months of the start of
aggressive stabilization effort. .

In terms of coordination with fiscal policy, the fall in budget deficit in FY09 and introduction of quantitative ceilir]
budgetary borrowig from the central bank under SBA contdione of the key sources of reserve money growth, i/
government borrowing from SBP. In addition, government introduced certain changes in the framework of prin
auction in April 2009. For example,

(1) The Ministry of Finance is now deciding the @ff rates in primary auctions of government debt
instruments; earlier this was done by SBP. This measure will help market to clearly distinguish betwe
changes in cuoff rate (which is purely driven by domesticideonsideration of the government) from
monetary policy signa) thereby improving the transmission of monetary policy.

(2) The auction decisions are now focusing on targeting vadumstead of the cubff rates. This measure will
make market interesttae s mor e responsive to governmentos

(3) The government is nopreannouncequarterly auction volumé his will help SBP in better forecast
liquidity available in the market. For the market, the increased predictability would lower thkityatat
market interest rates.

The monetary policy was also complemented by sharp adjustments in the exchange rate. In particular, a shar
depreciation in the value of rupee against US d¢llér3 percent in JuDct period helped in containing the dal
demand for foreign goods by raising their rupee cost. The overall gains from this contraction imownswer were
partly erodedy thedeceleration in export growth due to persistent recession in the international market.

In short, central bank had to strike a balance between the need to reduce the excess demand pressure
(so as to instill macroeconomic stabilityhich is essential to grow rapidly) and infusing ldjty (so

as to ensure stability of the financial system) the same time, given the dire need to stabilize the
economy the governmenwntith the support of SBReRmbarked upon an extensive macro stabilization
program As a part of this program, SBP raisene policy rate by 200 bps to 15 percent in November
2008 Besides aiming to address macroeconomic imbalances, this increase in discount rate clearly
signaled to the market that exceptional liquidity support was not tantamount to a change in monetary
pdlicy stance This monetary measure was supported by increased fiscal discipline, constraints on
incremental monetization of the fiscal deficit (thus removing a major source of incremental demand)
and a welcome sharp adjustment in the exchange rate
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With fiscal and monetary policies both moving to restrict demand, there was a visible decrease in
aggregate demand pressures in the econdrhis was evident particularly jifl) contraction in

current account deficit in response to gradual drop in YoY ingrosith; and @) sharp slowdown in
private sector creditAs a consequence, inflationary pressures in the domestic economy also eased,
helped by a concurrent fall in international commaodity prices.

While improvement ithe macroeconomic indicators wasryeencouraging, SBP kept the policy rate
unchanged in its monetary policy reviefWJanuary 2009The easing of monetary policy was
constrained by the fact that it was not clear whether this improvement in keyimgicedors would
continue Specifically, the risks to current account deficit compounded from deceleration in export
growth, whereas improvement in fiscal discipline became doubtful given possible slippages in tax
revenue target due to slowdown in economic growtlore importantly, core infigon was still

showing considerable stubbornness

Nonetheless, as inflation began to falrtly benefiting from a sharp decline in international prices
coupled with dampening inflation expectations, and current account deficit narrowed substgntially b
the end of Q3Y09, SBP reduced the policy rate by a 100 bps effective from April 21, 2009 to 14
percent This decision was further supported by more pronounced weakening of excess demand
pressures in the same peridébr example,

1. An unusual collapsof private sector credit in H2Y09, which contracted by 6.0 perceht.
Though the secondalf of each year generally coincides with retirement phase of credit cycle, the
decline in credit during HEYQ09 wasexceptional More importantly, the slowdownag broad
based as a large number of industries have witnessed substantial retirement in credit during H2
FY09. While the role of weakening domestic demand pressures was significant, a combination of
global and industry specific shoglssich aghefall in raw material prices, economic slowdown in
US and EU markets and structural issues of textile industry (which led to fall in textile export)
weakened the credit demanilloreover, risk averseness of banks in the wake of rising NPLs
further slowed down theredit growth during the period under review.

2. On the fiscal side, though the deficit
remained higher than tlenual FY09 Figure 4.2: Trendin Twin Deficits
target of 4.3 percent, it was well below ICugrentaccountdefia Fiscal deficit
that in theprevious year Most of the
slippages emerged after March 2009 as
expendituresncreased significantlas
the government sought to expedite the
rehabilitation of IDPs (seigure 4.2).
Though additional requirement for
unanticipated higher deficit in G8Y09
was met through domestic sources,
borrowing from central bank remained
subcied’

as percent of GDF

3. Together with improvement in fiscal FYO5 EYO06 EYO7 EYO08 FY09
discipline, the contraction in current
account balance gathered some pace by

3 More importantly, the slowdown in HZY09 stemmed from both lower incremental demand for running finance and fixed
investment loan.

“ Budgetary borrowing from SBP, of Rs 49.4 billion in-©%09 was lowered compared with B%.5billion in Ju-Mar

FYO09. Thus, the stock of Market Treasury Bills for Replenishment (MRTBs) with &fned toRs1107.9billion by end

June 2009 from R$393.4billion at endNovember 2008.
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end of Q3FYQ09. This was mainly driven by a sharp drop in YoY import grawlhus, in terms
of GDP, the CAD reached to 5.3 percenE¥09 compared with §.percent in FY08.

Encouragingly, the impact of slowdown in demand pressures did translate into desirable decline in
inflation, both core and CPI, in H2Y09. Indeed, the persistence in yaaryear inflation seen

during HEFYOQ9 stated to ease as CPI and both measures of core inflation (non food non energy, and
trimmed) witnessed declining trend January 2009 onwarts downturn in inflation accelerated

further by end of Q&YO09. In particular, YoY CPl inflation fell to 13.1 peent in June 2009 from its
peak of 25.3 percent in August 2008

Within CPI, it is encouraging that ndaod component of CRhat hadshown some resilience till
February 2009 in the wake of uptrend in House Rent Index (I§|Bobegan to weakenThe
downward adjustment in domestic fylces in response to the decline in international fuel prices
had a significant role in moderating nfood inflation and it is expected that HRI wowsodecline
in months ahead in view of fall in

international pice of metal and other Figure 4.3: Yield Curve Spread*
construction material 2.5
2.0 A
In addition, it appears that the secendnd 15 A /\
effects of high food inflatiothatwas . / U/ \
prevailing in past few years, has peaked out | g 1.0 «\,—/\’\ / \
as () stubbornly high food inflation g 05 ~
witnessed sharp dropnd @) inflation oo - \ .
expectatiorchannel through which second ' \ /
round impact transmitted in overall inflation -0.5 V
finally started to dampenThe impact of -1.0
latter isvisible in the fall inyield curve 8885555333838 3
spread term premiuni.e., difference between S88358883588535
yields on longterm and shofterm
government papers) which even became * 4 Year PKRV rates- 6 monthPKRYV rates
negative in last few months of FYQ9 (see Firure 4.4- Monetary Policy St
Figure 4.3. Since the market had already 9 ToneAy oIy S -
priced in some ease in monetary policy
stance, market repo rates remained almost Aggressive monetary tightening to @_' o
unchanged following the April 2009 cut in 12 faddressevere macroimbalances /A A-| 24
policy rae.ﬁ SBP's policy rate
. E 8 1 16 §
The market rates however started softening | ¢ \ o
again in June 2009 following the release of | & \LL%XUCP' RHS) ,J/ / =
CPl inflation for the month of May, which 4 Nv M 8
showed a considerable decline of 2.8 Some |mprovement|n macromdlcators
percentage pOiBin YoY CPI inflation allowed SBP to relax its policy stance
. . . . (O e e e e e e e e e B O
Interestingly, the CPI inflation contindeéo G T OO D O ©© 0 > O
slow down, and in July 2009 reachibe level 222322322 Z22E22
prevailing in February 2008, when the policy SOLSOLS0uLS30usS0ouns

rate was 10.5 percent (seigure 4.4). Not
surprisingly, expecting a sharp decline in policy rate (and supported by liquidity injection due to

5 HRI which constitute 23.4 percent of CPI or around 39.3 ofr@Rifood inflation witnessed 18.3 percent YoY inflation in

July 2009 compared with 18.9 percent in May 2009.

% Though the market rates increased towards the end of March 2009, this was mainly due to advance taxation payments and
retirement of SBP budgetaborrowing. The market continued to anticipate downtrend in long term inflation as in PIB

auction held on April 15, 2009, banks offered higher than targeted amount (i.e., Rs 49.3 billion against Rs 20 billion).
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external flows) market interest rasalso fell significantlyahead othe scheduled releas# the
Monetary Policy Statement gkugust17, 2009

The actual cut in the policy rate announced on Augus2Qd9was perhaps below market
expectations Indeed the following risks totherecent recovery in macroeconomic stability largely
constrained SBPO6s ability .to aggressively reduce

1. The recent trends in montvermonth (MoM) inflation indicate that strong inflationary
pressures are#@merging (se€igure 4.5. Further, despite some decline in recent months, core
inflation is still high This suggests that underlying inflationary pressures are still signifitant
fact, these underlying pressures may strengthen when thepriagespiral stemminfrom the
recent increase in salaries in the public sector would work through the economy

2. Another risk is from imported inflation as international commaodity prices have again started to
show strength since CYOT his together with any further depretis of rupeewould put
additional upward pressure on domestic prices.

3. The risks emanating from external account imbalances are exacerbated by the likelihood of a
small recovery in import growth in FY10t may be noted that the deceleration in countd s
imports seems to have bottomed out as=¥89 witnessed a slight YoY increase in imports and
international commaodity prices
rebounded in the recent months (see - , —

. . Figure 4.5: EmergingRisks
Figure4.5. At t he same tfi YoY import growth

MoM CPI inflation

exports continued to slowdowrrurther, 66 4
thereae concerns on Pa I
fund even smaller external deficits in the 44 V 3 |
aftermath of the international financial n V\
crisis The concerns on future path of 22 £2 | i
financial flows become more relevant S MA ) 5\ |
given the fact that the repaymentofone | = % [y7"V | |~ 1 =! V| v
of the sovereigndinds and other bilateral
. -22 0 {1
payments will start by erBY10.
-44 -1

4. Finally, the weak fiscal position is also a e R ®gg -

concern The need to increase spending E E E § E § E 3 E 3 § 3 E 3

on priority areas such as infrastructure
development and poesonflict
rehabilitation, together with the risk slippages on revenue targets, raisesiskmacroeconomic
stability. Moreover, a limited fiscal space would constrain the government ability to absorb any
commodity price shock

The developments in macroeconomic indicators had implications forlgiowtonetary aggregates

In particular, the money supply growth dropped to 9.6 percent in FY09 from a robust growth of 15.3
percenthe previougrear® The reduction in reserve money growth was far steeper as it fell from 22.3
percent in FY08 to 1.9 peznt in FYO9 This trend is different frorthe previous two years when the
slowdown in M2 growth was accompanied by a sharp rise in reserve mbhisychange in trend in
FYO09 is largely explained by a sharp decline in government borrowings from SBIg this period

"Prices of most o fcommbdéiesRamtinied to @se i BY0Y, engept forta few significant commodities
such as palm oil, POL and crude oil. But even here, the benefits of fall in the prices in dollar terms were offset by the
substantial depreciation of the rupee.

8 Resultantly in terms of GDP the broad money reached to a lowest level (39.2 percent) in the last seven years.
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Though the banking system in Pakistan remained largely insulated from the effect of global financial
crisis, the buileup of macroeconomic imbalances and subsequent slowdown in economic growth
posed a difficult business environment fonka

The sharp increase in ngerforming loans (NPLs) of the banking system has been one of the key
concerns in FYO9The gross NPLs increased by Rs 156.6 billion whereas net NPLs that adjusts for
provisioning® rose by Rs 85.2 billianOn a positivenote, a quartewise analysis of NPLs during

FY09 shows that NPLs grew rapidly up to third quarter; after that growth in NPLs started to recede
This sharp rise in NPLs made banks more risk averse while lending to private skmi@ver it

may be notd that banks were ready to meet a substantial increase in financing demand of the public
sector

The growth in deposits of the banking system has been weakening since January 2008 in the wake of
continued external account pressures and shift in putefenrgnce away from deposits due to high
inflation. In October 2008, banks suffered a major shock as deposit base eroded by Rs 90 billion due
to concerns on stability of local banks in view of global financial criSl®ugh the banking system
deposits Bowed some recovery in subsequent months, a number of developments suppressed their
uptrend For example, 1) slowdown in economic activities as evident from deceleration in private
sector credit growth;2) lower liquidity injections into banks followinigsser budgetary borrowings

from the central bank3] increased competition from National Saving Scheme (N@ppefverse

impactof SBPO6s | i qui di t y. Thisitrem dawever thangddanrtbe kst twea moaths of
FY09 when the deposit baskarply expanded by Rs 331.9 billioimterestingly this was the period

when banks were extending advances for procurement of agriculture commdditesrall terms,

deposit growth decelerated from 13.8 percent in FY08 to 7.8 percent in FY09

Finally, in CY08,economic slowdown haalso affected the banking activities. In particular, the
banking system faced a sharp deceleration in private sector credit, weakening deposit growth,
deterioration in asset quality, and losses in equity investmé&ren in such difficult circumstances,
banksremainedadequately capitalizeénd wereble to post a profit of Rs 43 billidor 2008.

4.2 Developments in Monetary Aggregates

Growth in broad monetary aggregate (M2) decelerated for yet another yedd9nds¥pping to
single digit growth for the first time in eight yearShe deceleration in M2 growth during FY09 is
particularly significant because:

Figure 4.6: Yearly Growthin M2 Growth YoY

(1) The negative gap between growth in M2

: _ M2 and GDP FYo7 FY08
and that of nominal GDP witnessed last M2 Nominal GDF —— FY09
year, grew very sharply dag FYQ9 (see 29 210
Figure 4.6). This, coupled wittadecline
in commodity prices in the international 23 / 178 \/\./\ /
markets, has significantly improved the o
inflation trends of the country. |5 /"\/\/ o /\ M

s 17 c14.5 \J
(2) The YoY growth in M2 during FY09 has | = / = l\/\

remained consistently below the previoug ~ 1? v \/\_/\
y e alevél.sln contrast, the YoY growth W

in M2 during FY08 exceeded previous S P 8.0
year 6s growth for m
(seeFigure 4.6. Hence, the slowdown
in M2 growth during FY09 possibly

Jul |
Sep -
Nov |
Jan _
Mar |
Mav

® Banks availed the benefit of 30 percent of Forced Sale value (FSV) of collateral while calculating provision requirement

80



Money and Banking

neutralized a major part of the monetary overhang created in thelipgpgear

(3) The deceleration in M2 growth to 9.6 percent by-@ade 2009 was despite B34.9 billion
addition to the stock of monetary aggregate in the last two months of FiYd®ed the
cumulative growth in M2 was only 2.4 percent duringdpt FY09. The large impetus to M2

growth April onward was caused by sudden expansion in reserve money and significant growth in
and to the

banksd credit to PS

Es

gover nment

operations In particular, reserve moneyvelled by Rs 44.8 billion during Majun FYQ9 thereby
raising the cumulative growth in the stock of reserve money to 1.9 percent by end June 2009
against a decline of 1.2 percent duringApt FY09. Similarly, advances by scheduled banks to

PSEs and tthe government expanded by RK.5 billion in the last two months of the year

against Rs 334.6 billion provided during-Apr FY09,

(4) While the decline in M2 growth during FY08 was driven exclusively by the negative contribution
of NFA of the bankingector, the deceleration in the growth of broad monetary aggregate during

FYO09 is explained largely by the sharp deceleration in the growth of net domestic assets of the

banking sector (sdéigure 4.7).

A disaggregated analysis shows that the steémftile growth in net domestic assets of the banking
system was accompanied by major changes in its compoditigrarticular, the growth in credit to

private sector, which remained at 16.5 percept
Figure 4.7: Contribution to M2 Growth

in FY08, collapsed to 0.7 percent during
FY09. Similardy, budgetary borrowing from
the banking sector was sharply contained
during FY09, reflectingX) a lower fiscal
deficit; and @) increased availability of funds
from nonbank sourcesMore importantly,
within the banking system, the share of
budgetary boowing from SBP was reduced
to 69.3percent against5.8percent in FY08,
indicating active participation of the
scheduled banks in the auction of governmer
securities against a net retirement in the
precedingyearFi nal |l y, sche
advances tthe government for commodity

—

o
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percentage point

Net domestic asse

Net foreign asset

operations and credit to PSEs rose strongly i

FYO0O.

4.2.1 Net Foreign Assets (NFA)

The stock of net foreign assets (NFA) of the
banking sector contracted for yet another yesg
in FY09. However, the depletion in net
foreignassets of the banking sector fell to Rs
150.2 billion in FY09 compared to Rs 317.4
billion in FYO8 (se€eTable 4.7).

Furthermore, in contrast to last year, the
entire contraction w
NFA as scheduled banks witnessed an
expansion of R 5.6 billion in their NFA (see
Figure 4.8).

While the phenomenal decline in NFA of the

=
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Figure 4.8: Yearly NFA Flows
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banking sector in FY08 was caused by a
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sudden widening of the current account defici Table 4.1: Monetary Aggregates
well as a deceleration in inflows in the financi: flows in billion Rupees, growth in percent

account, the lower contréian of NFA during

FY09 was mainly a result of significant decline

in the current account defidias surplus ithe
financial account narrowed further

Monthly trends show that, during the first five
months of FY09, NFA stock had continued the
steep fall withessed in FY08, as deterioration ypa

overall external account persisted
Consequently, during JNov FYQ9, stock of
NFA of the banking sector reduced by an
exceptionally strong Rs 357.3 billiotHowever,

sustained decline in current account deficit sir

November 2008 resulted in a corresponding
improvement in the overall external account

balance, with a gplus of US$ 1.8 billion in the
overall balance during the last two quarters ol

FYO9Q. Fol | owing the upt
overall external account balance, contraction

NFA of the banking sector eased gradually sil

December 2008 (sdegure 4.9). In fact, NFA

of the banking system saw an expansion of R

141.7billion during DeeJun FYQ9, resulting in
a cumulative depletion of Rs 150.2 billion for
the entire year

An analysis of foreign exchange flows reveals

that the improvement in NFA of the bangin
system November onwards wageaultof
improved inflows in the public sector as well
as lesser outflows by the private sector
While budgetary shortfall in external
financing inflows reduced considerably,
private sector foreign exchange outflows
declired inthelatter half of FY09 owing
largely to smaller import payments
Specifically, a broad based declinel®5
percent in imports limited the trade deficit to
US$12.5billion by endJune FY09 compared
to US$ 15.0 billion in FY08 This, coupled
with relative improvement in services accoun
and strong inflow, of
consideraby ease netforeign exchange

Flows Growth rate
FYO8 FY09 FY08 FYO09
M2 624.0 4481 15.3 9.6
NFA -317.4 -150.2 -32.2 -225
SBP -308.0 -155.8 -39.1 -324
Scheduled banks 94 5.6 -4.8 3.0
941.4 593.2 30.6 14.9
SBP 6225 106.9 413.0 13.8
Scheduled banks 318.9 4914 10.9 151
of which
Government borrowings 583.8 5240 63.0 347
For budgetary support 554.6 3164 68.5 232
SBP 688.7 130.9 199.6 12.7
Scheduld banks -134.2 185 -28.9 56.1
Commodity operations 28.7 209.0 29.1 164.3
Non-government sector 4417 1719 171 5.7
Credit to private sector 408.4 18.9 16.5 0.7
Credit to PSEs 33.0 1526 409 1343
Other items (net) -84.1 976 19.9 19.3
Memorandum item
Total domestic credit 1,0255 6958 293 154
Reserve money 269.7 275 223 1.9

- Sum of government and ngovernment credit

Figure 4.9: Stock of NFA and Overall External Balance
1 Overall external account bala—— Stock of NFA (RHS!
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outflow pressureduring the year (sefeigure 4.10.
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NFA of the scheduled banks registered a net expansion of Rs 5.6 hilliag &Y09 in sharp
contrast to a decline of Rs 9.4 billion in the

preceding yearImportantly, this reversal Figure 4.10: Key Foreign Exchange Inflows/Outflow

was despite the decision to shift foreign B rade (net WServices (net - QLo investmer
exchange requirements for payment of oil ‘ Blongterm loans (ne
imports to the interbank markethe reversal 0 12

inthegrowth® schedul ed bajr j

mainly explained by |s 4 9 S
remittances and substantial retirement of @ &

foreign currency loans by the business sectof 2 | S6

following large depreciation afipee against S 3

major currencies during the first five months | 2

of FY09. The sharpupee depreciation made | -12 3

foreign currency financing costlier resulting

into strong net retirement of FES trade -16 0

loans during the initial months of FY09, and 8 FYO8  FY09 Fyos  FYO09

corresponding rise in foreign assets of
scheduled banksWith relative calm in
foreign exchange market during rest of the

Figure 4.11: FE-25 Loans and Exchange Rate

year, the decline in the stock of 25 trade =—=1Change in PKR/US$ (RH¢
related loans was largely contained (see —$Faggfﬁgr?§'; (outstandin

. i ing (outs ini
Figure 4.17). : 15
4.2.2 Net Domestic Assets 4 M e .llnwur—m 0.0
Growth in net domestic assets (NDA) of the 3 “ 15

banking sector slowed sharply to 14.9 eertc
during FY09 compared to 30.6 percent in
FY08. This was because of large declines in
the contribution to the stock of NDA by N——
budgetary borrowing and private sector
credit While credit to public sector
enterprises (PSEs) and financing for
commodity orations expanded
significantly, these were not large enough to
arrest the deceleration in growth in NDA of | Figure 4.12: Contribution to NDA Growth
the banking sector (s&égure 4.12. EFYO8EFY09

N
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billion US$
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. Other item (net)
Government borrowings for budgetary

support

Budgetary borrowing from the banking
systemduring FY09 wasconsiderablylow
following significant decline in fiscal deficit
during the year and improved nbank
financing inflows, especially from NSS\s a Commodity financing
result, net budgetary borrowing from the
banking systenncreasedy Rs316.4billion Budgetary bormrowing
during FYO9compared vith Rs 554.6 billion
in FY08. Yet, bank borrowing constitutes -5 0 5 10 15 20
nearly half of total budgetary financing in percentage point
FY09 (sed-igure 4.13.

Creditto PSEs

Private sectorcred
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More important for the monetary policy during FY09 was the welcome shift in the composition of
budgetary borrowing from theanking sector The expansionary fiscatance of thgovernment in

FY0O8 together with a shortfaldl in external finai
government paper had caused high budgetar
borrowings from the central bankndeed, Figure 4.13: Fiscal Deficitand Bank Finance
thestock of outstanding MRTBs more than = Fiscal deficit as percent of GL
doubled during FYO0S8 Realizing the adverse Bank finance as percent of total budgetary finance (f
implications of heavy reliance on central ban 8 — 80
borrowing for the macreconomy and /\ \
effective monetary management, the 6 N—| 50
macroeconomic stabilization program = /\ ] £
initiated under StanB8y Arrangement S 4 H > - H 208
included specific conditionalities on a 8
guantitative ceilings on budgetary borrovylng o U - - H 10
from SBR As a result, budgetary borrowing
from SBPof Rs 130.9 billion in FY09 was 0 40
lower than Rs 668.7 billion in FY08 N @ ¢ o o ~ o o
o o o o o o o o

_ _ o A O A A A R (A

Notwithstanding the decline irudgetary

borrowing from SBP by endune 2009,

disaggregated data show an uptrend during the first five months of thdty@as only after the

inception of the macroeconomic stabilization program in November 2008 that the government

borrowing from SBPtarted tapering off This was made possible ;il) improved external

financing inflows following StandBy Arrangement(2) schedul ed banksé renewed
government papeand @) larger than budgeted inflows in NSS

As a r es ul tngnesk to financekbadget deficit, the government was able to ral85.Bs

billion from the scheduled banks in FY09 against net retirement of Rs 134.2 billion in FY08
Consequently, scheduled banks financedfromaj or por
the banking system in FYQ09 (sEmure 4.14.

Figure 4.14: Budgetary Borrowings

——SBP Scheduled bank
700
FYO0S8 [\/ 450 FY09 r\
560 360 1\
Al JUN
420 f"_/ 270 /V NI
2 280 & 180
S 140 ~ S o a
3 3 4
0 %ﬂw 0 ”R\”““””Yv/
-140 \__— 90
AVaVi
-280 -180
35355233088 dasIST L 353352383339 nSSSSw
SS22=========== S22 =:=
Banksd greater desire to i nv ethdfactithat bapks(t)aeren ment p a

expecting regular cuts in interest rates on government securities as inflation trends improved and
external financing inflowincreasedand @) shied away from credit to the private sector due to
perceived higher risks consequent to rising-performing loans
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Additionally, demand for credit from the private sector shrank owing to slowdown iastiem
economic activity exacerbated by power
shortages, and decline in external demand fgr rigure 4.15: Bank Creditfor Commodity Operations

exports due to global recessiofs a result, By type of govemment During the year

the increase in credit to private sector mFederal®Provinces ——FY08——FY09

collapsed to only Rs 18.9 billion in FY09 225 225

compared to Rs 408.4 billion in F80 180 180 I/

Commodity Financing 0 135 o130 l

Credit to the government for commodity S 90 = 90

operations recorded an exceptional rise durirjg 5 = /A

FY0Q. Speci fically, banlk 45 = 45 /_’J/\

government for commodity operations 0 0 le—gpf S

reached Rs 209.0 billion during FY09 —

compared to Rs 28.7 billoin FY08 s -
. . N~ = o

Though contributed by both tiers of the E E E E E S332828

government, the major part of the sharp
increase came from commaodity procurement
by the provinces

Figure 4.16:Bank Financing against Major Commodities

Monthly analysis show that while bank 220 viheat .FYO_S g
financing for commodity operations remained Rice
higher than the préaus year since October 165 Cotton
2008, the steep rise in commodity financing -
during FY09was largely concentrated in the | £110 Edible oil
last quarter of the year (sEeyure 4.15. 5 Pulses
3 55
Commoditywi se breakup of Seeds
to the government reveals that procurement ¢f 0 Fertilizer
wheat @minated commodity operations
during the year Thus while the October B e mmao Sugar
2008rise in commodity financinwas caused 2CI2TTEE 11 0 11 22
by bank credit for wheat import, the sudden 58882283 oilion Bs

jump towards the end of the year relates
mainly to domestic procurement of whe#tis interesing to note that while the minimum guaranteed
price of wheat was 52 percent higher than that
of last year, the government procured over 9| Figure 4.17: Creditto PSEs (cumulative flows)

million tons against the initial target of 6.5 160 FY08 —— FY09

million tons Additionally, larger

procurement of rice and fertilizeompared to 120 /
other commoditiesontributed to the rise in

commodity financing during FY09 (see 80 /

Figure 4.16.

Credit to PSEs N
Growth in the credit to the PSEs increased

sharply during most of FYQ®nainly due to
credit requirements of the energy sector on
account of delays in settlement of oil price

N
o

billion Rs

-40

. . . 5@Q5>O%QEL>C
differential claims on the government S 23 0285832 &8 A

Specifically, credit to PSEs rose to Rs 152.6
billion during FY09 compared to Rs 33.0

85



State Bank of Pakistan Annual Report 2Q089

billion last year (se€igure 4.17).

A further analysis reveals the progress efdarto PSEs in two sharp spikeEhe rise in credit

extended to PSEs during the initial months of FY09 apparently relates to credit demand by a public
sector oil marketing company and a refineNon-settlement of price differential claims by the

govermment and evolution of circular debt kept credit requirement of the PSEs at higher Tewels

steep rise in credit to PSEs in March 20@8however interesting given the fact that the government
arranged partial settlement of circular debt through issiahgovernment backed term finance
certificates, which was meant to offset part of
(seeBox 42). Apparently, a few PSEs, which had previously exhausted their prescribed credit limits

with banks, havavailed the cushion for fresh

lending after settlement of part thfeir Figure 4.2.1:Inter -Corproate Debt in Energy Sector*
outstandindank credit 220
Box 42 Inter -Corporate Debt and Its Implications 184

The intercorporate debf actually emerged in FY08
when the government decided to provide fiedated

subsidy to domestic consumers following an ¢ 148
unprecedented hike in international oil pri¢ese s
Figure 4.2.1). Given the weak fiscal position, :; 112

government was facing difficulties in settling the price
differential! claims with Oil Marketing Companies
(OMCs) GeeFigure 4.2.2).¥2 Meanwhile, government 76
was also subsidizing the electricity tariff rate in FY08
which generated price differential claims with
Independent Power Producing (IPPs) companies

40

Jun08 Jun-09 14-Sep09
The circular debt problem during most of FY08 was * Basedon information collected frormelected corporates

mainly onaccount of oil price subsidies to domestic
consumers Subsidies relating to electricity tariffs were largely covered by the budgetary allocations

During FY09, though the government had removed the
subsidy on oil prices, the stock of circular debt continue
to grow as the year progressdddeed, the continued Capacity utilization

subsidies on energy and delays in settlement of electric Refineries Power
tariff claims from FATA caused liquidity shortages in a

Table 4.2.1: Impact of Circular Debt

Crude oil imports*

1 . FY08 89.5 56.3 3.1
state owned power company, which in turn led to buildu
of large payables (both undiéxed andvariable tariff) tg Y09 81.9 35.5 -7.0
(1) IPPs for the electricity purchasexhd @) fuel Source: Pakistan Energy Yearbook 2008 for refineries and Econ

distribution companies for furnace oil and natural gas  Survey 2008 for Power
purchasé.3 Resultantly, a chain of unpaid claims among * Quantum growth
different entities (such as IPPs, OMCs, public sector gas

distribution companies and refineries) in the energy sectogroamin FYO09.

As the circular debt situation unfolded in FYQ9, this had two significant implications:

1. Contraction in industrial productivity in a number of industries as energy slippagesntensified. The liquidity
constraints in refineries and OMCs, resulted mainly from circular debt issue, did not allow them to import sufficient
crude oil necessary to operate at their usual capaggya result, a number of refineries and power inéksivere
forced to produce below capacity throughout the year{abke 42.1).

19 |nter-corporate debt is atahtion where a company withheld payments to its suppliers thereby resulting into a situation

where suppliers also stop making payments to their creditors.

11 Government was supposed to compensate OMCs for the differential between the internationasaihpribe domestic

consumer prices of petroleum products.

12 As a result, few OMCs had to borrow from the banking system (against government guarantees) in FY08; however, these
entities were abl e t o rJene2008dn the wada gartiah detdetnenbo differgntat claimebyby e nd
government.

13 Under the Power Purchase Agreement, power purchaser is liable to pay two components of tariff to the electricity

generating companigse, fixed and variable energy component.
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2. High banks®é exposure on

bridge finance frombanksT hus, demand

energy and power Thedelysinthes as
settlement of differential claims with government and thetiessliforced some of the corporates to obtain steorm
banks6 finance

for

has not only caused I mmense
Figure 4.2.3). As the magnitude of exposure got closed to the prescribed Ignitegbanks became reluctant to extend

incremental loans to these entities in-FHZ09.

i ncThikased

d e mi

dr a

pr es s uexpasuratathede antitles(€ee | | qui di t

Moreover, anecdotal evidence suggests that fewpaoias even stopped payments to their creditors as their advances limits

with banks were exhaustethterestingly, although the

advances to energy and petroleum sector have expani Figure 4.2.2: International Oil Prices
i

robustly in FY09, this does not contribute significantly
the outstandlig stock of norperforming loans (NPLSs) in
this sector The explanation is that the large entities
involved in the circular debt have shégtm running
finance lines with banks which were either rolled over,
in some cases, settled by these entiflels. may, however,
be noted that a few small IPPs reported problems in
servicing their banksd of
in the recent monthsThis situation arose mainly due to
discontinuation of fixed tariff payments by a state owne
power companyn previous years which had grown in
sizeable amount in FY09

Given the severity of circular debt issue and the
government commitment under SBA program to elimin
this problem, several measures have been taken in 20(
For example, the governmentshagreed to a gradual

US$ per barrel
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reduction in energyelated subsidyFor instance,

electricity tariff for industrial consumers increased by 23.8 percenin(#ving average) in FY09 compared with 14.9

percent in FY08

Further government has issued Privategcet TFCs
(against government guarantee) twice in 2009, for a
cumulative amount of Rs 175 billiorspecifically, PEPC(Q

a rate of KIBOR plus 1.75 basis points in March 2809.
This issuance was meanotreduce significant part of
banksd claims on public &

shift the same to government sector through a debt $war

Consequently, reducing b
entities and increasing their investments in PPTFCs
Though the issuance of PPTE@ad no immediate cash

i mpact on bankadbdervddthatefevd i t

public sector enterprises had acquired more advances frt

banks to pay their due taxes as they got cushion for frep
borrowing Similarly, in Septembe2009 another PPTFC$
of Rs 85 billion was issued by newly established power
holding company against the guarantee of government|a
price of KIBOR plus 200 basis points.In terms of cash

impact, out of total issuance amount, Rs 40 billion is th

Figure 4.2.3:Banks' Outstanding Exposure on Selected
Corporates*

issued government backed PPTFCs worth Rs 80 billior] ¢ ® Publica Private

billion Rs

105

84

Issuance offirst

PPTFC

]
w

S
N

N
=

Jun08 Jan09 Mar-09

11-Aug-09

| * Includes selected publicand private sector enterprises

12}

cash ifection and the remaining of Rs 44.9 billion is the

settl ement of banksodé exi sti

“itisobservd t hat few corporates

15 The maturity period of PPTRGs five yeas.

Banksd i nves shaeanobfsettingimpRcPEher€ er m banks 6

ng

exposure on vari ous

paid their part

(particularly the power sector) and a few public sector enterprises.

Y The PPTFG have five yeas maturity, inclusive of grace period of 24 months. The PRSWL be listed into CDC and

(o]

advances

ent i

f banksb®o

may be considered in the list of approved securities for investoiygmiblic sector institutional investors (such as pension

funds, gratuity fundsetc).
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To sumup, the efforts made by the government to resolve circular debt paid dividend as the stock of circular debt has
reduced significantly from Jun 2009 level; though still remains sized@dteover, prompt adjustment in tariff differential
subsidy is much desirable to attain the significant reduction indotgrorate debt in the energy sector

Private Sector Credi (net)
The growth in private sector credit fell sharply in FYQ9 to just 0.7 perdehis was in stark contrast
to 16.5 percent growth recorded in the

previous year and average growth of around | Figure 4.18:Private Sector  Seasonality in Private Sector
Credit Credit

24 percent duringhe lastsix years ending in mH1 BH2

FYO08 (sed-igure 4.18. 35 [L 24 §§§g'r'§nim]
Monthly trend shows a gradual slowdown in | _ 28 Avg rowh 24 §18 '
credit growth since November 2Q08he 2 Al growth 165 S | \
unusual development however was the 521 — 212 I
sudden collapse of credit efike during H2 g S

FY09. Though the seconbdalf of each year 8 14 8¢ |
generally coincides with decline iret credit

expansion, the decline in credit during-H2

FY09 was exceptional as it contracted by 6.0 i T 6

percent (se€igure 4.18.

o ~
FY91 ]
FY94 1
FY97 -
FY0O0 =L
FYO03 -
FY06
FY09 =
o
FY9l
FY94
FY97
Fyoo | (=
FYO03
FY06
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More worrying is the fact that this slowdown
in industrial credit was lmadbased atargenumber of industries hagitnessed gbstantial retirement

in credit during H.Z:YOQ (SeeTabI_e 4'3' . Table 4.2:Most of the Sectors Witressed Fallm Advances
Further, the credit slowdown during HRXY09 is _Growth in H2

evident in the incremental demand for both, FY09
running finance and fixed investment loans (s percent H1 H2
Figure 4.19. Sectors showing fall

Agriculture 6.9 -4.5
Nonetheless, demand for fixed investment |0 Mining & quarrying 3.1 6.5
remained stronger than that of running financ: Food products & beverages 10.6 -4.2
(seeFigure 4.19. The resilience in demand fo Textile 51  -11.0
long-term loans came from power, fertilizer an Refined petroleum products 26.1 7.4
construction sectorsPower sector, in particulal Fertilizer 614  -136
witnessed remarkable growth in lotegym loans cement 12.2 -0.8
mainly on account of disbursement committec machinery and equipment 16 -20.6
under power policy of 2002But fresh Construction 1.7 93
disbursement under power policy 2002 may N commerce & trade 35 96
increase in months ahead as moshef Transport & communications 6.9 2.9
companies have exhausted their sanctdone  oher business 19 26

limits with banks in FY09

Sectors showing deceleration

Basic metal 4.1 35
Electrical machinery & apparatus 25.3 2.7
Power 33.0 4.6

A further analysis suggests that a combinatiol
various factors has led to this sluggish growth
private sector creditFor example

1. The slowdown in credit growth coincides with deceleration in economic growth

The dfective and coordinated implementation of stabilization policies (monetary, exchange rate and
fiscal policies) aiming at addressing the severe macroeconomic imbalances faced by the economy, led
to slowing economy. In this backdrop some deceleratioreititagrowth was expected.
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Figrue 4.19: IncrementalWorking Capital Loans Incremental Fixed InvestmentLoans
DAvg (FY06-07) mFY08 mFY09 BAvg (FY06-07)mFY08mFY09
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Interestingly, a net retirement in credit demand of lesser magnitude was also observ&d/DOH2
when the country implemented stabilization program Egere 4.18.'

It may be pointed out that monetary tightening has beetace since April 2005 but a desirable
moderation in aggregate demand could not be achieMeel situation was distinctive in FY09 as the
monetary policy received a key support from the fiscal polinyparticular, reduction in fiscal deficit
and leser reliance on central bank financing helped the monetary policy in achieving its objectives
At the same time, a cut in development spending made a direct impact on demand for credit,
particularly in constructiorand related industriesuch as cememind basic metal

2. Global and industry specific factors further dragged down the demand for credit
A combination of global andomestidndustryspecific shocks, which kept the economy under stress,
further weakened the demand for credihese maint include following:

(a) It was the steep rise in raw material prices last year that helped in partly explaining the
resilience seen in private sector credit demand during FYO&{geees 4.20. However
during FYQ9, prices of raw material (such as palmaaitton and iron & steel) in
domestic and international

Figure 4.20: Impact of Raw Material Prices on WorkingCapital

markets have fallen sharply, Loans
thereby lowering the demand for | mNominal BReal*
credit as wellf? 32
(b) The decline in [c 24
volume during FYO9 further _
weakened the credit demand §16
While the stabilization police 24
curtailedt he gr owt h i
imports, severe recession in 0
global markets led to a decline in
export volume. Anecdotal -8
evidences indicata build-up of EY08 EY09

inventories in the textile sector * Deflated by norfood WP
following delays in the settlement

18 Country had signed two more stabilization program in 1994 and 1997; however, those were not completed successfully.
191t may, however, be noted that a part of faltaw material prices, international prices in particular, was offset by rupee
depreciation against US$;
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of export orders by tradingartners In such circumstancescrementademand for trade
financing weakened sharply during the year

(c) While the demand for credit by some industries was responding to tight monetary
policy,® a number of industries were facing decline in their petidity given the energy
slippages, structural problems, and security concérhis in turn led to lowering of
fresh credit demand

(d) The credit demand during FY08 was partly overstated as some of the corporates in power
and oil marketing sector resadtéo financing from banks following delays in the
settlement of their claim by oil price differential claifisin March 2009, some of the
IPPs settled a part of the bridge financing using resources mobilized through TFC
issuance$>*® This retirement ofdan depressed the overall growth in credit to private
sector

3.Banks were moreautiouswhile lending

Not only that the credit demand from the private sector decelerated during FY09, banks were also
hesitant while lendingThere were several factoshich contributed to this change in lending
behavior of banksFor example,

(a) Rising NPLs affected the incremental bank credit

The growing concerns on credit quality compelled banks to become more caliitieuecent steep
uptrend in total additiom nonperforming loans (NPLs), particularly in the corporate segment, is
quite worrisome (seBigure 4.21).* It may be noted that the repayment capacity of corporates came
under stress due to rising financial charges and narrowing of their piitle monetary tightening

in recent years largely explains the former,
the latter is owing to domestic and global
economic slowdown that had adversely
affected sales of corporateghe stress on
corporate liquidity magnified as a few
international buyers wermnot able to settle
their payments on time

Figure 4.21: Breakup of Total Additions in NPLs-FY09
B Corporatdl SME B AgiculturedConsumerl Others

The credit quality concerns are visible in
most of the banks as by March 2009, numbe
of commercial banks recording net NPL to
loans ratio above 10 percent increased to 12
compared to only 5 banks as of Magf08
(seeFigure 4.22.%° The sectowise NPLs
indicates that sharp increasengtNPLsto

20 The monetary tightening led to higher financial expenses for corporates. This, together with a decline in their net worth,
resulted in lowering otheir demand for credit. This suggests that the interest rate channel of the monetary policy
transmission mechanism was effective in FY09.

21 This temporary financing was aimed to smooth their cash flows.

22 |ndeed i the initial months of FY09 a few leglendent Power Projects (IPPs) and Oil Marketing Companies (OMCs)
increased their borrowings from the banking system as thoseratap were facing problems in their cash flows following
delay in settlement of furnace oil and natural gas claims with WAPDA

2|t mustbe noted here that no cash transfer was involved in this transaction and only book adjustments were made in the
accounts of government and private sedtor.detail see Box 4.2 dnter -Corporate Debt and Its Implications.

2 Total additionin NPLs during FY09 was §220.5 billion compared with R<80.6 billion in FY08 similar breakup of

total addition in NPLs is not available for comparable period

BThough the increase in banks6 NPLs theresilieanee of banking industy endi ng ¢
remained intact. This was particularly apparent in the capital adequacy ratio which stands at 13.3 perceviab9@nd

(for detail see financial indicators of the banking indystry
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loans ratioof the banking industry came from
textile sector; recording)8.8percent inJune

Figure 4.22: Deterioration in Credit Quality is Broad Based

2009 as against216 percentn June2008 B Mar-08 m Mar-09
Thus, during FY09 most @dhe banks were 15
reluctant to extend credit to the textile sector.
12

(b) Constrained in the wake of significant 2

g 9
Sectoral Exposure -
Some of the banks were constrained by 26

c

exposure limits while lending, particularly to
the power sector (sédgure 4.23. The 3
power sector had recorded sizeable financing

for different projects committed under power 0 o o ° 0 o S
policy of 2002 Besides fixed investment 2 [ ° 2 ° ©
demand, running finance requirements from a 2 - W = 9 %
few power companies increased in response NPL to loans ratic

to intercorporate debt developedtine Figure 4.23: Total Banks' Exposurein Power Sector

power and oil marketlng SeCtOThOUQh’ B PSE** @Running financ® Fixed Investmerm Circular debt’
governmenguaranteed TFCs were issued 400

worth Rs 80 billion in March 2009 and few
power companies have settled some of their
loans obligations with the banks, this 300
transaction did not reduce the overall %
exposureof banking industry on power g 200
sector® 2
100
Further, a bankvise analysis suggests that
the loan extended to the power sector (both 0
public and private) during FY09 was Juno8 JUn09
concentrated in top five banks (sjéigure * Exposureon selected private companies
4.24). Given that 1) these banks ** Includes banks' investmentin PEPCO TFCs

traditionallyhave a considerably large share
in overall credit extended to private sector Figure 4.24: Loans to Power Sector is Concentrated in Top Five

(2) banks were reluctant to increase their | SgAThanksmExciudingtop five

exposure in textile sector mainly because of 400
rising NPLs and @) credit limits on power
sector are almost completely utilized, these

. X . 300
banks can only exparteir creditby taking
exposure in new areas i

S 200

Since banks6 exposurl|es i s
already sizeable and growing further (as
circular debt has not been resolved yet and 4 100
few commitments of IPPs are in the pipeline)
banks & now reluctant to finance any new 0
project in the power sector, including the Juno8 Jun09

rental power projectS. Further, being a new

28 |n fact, banks exposure on thewsr sector shifted from private to the government as investment in TFC have an

offsetting impactonshott er m banksd® advances extended to the private sec
public sector enterprises.

2" The government intends tostall rental power project to resolve power crisis.
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project, there are uncertainties regarding their future cash #foiisis raises concerns for banks and
therefore a few banks haseught government guarantee for these projects.

Apart from NPLs and sectoral exposure, liquidity constraints in thelatek market also affest

the lendingdecisionsof afew banks The liquidity crunch of October 2008 was eased to an extent
due toa series of measures taken by SBlRough SBP measures partly diluted the impact of tight
policy stance, these were needed to ensure availability of credit to the private Shamrdespitéhe
fact that liquidity strain was brodshsed? the privatesector credit continued to grow H2.8percent
on YoY basis bypecembel0(8.

IndeedDecembeR008 onwards the private
sector credit started to plunge despite the faqt Figure 4.25: Impactof Policy Rate orincremental Lending Rates
thatinter-bank money market remained fairly | mprivatem Consumes Policy rate

liquid as the overnight repo rate was 18
significantly below the policy rate

16

The continued tight monetary policy increase 14
in sectoral credit risk and liquidity strains in
the banking industry translated into higher
lending rate, particularly in HEYO09. It

may, however, be noted here that thnpact 10
of above mentioned factors was more evident

12

percent

. . . . 8
on business sector lending rates as rise in
lending rates on consumer finance is not 6
significant (sedrigure 4.259. * Nonetheless, 07  DecO?  Jun08  DecOB

consumer credit which had been slowing
down from the preceding two yea declined
more steeply in FYQ9, recording YoY decline of 18.9 perc@&his sharp decline also depressed the
overall growth in private sector credit

Finally, during FY09availability of financing from notbank sources was also limitetnlike
previous year when a part of the loan demand

was met from NBFIs (including mutual funds | rigure 4.26: Private Sector Advances

and other noibank financial institutions BBusiness loarl Consumer loar

investment in corporate debt papers) and 25
foreign inflows *'credit supplies through

o

Sectoral Analysis
Private sector advances dropped sharply by
1.2 percat in connection with economic

these sources were loweFhis was mainly g 20

because of continued pressure on domestic | § .

capital market, poor performance of mutual | £

funds following a freeze on issuance and £ 10

redemption of opeend mutual funds in early | 2

October 2008 5 5 I

FY06 FYo7 FY08 FYO09

2 Banks are now giving more weight to cash flows of borrowers.

29 By November 2008a large number of banks were having excess liquidity ratio below 4 pefaenher during OeDec

2008 period, nutmer of visits at SBP discount window swelledsibcompared t@8 visits during JuiSep 2008.

%0 The weighted average lending ratess14.3 percent by erdune2009.

3L A few corporates issued Sukuk and TFCslio ( r ef i nance e x p e n §2) fund expaasiokreldtedadvance, a
activities, for example in sectors such as chemical, fertilizer, real estate, shipyard, etc.
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downturn in FYOYirst time in lastsix years (sedable 4.3. This decline entirely came from
consumer loans (séagure 4.26. While a part

of fall in consumer loans was anticipated, in ti Table 4.3: Business Sector Advances

wake of continued deceleratiseen from the  growth in percent

preceding two years, business sector advanci EY08 Y09

slowdown markedly (sefeigure 4.26. A Jul-dun Jul-Mar Apr-Jun
monthly trendshowsa slowdown in advances private sector 183 12 1.0 22
since October 2008; but a large part of this  consumer sector 31  -189  -15.8 38
slowdown was concentrated in HX 09. Business sector 224 23 4.8 23
Although the deceleration iH2 was acommon 5 agriculture 8.2 21 5.4 31
factor in preceding three years, the decline in g jining & Quarrying 695 3.6 76 43
growth during HZFY09 was stronger; even a - yianufacturer 200 23 73 a7

number of industries which had seen growth i 5 Food products &

JukMar FYQ9 fell sharply thereafter (s@able  beverages
4.3. b. Textile 178  -65 0.3 6.7
c. Refined petroleum

13.3 5.9 175 -9.8

products 843 168 289 -9.4
A part of this sluggish demand for advances it g periizer 714 394 453  -a1
attributed to stablllzqtlon efforts initiated since Machinery & equipment  20.3  -19.3 39 161
November 2008 Besides, a confluence of ¢ Cement 4o 113 104 i
domestic and external impediments fiant g Electrical machinery &

contributed toveak credit demandFor apparatus [ .
instance, acute power shortages, structural is h. Basic Metal 34.8 7.7 -90 183

in industries, worsening security situation and D. Construction 45.0 -10.9 -8.6 -25

rising production cost has contained the E. Commerce & trade 201  -65 -3.0 -3.6
production activity in a number of industries  F. Transport & 170 38 26 12

which in turn lowered thincremental demand ~¢ommunications

for bank sThe iﬂl[lhﬁ‘lt af these s G. Power . 161.9 39.1_ 20.0 15.9
adverse developments at domestic front was - Oters business” 195 07 21 =
complemented by the continued slump in * Mainly includes loans to stock brokers
international demand for countryés expolhdg and

latter factoralso suggests that the FY09
advances slowdown is exaggerated to an

Figure 4.27: Cumulative Growth in Trade Loansin FY09

extent by a higher base of last year N Trade loan Adjusted for foreign currency loa
When viewed purposeise, most of the fall 20 /\/\
in advances growth was observed in working /\/

capital loans which more than diluted the 15

resilience seen idemand for longerm loans 8 10 /

in FY09. Though total working capital loans | § /

recorded a net retirement in FY09, demand 5

for trade finance increased slightly by 2.5 / /\
percent’ but wasstill significantly lower 0 T AL —
(i.e.19.4 percentage points) themFYQ08. \/\/~J

The weakneswas because afecelerationn
count r wdumein FY® e

Jul
Aug
Sep
Oct
Nov
Dec
Jan
Feb
Apr
May
Jun

Mar

An analysis of trade loarshowsthat in the initial few months of FYQ9, sharp depreciation of rupee
against US dollar made foreign currencyrisanore expensive for traders resulting iméb retirement
of foreign currency loansin fact, trade loans adjusted for foreign currency component depiobiag

32 The contribution of the working capital loans in overall slowdown in advances was 5.1 percent in FY09 compared a robust
contribution @ 16.7 percent last year.
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growth of 17.4 percent in Jdct FY09 (see Figure 4.28: Share of Foreign Currencyv Loansin Trade Financ
Figure 4.27). Moreover to avoid exchange gg L onange ratT Share (RS 40
rate lossesnost of the exporters had
substitutel their FE25 outstanding stock with 80 N\ A _—| 35
EFS ¥ /~/\/ \ /“"
75 [N 29 o
In thefollowing months of FY09, weakening § \/ g
countrydés trade vqur§70 24 8
continued recession in the international o /\
market slowed down the pace of growth in 65 18
other than foreign currency loans N/-/ \'\/
(510 e e Y
Howeve, some recovery in demand for § § § 'c:> % % % % § § % %_’ °o¢’
foreign currency loans was seen in last few 2382388238823
months of FY09 probably reflecting
somewhagreaterstability in rupee against Figure 4.29: Manufacturing Sector
US dollar®** Resultantly, theteep fall in BAdvances growts LSM growth
share of foreign currency loans in total trade 36
finance, vgible in the recent monthisegan
reversng from April 2009 onwards (see 27 ]
Figure 4.28. -
£18 @ o
Manufacturing %
On the back of disappointing performance of[ = ¢ || ol o]
manufacturing industries, advances extended ¢
to this sector declined sharply in FY09; 0 , , , . M
lowest growth in lassix years (se€&igure
4.29. In fact, advances to the manufacturing 9 ¢ |
sector had been slowing down in the period gf
FY0507; though it remaineéh double digits FY04 FYO0S FY06 FYO7T FY08 FY09
Even the uptick in FYO08 reflected the strong
demand on the back aptrend observed in Figure 4.30: Advances to Textile Sector
raw mderial prices in domestic and 40
international market in number of industries
= 30
Breakup of manufacturing sector advances 3
shows that entire decline in FY09 came from| & 5
working capital loans as fixed investment é
loans stayed substantiatiygherfrom FY08 2 10
level. Within working capital loans, a 5
number of industries including textile, I
construction, commerce & trade, telecom,
mining & quarrying witnessed more -10
pronounced fall 288888555888838
ciSErsEisEis5E:
Textile "9 Ts0ns 0PSO

FY09 was a difficult year for textile industry

33 The EFS loans exhibited a strong growth of 20.7 percent during FY09 compared with 11.0 percent rise in FY08. On the
other hand, export loans other than scheme witnessed a fall of 33.5 percent in FY09 in contrast to a @®w#raent in

last year.

34In absolute terms, the foreign currency loans increased by Rs 8.5 billion-iufdb09 compared with net retirement of

Rs 47.9 billion in JuDan FY09.
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Power slippages, structural prmdiments in

. . . Figure 4.31: Share of Textile Advances in Manufacturin
the industry and slackened international 9 9

: 50 —r—

demand were major factors for the poor 7

performance of this industryFurther, 20 ey 1 R R,

liquidity constraints in a number of industries M I

partly due to delayed settlement of export = a0 WL ENE EHEHE I E

order by importers translateddnrising g

inability to service bank obligations g o0 W HHHEHEE

Resultantly, NPLs of textile sector increased

sharply and banks become more cautious in

lending to this sectd6.5 percent fall in e

advances growth during FY@Bst time in

last three yeargpeeFigure 4.30). O T T T T

Therefore, the share of textile in advances to 2 2 2 2 2 2 2 2 2 <€
3 3 3 3 3 3 3 3 3 3

manufacturing reached to a lowestdeof

39.2 percent by end Jug609 compared with

. Figure 4.32: Working Capital Loans to Textile Sectol
a peak of19.8percent inJune2005 (see ot o = @ '

Figure 4.3]).35 IOLtCerslSpinning
When viewed by categories, impediments g 15
faced by textilendustry affected the g
performance of spinning sector, particularly | & 10
small industries, more adverselfs a result, §
approximately 20 percent of the spinning § >
industries have reported closures in FY09 S 5 , . , ,
which in turn lowered the fresh demand for | ©
running finance Given the fact that a -5 l:
significant portion of textile sector advances
is extended to spinning sector, the adverse -10
performance of this sector in FY@@rtly FYo6 FYo7 FYos FY09
dragged down the textile advancasd
Workmg Caplatsal loans in pamCUIar (See Figure 4.33: Contribution in Working Capital Loans to Food &
Figure 4.32. Beverages
B Others® SugarORice processin® Edible oll
To ease the pressures on textile industry 20
emanating from the domestic and external
developments, SBP has taken several 15
measures during FYO%or instancenot ‘g —
only more industries are now eligible for Y 10
concessional financingherepayment period g
of loans uder variousschemesas been g °
extended’ Despite all these measures, ] .
recovery in this sector will probably take 0 ' '
much time given the structural impediments

and continued weakness in international

demand To address the former issue FY07 FY08 FY09

35 In terms of purposevise, fall in advances during FY09 originatedrfrdoth working capital and fixed investment loans
while advance extended under EFS observed a significant growth.

38 Theshare of spinning sector advances in textile advances is approximately more than 45.0 percent.

57 In particular, one year extension inmaip subsidy to the spinning sector resulted into a cumulative saving of Rs 1.3
billion in Jul 2007Dec 2008.
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government has propos#t textile policy for the first timé®

Food & beverage$

Despite a dismal performance of this industry in respong&)tpoor crop of sugarcane; arigj (
relatively muted pasthrough of fall in palm oil prices (major input) to consumer in the fosaator

by edible & cooking oil manufactures in FY9advances increased by 5.9 percent in FY09 (though
decelerated sharply from the robust growth seen in last three.yBari)g FY09, deceleration in
advances to food & beverages came from workingtablpians where the largest decline was
observed in the edible oil & ghee industry followed by rice processimgontrast, advance to sugar
industry was significantly up in FY09 (s€ggure 4.33. The decline in advances to edible oil & ghee
industry B attributed to sharp drop in international Palm oil prices and poor industry performance
which resulted from a fall in competiveness of a few major industries apéisegd ol lower

benefit of fall in input cost to consumer relative to other smallstriks®

Similarly, advances to rice processing industry could not maintain the robust growth seen in the wake

of bumper crop during the initial few months of FY09 and declined sharply thereaftecdotal

evidence suggests that for a shorter peiied,during NovJan FY09, a large number of rice

processing industries have closed down their operations in response to intervention made by PASSCO

to procure rice at a higher support price aimed to protect farmers from an expected fall in domestic

prices due to bumpercrdp.The hi gher domestic price has not on
competitiveness, as international rice prices are falling since May 2008, but also lowered the

incremental demand for advances in the same period.

In contrastadvances to sugar mills, mainly to(L Figure 4.34: Working Capital Loans to Sugar Industry (3 months
procure sugarcane and meet crushing relateg ™°V"9 average)

expenses, seen strong growth of 13.4 percerft °
in FY09 compared with 4.2 last yeaFhis N A\
acceleration came largely from running
finance requiremerdespite a fall in sugar
production in FYOSthatrecorceda robust
growth of 119 percent in FY09 as against 2.1

—

billion Rs
T
e~
—
\>
/
——

percent rise in FYO8eeFigure 4.35.% \\ / \ j / \

Indeed, higher net advances to sugar mills 3 W \

were mainly a reflection of higher sugarcane

prices in FY09 whereas prices were lower i -6

FY08 on the back of bumper sugar crop. S 888555583833 3233
5558558855833 ¢%
S o 0 =S > 0SS > 0 AQas -

Fertilizer
In contrast to a robust growth in the preceding

38 For detail see section on trade account.

39 Advances under this category are usually obtained for running finance and follow a seasonalittesthvh with crop

cycle.

40 The 12 month moving average of Palm oil YoY prices dropped by 38.3 percent in July 2009 compared with a YoY rise of
67.1 percent in July 2008. It may be noted here that a sharp rupee depreciation and increase in othiehasenergy

and wages & salaries) constrained a complete pass through of lower palm oil prices to consumer, particularly in formal
sector. Moreover, import of Pam oil also fell by 14.4 percent in FY09 compared with robust rise of 81.3 percent last year
410n the basis of 12 month moving averages, YoY increase in vegetable ghee prigeeiJiwas 8.9 percent in JWQ09
whereas loose ghee YoY pricel by 2.6 percent in the same period.

42 Under commodity finance operation, PASSCO obtained Rbilligh from banks to procure rice in Nalan FY09.

43 advance for running finance requirement in this category are mostly disbursed against security of sugar stock
(approximately 60 percent) and generally follows a seasonal trend which starts fronr @atbbads in April every year

line with crushing season (sB@ure 4.34). Therefore, the retirement of advances usually resulted into corresponding
reduction in the pledge stock.
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three years, advances to fertilizer manufacturer decetéraFYQ09; although it remained strong at

39.4 percent on the back of few pre planned capagjpansion project financing (s&able 4.3.

Given deceleration in advances, the strong performance of this industry (20.2 percent growth) during
FYQ09 appears to be surprisinghe explanation is that a part of the increase in domestic production
reflectsa lowbase effegtas one major phosplhafertilizer plant remained close for BMR in FYJ8.

An analysis of monthly treredeveals that deceleration in working capital loans was visible through
out FY09 with an exception of initial few month§hiswas due to a bridge financing facility
arranged for a few companies to meet cash flow gap megd@itom delays in settlement DAP

subsidy claims with governmeniHowever, the settlement was made in the following months which
in turn allowed companidse repay their bank loan€Excluding this oneff elementthe slower pace

of advances offake is mainly attributed to decline in urea productiBesides urea, accumulation of
DAP inventories and falling price of phosphaoaicid (main raw material used DAP production

also led to lower the incremental demand for advantasrefore, loan demand is likely to pick up
once the offtake of DAP will start In this regards, the last three months of FY09 indicates a
depletion of inventorie®

Construcion
After witnessing remarkable growth during F¥08 (36.6 percent average), advances to construction
sector dropped sharply in FY09 (10.9 percein)line with worst ever performance in construction
activities during decad®. The decline in investmemctivity following the cut in PSDP hit adversely
the advances demand for infrastructure related construddoneover, falling purchasing power in

the wake of inflationary pressure, drop in building material prices in the initial months of FY09 and
lower availability of mortgage finance from
HBEC due to rising NPLs slowed down a few Eigéjreé.SS:Cumulau've Growth in Working Capital Loans
ongoing projects ithe construction sectdY. antiavinl

FY0O8 —— FY09
42

This said, construction sector may see highe
demand for advances in the months ahead ap
(a) government has allocated mduads for \
PSDP in recent budget for development and / T~

rehabilitation project§® and p) anecdotal Y A
evidence suggests a shifting of construction )<\ //
capital from uncertain Middle East markets 21

4

Cement \/\/

Cement sector performed well during FY09, | 2

'

percent
o

= o 2 B > 9O £ 9 = = > c
thoughgrowthdecéerated on the back of 3286288 ¢2 283

depressed domestic demariiesultantly,
credit demand from this sector remained robust as it grelil [Bpercent in FY09 compared with fall

in growth of1.0 percent last yearA purposewise break up of advanctscement sectoiuggests

that cement manufacturer availed concessional financing under EFS to meet sustained demand in
international market, particularly in India, Africa and Middle E&#sides running finance

requirement, a few capacity augmentation project financesgailso observed in FYQ9 (déigure

4.36. Moreover, to overcome the power shortages, a few cement manufactures are intended to setup

44 For detail see section on Industry.

“5 For detail see section on nstry.

8 please seecenomic survey 2009.

47 Anecdotal evidences suggest that residential construction activities are directly influencethbytgage finance availed
from banksand NBFIs.Indeed, thevailability of mortgage finance enhances the payiagability ofindividualsthushelp
constructors to initiate new residential projects

48 Budgetfor 2010.
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their power generation plants through heat recovery systés will likely add up the fixed
investment demand fromithsector in the months aheadoreover, higher allocatioof PSDP and
reduction of federal excise duty on cement

pI‘OdUCtIOI’l are additional incentives to Figure 4.36: Contribution to Growth in Loans to Cement Sectoi
cement manufacturers OWorking capita mFixed investmenm Trade financing

Basic fron and Steel
Besides cement, marked fall in construction | FY09

activity dso hit the local demand for iron and
steel which in turn lower impain this

category Besides lower domestic demand, FYos _:.
downward rigidity in steel import prices
further contributed T yos
import of iron and steelAll these factors

hawe led to lower the additional demand for FY07 :F
running finance in this sector, resultantly

loans extended to this sector grew by 7.7 20 10 0 10 20 30
percent in FY09; 27.0 percentage point lowel percentage point

than FY08*°

Power

The advances to electricity and gas distribution were signtfichighercompared with advances to
other sectors in FY09; thougihshowed sharp deceleration (3&ble 4.3. This growth came from
project financing committed under power policy of 20@&2sides longerm finance, in the early
months of FY09a signficant amount of shottierm borrowing went to smooth the liquidity
constraints emerged due to buildup of irterporate debtThereafter, the issuance of TFCs in March
2009 allowed a few IPPs to settle part of their circular debt claiosvever, the rsulting space of
shortterm borrowing with banks was availed by IPPs given that circular debt issue has not been
resolved yet.

Domestic Durable

The ongoing slowdown in economic growth has hampered the purchasing power of individuals which
not only resultd into fall in demand for domestic durable but also led to piling up of inventories in

this industry The impact of these factors was further compounded by the acute power shortages
faced by the industryAll these factors aptly explain poor performaméehis industry in FY09

which in turn dragged down the demand for bank advances in this category by 21.4 percent during
FY09 compared with strong growth of 21.1 percent in FY08

Refineries

Though the financial constraints in some refineries stemmang &ircular debt issue did not cause
any significant increase in demand for bank loan; it resulted into lower import of crude oil during
FY09* Moreover, fall in international price of crude oil since August 2008 further lowered the
incremental demand fdrank finance during the period under revieResultantly, advances to
refineries grew by 16.8 percent in FY.09

Electrical machinery and apparatus
Electricity shortfall caused severe productivity loss in number of indusamesresulted in an

9t is noted here that the monthly trend suggests some recovery in credit demand in the last three months of FY09 in line
with surge in import demand

0 Demand for bank finance from one refinery was attributed to fill the financing gap due to rising circular debt claims in the
early months of FY09. However, it decelerated in March 2009 on the back of settlement of partoofrpueate debt.
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increase demand for generator, UPS and other related equipnidrisshas created incremental

demand for advances from the sector of electric motors, generators and transformers during FY09
Similarly, a slight demand for advances was also seen under etgciistiibution and control

apparatus such as circuit breakers, switches and stabilizer in lY69erall terms, advances

extended to electrical machinery and apparatus witnessed a growth of 28.8 percent in FY09 compared
with strong growth of 70.5 pergein FY08

Transport, storage and communications
The lucrative performance of telecom industry made this sector more attractive for banks to lend in
the preceding three yearslowever, in FY09
decline in total investment, foreign
investment in particular, marginal growth in
profitability on the back of growing
competition, and rising tax burden put a dent| 80 A
on the performance of this industfy. ./\«l\
Resultantly, incremental demand for advancas . ®° \
also slowed down by 7.8 percent in FY09 20

compared with 31.6 percent average growth

during FY0608. The increase in demand 20 \\,—\

Figure 4.37: Consumer Loans (YoY Change)
100

percent

was mainly observed in fixed investment

: : . 0
loans in the wake of continuous up gradation
of technology and wireless internet facility 20
n L uOu © © O© N~ I~ N~ 0 0 o o O
Although the cellular markétas reachedt E 2 28 3883858588 3

saturated stage wi#94.3 million subscriber
base byend-June 200%, other telecom
related segments such as LDI, Local loop, value

added and broadband services portray positiv Table 4.4:Causative Factors of Declineri Consumer Loans

prospects for future growtHn particular, Jun-07  Jun-08  DecO08
broadband services with huge investment Movement in WAR
potential and high subscribégrowth may Mortgage 12.5 13.7 14.6
provide new venture for banks lending Auto 12.8 14.6 14.7
businesses. Credit cards 325 305 29.4
Consumer durable 13.9 16.6 11.4
Other Sectors Personal 16.0 16.1 17.1
The heightened security issues in northern ar «q.sumer finance 16.5 17.0 17.3

affected adversely the investment activities,
mining and quarrying in particular, in turn
lowered the demand for running finance in thi:
sector dung FY0Q Similarly, given the poor
industrial performance and falling trade volurr
activity in the whole sale and retail markets al

Movement in NPL to dans ratio
Jun-07 Jun-08 Jun-09
Mortgage 2.9 6.1 11.9
Auto 2.4 59 6.6
Credit cards 6.6 4.7 77

. Consumer durable 15.7 21.8 7.8
dropped sharplyResultantly, the incremental . 38 55 95
demand for advances undemmerce & trade  consumer finance 3.6 57 9.1

recorded substantial drop & percent in FY09
compared with robust growth of 20.1 percent in FY08
Consumer Credit

51 This sector mainly comprises loans extended to telecom sector.
52 Average revenue per user declined sharpB.iopercent in FYO8ompared with 5.7 percent in FY06.
53 www. pta.gov.pk
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Growth in consumer credit which had been slowing down during the preceding two years, declined
more steeply in FY09; recarg first everYoY fall of 18.9 percen{seeFigure 4.37). While a large

part of the fall in consumer loans emanated fromrifiationary pressureand low activityin the

economy that have curbed the purchasing power of individuals, increase in interest rate in few
categories also adverselffextedthe fresh demand for consumer finaAtdhis was compounded by
banksd cautious behavior about granting | oans

insolvencies of borrowersT he concern on individuadulary abi |l ity

apparent in mortgage and personal loans during FYQ9Tédde 4.4).

As a result, marked drop in lending mainly
came from auto loans followed by personal | Figure 4.38: Monetary Depth ~ Contributionto YoY M2
and mortgage loansTogether with increase ®M2 to GDP Growth

L . . i G Currency in circulatiol
in interest rate, higher manufacturing cost of | 220000 20c Time & demand liabiltie
automobile industry and rupee depreciation 50 100 g
against yen increaderice ofthedomestic
cars which in turn moderated the demand for| 9.5 \/\/\
auto finance during FYQ9 £42 = 12
o 90 9
- . g ! 6 LW
4.3 Monetary and Banking Indicators 34 % 6 A
8.5
4.3.1 Monetary Indicators —~ N\
The implication of monetary delaments 26 8.0 0

can also be assessed by analyzing trends in S8 s 383 c5838383
. . . > > > > [ N o B T I = I <
various monetary indicatars LoLouo 38923893

Financial depth
The M2to-GDP ratio reflects the degree of
financialdevelopmenin the economy

Figure 4.39: Financial Efficiency Analysis
= Govt. borrowing/Mz

Considering M2 as a proxy for the size of the] ==pscicpp :Egggg{; bank ND,

financial sector, a risiniy12/GDP ratio WPSC/MZ (LHS) % '

indicates that in nominal terms the financial

assets are growing faster than the-non

financial assetsIn other words, one can say | _ 34 58 70

that use of financial intermediation services i$ g g

expanding in the economy g 28 52 550

Further, a trend analysis shotist this ratio 22 A 46 e

has declined for the second successive year it

FY09 (sed~igure 4.38. The high inflation 16 40 10 - oo oo

in lastyearresulted in a sharp rise in nominal §§§§§§§ °S9S S99
[fRTRTRTRIRIRT [ S W W W H A F A i

GDPgrowth, whereas the M2 growth slowed
down i n response t o Stros g1t moTretat—y
policy stance in lace through most of the period under review

A breakup of M2 shows that both, tleairrency in circulatioras well addemand & time liabilities
(TDL) have declined (as percentage of nominal GDP) during the Yedy the slowdown in growth
of TDL is adominant factor explaining deceleration in M2 growtHThis probablysuggests that the
role of scheduled banks in the financial intermediation has diminished over the period

54 The overall increase in interest mmiEn consumer finance is not significant
%5 The growth in currency in circulation was marginally higher in FY09 compared to the previous year.
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An analysis of financial intermediation from

- Figure 4.40: Money Creation in Economy
the asset side of monetary agggtes shows

C——1Deposit multiplier Money muttiplier (RHS

that the reduction in financial deepening was| ;5 15.0
associated with substantial decline in private M
sector credit/GDP ratioThe contribution of 3.4 ~ / L 135
the government in financial sector however /—\

continued to increase for the second yearinga 33 |— m L 12.0
row (seerigure 4.39. Since the economic \ /

agents in the private sector are generally 3.2 H /] i V - 10.5
believed to be better placed to efficiently use

financial resources, this change in the 3.1 H — — 9.0
composition of monetary assets is indicating

relatively less efficient utilization of assets i 3.0 L A

the economy

j8Y)
FYO08
~
(&}

FY02 |\
FY09

FY03
FY04
FY05
FY06
FYO7

Pace of money creation
The developments in broad monetary
aggregate can also be viewed in relation to

Figure 4.41: Liquidity Preference

changes in the base monekhis relationship Eg%rgig%ﬁo(gﬁpso)s —BE??éﬁ%W“ (RHS
is captured by the money multipliewhich is 32 21
also a proxy for the pace of money creatiio 31 LI N\ /\ / 18
the economy Interestingly, the trend decline ~_ N/ Xf
in money multiplier during FYO®8 reversed | . 30 ] /é \ / X 15
in FY09 (sed-igure 4.40. This abrupt rise 8 20 H [ — 128
in money multiplier is largely a reflection af | / S
reduction inreserve requirements of banks. 2 11 A ~— 1 °3
27 H 7/— — — 6
Another indicator dr the pace of money o6 A 1 | 5
creation is the deposit multipliét.Since
SBP aggressively reduced the reserve 25 e 0
requirements for the banking systeoring FY03 FY04 FYO5 FY06 FYO7 FY08 FY09
H1-FYO09 to ensure stability in the financial
market,”’ this helped in increasing the extent | Figure 4.42: Creditto Deposit Ratio
to which banks camultiply their deposits 87 —
(seeFigure 4.40. Nevertheless, the overall
deposit growth decelerated from 13.8 percenf 83 — B
in FY08 to 7.8 percent in FY09 (sBex 43 ] - a
for more details on deposit growth) = 79
0] —

o £ 75 -
Liquidity preference a
As mentioned earlier, the high infianary 71 ||
environment during FY09 had induced peoplé¢
to move away from holding financial assets 67 —
A further analysis suggests that within the
financial assets, preference was more for 63 - - - - -
holding currency, instead of keeping financia FYo4 FYO5 FY06 FYO7 FY08 FY09

assets in the form of deptss which were

% Deposit multiplier is measured as bank deposits to bank reserves ratio.

570n 11" October 08 SBRecreased théRR requirement from 9 to 8 percent, off' Ttober 08 the CRR further reduced

by 200 bps. From®*iNovember 08 CRR is at the level of 5 percent. It is roughly calculated that a 100 bps decrease in CRR
requirement immediately inject Rs 32 billion in eoaty.
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offering negative returns in real termBhus currency to deposit ratio registered a sharp rise in FY09
(seeFigure 4.47).

Looking at demand for liquidity, credit needs for commodity operation and funding requirement from
public sectoenterprises partially offset the slowdown in private sector cra@ditis overall credit

demand during FY09 remained stronger than the growth in dep@sita result, credit to deposit

ratio (that gauges the room available to banks for funding the desdiind) has increased in FY09
(seeFigure 4.42. Banks however managed to finance credit requirements as they were liquidating
their investments® Theinvestments to deposits

ratio declined to 27 percent in CYO08 from the] Figure 4.3.1: Deposit Growth (in percent)

level of 34.7 percent recordédst year —IMoM YoY Cumulative Growth

25 15
Box 4.3: Recent Trends in Deposit Growth A /
The slowdown in deposit growth intensified further in 20 B 10
FYO09 as overall deposit growth decelerated from 13.8 15 W\ J
percent in FYO08 to 7.8 percent in FY09. It may be notec \ /
that the deposit growth has beerakening since January] §1q = 5
2008 (sed-igure 4.3.]) in the wake of continued externa| ;»j \/V\/\ < /
account pressures and shift in public preference away fi = 5 f 2o P ARRRY - U
deposits due to high inflation. /\’

0 5 "\v

In October 2008, banks suffered a major shock as dep¢
baseeroded by Rs 90 billion during a month due to S

arg . N~ [ee] (<] -
concerns on stability of local banks in the backdrop of 555383833 10 —
global financial crisis. As the panic spread to equity 593850085 5 9388 3
snaAas>cnAaso 0wz " = s

markets, investors in mutual funds rushed for redemptig
of their investments, which added toezldy high pressur
on deposits.

[

Table 43.1: Sectorwise Growth of Deposits in MayJune 2009
May- Share in

In subsequent months, though the banking system depc

. Jun total
were showing a recovery, a number of developments billion
suppressed their uptrend. For examples{owdown in Rupees percent
economic activities as evident from deceleration ingieév Foreign constituents 9 29
sector credit growth; Government 24 7.7

(2) lower quuidity_injections into banks foIIovv_ing lesser  pypilic sector enterprise 5 16
b“dget‘?r.y borrOWIng_S Lt the_ Gl R PR Non-bank financial institutions 20 6.5
competition from National Saving Scheme (NS¥¥) . .
perverse impaatf SBP 6's | i q udnkanks,etc®%s Frivate business O S
Not surprisingly the cumulative growth in deposits remai °f Which:
negative till April 2009 (se€igure 4.3.1) despite a Agriculture 17 54
considerable ease in external account pressures. Manufacturing 22 7.3
Manu of Chemical 12 3.8
This trend however changed in the last two months of F Construction 9 29
when the deposit base sharpkpanded by Rs 331.9 billior Commerce andade 14 4.6
Interestingly this was the period \(vhen banks were exter TGS 18 5.7
ad\_/a_nces for PRENE of agrlcu!ture commodfies. Real estate, renting & business activil 11 35
This increase in deposits has following featurésnfost of
this rise stemmed from private businesses ansbpet VIS TTE i i
deposits (se@able 43.1); (2) this growth also coincige ~ ersonal et A
with seasonal increase in deposits in the month of June_Others 3 11
which is generally followed by withdrawal in subsequeni Total 305

%8 |n CY08 banks liquidated their investments by Rs 195.8 billion.

%9 Government mobilized Rs 267.2 billion through NSS instruments during FY09 compared to Rs 89.5 billion in the
previous year.

%0 The extensive pogDctober 2008 liquidity support fromB® removed the compulsion on banks to undertakeaexireary
efforts for mobilizingdeposits.

%1 During May-June 2008, advances for commodity operation increased by Rs 157.3 hillion. This was significantly higher
than just Rs 0.4 billion in the correspling period of the previous year.
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month®? (3) in terms of category, current and saving deposits recorded anseaeRs 234 billiorand @) this upsurge
was highly concentrated in a few bafiks.

Dollarization
While the overall deposit growth remained low during FYQ9, the share of foreign currency to total
deposits continued to rise during the year

Despitesignificantly lower rate of return on foreign currency deposits, these deposits remained
attractive largely due to exchange gains stemming from sharp depreciation of rupee against major
currencies during HEY09.* It may be pointed that in October 2008tdign currency deposits had
registered a withdrawal of Rs 22 billion following rumors raising concerns on stability of domestic
banking systemThese withdrawals limited

the increase in foreign currency deposits Figure 4.43: Dollarizationin ~ —— US$
; ; i Economy Euro (RHS
dﬁrlng trr:e year Currenqtvansehcomp?n?orll' ER per USS (RHS Ster”rgg(mzls)
showssharp increase in the share of sterling | rcgeposits/m: 81 14
denominated deposits due to its stable ——FCdeposits/total depos 60 ! 15
position against other currencies (Ségure 9 86 N\A I
4.4 1 79 —Ww ¢ 12
49. 8 H 770 =
= \/ e’c:/)? c78 1
. . (8]

4.3.2 Banking Soundness Indicatofs 57 I | 685 577 106
The dynamic®f banking sector in Pakistan | 2 g A \ 9
has gone through a major changeiniyithe 6 I 59“%’ 25 I \ o
lastfew years in terms of regulatory . H H 5o M
environment, earnings, and institutional 5 < b © D o 74 7
strengthening In particular high economic S>> 2geecee’
growth and macroeconomic stability S83483413
increased the earning prospects for banks
which were reflected in unprecedented
profits At t he same ti me, banksd capital base strengi

more stringent These improvements increased the resistance against shocks from both the external
(global financial crisis and subsequent economic recession) arestiofsevere build up of
macroeconomic imbalances) environment during the year

In CY08, economic slowdown has also affected the banking activitigzarticular, the banking
system faced a sharp deceleration in private sector credit, weakening depeth, deterioration in
asset quality, and losses in equity investmeRigen in such difficult circumstances, banks remained
adequately capitalized, and were able to post a profit of Rb#Bon for 2008

Capital Adequacy

The capital of baks acts as a buffer against unforeseen losSapital requirements are set to protect
the solvency of individual banks and overall banking systé€he recent global financial crisis has
encouraged a trend towards tougher capital requiremBotssuchtrends in the face of slowing
global economy, means that not only the financial institutions would find it difficult to raise the

%2 The increase Rs 135 hillion in deposits during June 2009 was followed by a withdrawal of Rs 54.9 billion in July 2009.

5 Only nine banks (which recorded more than Rs 10 billion increase in deposits) contribugiRsillon of the total

increase of Rs 331.9 billion in deposits during May and June 2009. Furthévetdyanks in terms of deposit base posted a

rise of Rs 196.6 hillion (59.2 percent) in deposits during these two month. It may be noted thaludy2098 to April

2009, these five banks had recorded a net withdrawal of Rs 72.2 billion in their deposit base.

% The immense pressure of global price hikes has increased the import payments which deplete the foreign exchange
reserves and put advelisgpact on exchange rate.

% The analysis is based on audited annual balance sheets of banks. It may be noted that in CY2008, banks were allowed to
avail (1) concession (by SBP) of 30 percent of Forced Sale Value of collateral while provisioning,ratekézpn (by

SECP) in the form of deferment of impairment losses on investments (in the category of available for sale) to next year.
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needed capital, tougher conditions may slowdown the global economic recovery as banks would be
reluctant on lending to privasector

The total eligible capitéi of the banking industry in Pakistan though recorded a reasonable growth of
8.8 percent in CY(Q8t was significantly lower than the average rise of 31.8 percent in previous two
years This relative weakness in cagigrowthwasdue to:

(1) The increment in share capiiah major

component of the core capitalvas Figure 4.44: Capital Adequacy Ratio & Flow of Total Capital
relatively low in CY08 compared to the == Supplementary capitsmmm Core capita CAR (RHS)
previous year Specifically, the share 160 14
capital grew by 19.4 percent (Rs 48.2

billion), which was much lower than the 128 A\ 13

growth of 47.3 percent (Rs 79.7 billion)

recorded in CYO?’ 96 12
. . . . DC: 64 11§
(2) Considerably high impairment losses S 5
suffered by banks following 2008 crash il 2 32 107

the stock marké&t also contained the
growth in (seeBok&dh c & 0 9
Specifically, the KSELOO index decfied

by more than 55 percent from over 14004 2 8

mark in December 2007 to less than 6000 CY03 CY04 CYOS CY06 CY07 CY08

by December 2008As a consequence,

mar ket value of banksd investment portfolio

A break up of incremental capital shows that the entire increase came froretiegory (i.e., core
capital) The supplementary capital on the other hand, registered an absolute decline of 8.6 percent,
which was mainly due to a fall in revaluation surplus (Sgere 4.44).

Box 4 4: Stock Market Breakdown and Recognition of Imparment Losses

The KSE100 Index plunged from its all time peak of 15676 dh&k@il 2008 to 9145 on 27 August 2008, a decline of
41.3 percent in just four month#n response to this steep fall in stock prices, the Stock Exchange introduced a éieor pri
mechanism According to thismechanism, equity prices could not go below their closing level'dARgust 2008 The
implementation of floor impeded the essential market mechanism of price discblamgrtheless, the floor was eventually
removed orl5" December 2008, and subsequently KSE100 index further declined by 36 percent to 586®byember
2008

Since the investing companies were required to fi@mrkarket their investments held in available for sale (AFS) category at
the market valuef December 31, 2008, this would have led to significant impairment losses which were to be recognized in
the income statement of corporate (including baftk#yaturally, there was a view among corporates that the share prices as
on Deember 32008 areot the true reflection of their fair value

On 13" February 2009Securities & Exchange Commission of Pakistan (SECP) directed all companies mmetket
their investment held in AFS at the market value of December 31, Z0GBe same time, SEP allowed the companies to
defer the impact of impairment losses on income statement for oneAaardingly, companies may recognize the
impairment losses on income statement in the calendar year 2@@@uderly basisfter adjusting the price flugations in
that yea|7.O Thus balance sheet of corporate for 2008 would reflect the market value as of December 31, 2008, and

% Eligible capital consists of core capital (tier 1) and supplementary capital (Tier Il and 111).

57In CYO07, two of tie large privatized banks raised capital through issuance of Global Depository Receipts (GDRs) and
Initial Public Offering (IPOs).

% According to IAS, impairment loss of financial assets is defined as significant or prolonged decline in the markét value o
equity instruments below its book value.

% According to Rule 39 of International Accounting Standards (IAS), companies are required to book impairment loss in the
profit and loss account

®However, for the distribution of dividend, the amount tate@aquity shall be treated as a charge to profit and loss

account.
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impairment losses (after adjusting valuation for subsequent movements in equity prices) will hit the income statement in
2009 Noretheless, @mpanies opting to avail this relaxation by SECP were required to disclose the benefits in their
financial statements

According to estimates, the banking industry carried forward a loss of Rs 12.5 hillion (on account of impairment losses on
AFS investments as on December 31, 2008) for recognition on quarterly basis in the income statementsHovwa0@9,

the eventual losses hitting the 2009 financial statements would be less as the KSE100 Index has already shown some
recovery from enddecember 2008 level

In September 2008, SBP introduced measures to strengthen solvency of the banking system
Specifically, banks were required to increase minimum paid up capital (MCR) gradually to Rs 23
billion by 2013 At the same time, benchmark foapital adequacy ratio (CAR) was enhanced to 10
percent which was to be achieved by-&retember 2008

However, given the slowdown in domestic economy (which was expected to adversely affect
performance of the domestic banking system) and global falarrtsis (posing difficulties for banks
intending to access international financial markets for raising capital), SBP in April 2009 softened the
capital requirementsSpecifically the future increases in MCR were revised downward and
benchmark for CARdr December 2008 was reduced to 9 per€efft. This rationalization of MCR

and the time period in which it needs to be implemented is likely to provide a breathing space to the
banking industry in present difficult conditions, foster competition anded pgaying field in the

industry.

In the case of MCR, despite an increase of Rs 1 billion in the required capital for CY08, 26 banks
have successfully met the needed Ié¥efhe remaining banks are putting their efforts to meet the
mark of Rs 5 billion

It may be pointed out that the CAR for the banking industry had been improving sharply since CY03
This year however CAR deteriorated marginally to 12.3 percent{gaee 4.44 from previous

year 6 s | ev el Evenfatthis Bevel CAR é& nch kighar than the benchmark of 9 percent
for the industry

The marginal deterioration in CAR is due to recognition of operational risk as perIBalsehay be
noted that following the Basel Il, the banks in Pakistan have started recognizingriye ah
operational risk while calculating risk weighted ass@tsis practice would help banks to cover
against the risks arise from failure of internal processes like frauds, legal risks, staff negligence, IT
problems, etc

Further, out of 36 bankenly 4wereunable to meet CAR requirement mainly due to sharp increase
in nonperforming loans (NPLs) and decline in their earnings

Asset Quality

The buildup of macroeconomic imbalance and subsequent economic slowdown also has a bearing on
the qualiy of assets of the banking sectdris is evident in sharp increase of Rs 156.6 billion (64.9
percent) in gross non performing loans (NPLs) that reached Rs 397.9 billiorAairend009 (see

Figure 4.45.

In January 2009, SBP allowed banks to aveslhenefit of 30 percent of Forced Sale value (FSV) of
collateral while calculating provision requireméhtThis relaxation, together with deteriorating

"'See Special Section 2 in
?”See BSD circulars No. 19
3 This category does not include specialized banks.

" This relaxation led to a total benefit of Rs 7 billion for the banking industry.

s Third Quarterly Report for
30 of &6Minimum capital requi
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earning ratios in CY08, led to lower provisioning by bankbus, net NPLs increased by Rs 85.2

billion to Rs 118.5 billion at June 2009 with a corresponding worsening of the coverage ratio and

infection ratio

A further analysis shows that the NPLs in

Table 45: Segmentwise Contribution
billion Rupee

corporatesectoraccount for a major share in
incremental NPLs The NPL/loan ratio for SME
sector doubled to 22.4 percent frath2percent

Increase in NPL/Loan ratio

a year earlier (seEable 45). This reflects both
a rising share of NP
increased reluctance to extend loans to this
sector’”> Further, usually the SMEs hawesk
resistance to withstand financial shocks the
case of consumer loans, NPLs have increase
Rs 9.4 billion, mainly in the category of
mortgage finance and personal loans

A sector wise analysis shows that the textile

sector contributed 24.4 mmnt of Rs 156.6
billion increase in total NPLs during FY09 (set
Table 46). It merits noticing here that the

share of textile sector in total NPLs has
declined this year while that of electronic and
transmission of energy has increased
considerably It may be recalled that the
energy and power sector has been facing cas.
constraints due tabuild up of circular debt
Bank group wise analysis shows that 57.7
percent of the total rise in NPLs during FY09
was concentrated in five banks, of which two
arepublic sector banks and three are privatize

NPLS (percent)
FY08 FY09 FY08 FYO09
Total 682 156.6 7.8 11.5
Corporate 47.8 1113 7.6 12.1
SME 8.2 319 11.2 22.4
Agriculture -2.3 -0.5 16.6 16.6
Consumers 7.8 9.4 56 9.1
Commodity finance 0.2 2.3 0.8 1.0
Staff 0.2 0.2 0.0 1.1
Others 6.3 2.0 0.6 12.1
Table 46: Sectorwise Contribution
billion Rupees
Increase in NPL/Loa_m
NPLs ratio
FY08 FY09 FY0s FYO09
Total 68.2 156.6 7.8 11.5
of which
Textile 18.7 38.1 12.6 18.8
;I]eecrg&;transmission of 17 235 28 8.2
gj?pﬂg?}'t'e AU 09 95 63 177
Financial -0.2 6.2 0.8 12.5
Sugar 0.1 4.1 5.0 10.2
Cement 3.8 3.4 8.0 11.4
Chemical & fharmaceuticals 1.5 1.9 8.8 8.3

banks Last year, five banks having the largest share in NPLs together accounted for 77.7 percent of

the total rise in NPLs

This suggests that more banks are now facin
bad loans Group wise analysis showlsat
private banks accounted for 37.3 percent of
total rise in NPLs followed by public banks
(35.4 percent) and privatized banks (25.7
percent)i (seeFigure 4.46.

0

Nonetheless, a quartaiise analysis of NPLs
during FY09 shows that NPLs grew rapidly
up to third quarter; after that growth in NPLs
started to deceleratéNot only the total
addition to NPLs has started tapering off, the
reduction in NPLs has also increased
particularly in Q4FYQ9.

Figure 4.45: Nonperforming loans
. —— Gross NPLs to total loal
Srrg\?izi’(;lr}:ihé Net NPLs to netloan
Net NPLs Coverage ratio(RHS
420 15 90
336 // 12 \ A s
. | es LNV e
c o o
% 168 7 26 )( \-{ 728
84 \// 3 \/’ 66
0 — 0 — 60
< 0D O N~ 00O <O O~
2282¢8¢ 2282¢8¢
533333 333333

5 Of the total increase in NPLs in the SME sector, 73 percent was caused by five banks.
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Banking Efficiency
The efficieng of any banking system is generally associated with cost of intermediation, which
includes the expenses banks incur in the process of channeling funds from savers (depositors) to
investors (borrowers)lt can be argued that
an inefficient banking systemyhich incurs

Figure 4.46: NPLs Stock by BankGroup

higher intermediation cost, impedes '25807"“”08”“”09 _
investment activities by increasing the cost o _ |_
borrowing that in turn erodes the payment 104
capacity of borrowersBanking spread is "
the most often used proxy for gauging © 78
- L s
efficiency of the banking industry = 52
In FYQ9, the banking spread has widened by 26
74 bps (se€igure 4.47 compared to a fall of

57 bps inthe previous yearDomestic private 0
banks experienced the largest increase in
spread Spread oforeign banks though
declined by 92 bps, it still rerimreed the
highest in the banking group (s€able 4.7).
The increase in the spread of overall banking Table 47: Group wise Lending & Deposit Rates (aitstanding)

Public
Private
Foreign
Islamic

Privatized
Specialize
d

industry was because Jun-08 Jun-09
Lending Deposits Spread Lending Deposits Spread
1. The fall in | ast yepPscB 12.00 464 736 1374 637 737 Yy
result of a policy decision, i.e., imposition bPB 1194 527 667 1423 649 7.74
5 percent floor on saving depodiig SBP in FB 15.05 599 9.06 1562 7.48 8.14
May 2008’ Al 11.96 518 6.78 1402 650 7.52

2. Following the large withdrawal of deposits in October 2008, SBP provided extensive liquidity
support to the intelbank market using

various policy tools (such as discount | (Sianding o oPread  Movementin Lending Rate:

window, open market operation, Spread — Outstanding lending rat

reduction in reserve requirent, —__hreadexcl. noremu.  —— Discountrat

encouraging export refinance facility) FWADR 16.5

While these measures were necessary tg /\

quickly restore the confidence on the 12 14.5 [~

financial system, availability of liquidity — z /f/ =

may have relieved banks from the £9 £135

compulsion to undertake extraordinary 5 —— e /7L’

efforts for mobiizing more deposits S Lo 125 /

This, in turn, would limit the upward J

pressure on deposit returns 3 b ° FRARARARARIIN

55882883 2923229

3. In the face of aggressive monetary S88588 5 S2048¢23

tightening by SBP, which was essential t
contain significantly high inflationary pressures in the domestic economy, it wadezkpleat the
lending rates would rise (s€é&gure 4.47). At the same time, evidence for Pakistan suggests that

81t is measured as difference been weighted average lending and weighted average deposit rates.

" Following the imposition of floor on deposits rate, the weighted average return on deposits of the banking industry
increased by 120 bps in June 2008. The rise in lending rate was honbvé8 bps despite as 150 bps jump in policy rate
in May 2008.
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deposit rates have been relatively rigid in["Figure 4.48: Banks Portfolio as Per Retums (average

upward direction This asymmetrical mDepositMmAdvances
response of lending and deposit rate to 90
interest rate increasésas resulted in 75

higher banking spread

60
45
30
15

0

Thus, it is not surprising that the increase
in advances disbursed at lending rate of
12 percent and above, is far greater than
the rise in deposits placed on return of 12
percent and above (sEgure 4.48."

as percent oftota

4. The wide maturity gap is one of the key
determinants for higher spreads
CY08 the share of fixed deposits in total
has reached to 36.6 percent from 19.3
percent in CY04, following various

rate of return

Figure 4.49: Structure of Fixed Deposits

\ -

incentives from SBP, such as exemption ;S;?Tﬁifﬂg‘ Egzig z: ?[:g;
of term deposits of oveone year = 1yr-2 yr (LHS) mmmm 6 monthslyr (LHS)
maturities from CRR (seigure 4.49. CLess than 6 months (LH! Share in total deposi
This increased share of fixed deposits cah 1500 40
support banks in bridging up the maturity
gaps between assets and liabilifies. 1200 32

2 900 €
Market expectations regarding interest 5 243
rate movement is another key factor that| 2 600 g8
affects the maturity gagS.As evident 16

. : . 300

from Figure 4.5Q negative gap in-3 =
month maturity narrowed as banks were 0 . . . . . 8
expecting a rise in policy rat& hus, CY03 CY04 CYO05 CY06 CY07 CY08

instead of locking in their funds in long
term investment, banks preferred to inveq

tFig ure 4.50: Gap (Assetd.iabilities) as Percentof Total Assets

in debt papersfeshorter maturity (e.g- BUp to 3 month®Over 1 yeal
month maturities It may be pointed out 20
that following the 200 bps rise in policy 15

rate in November 2008, market

expectations changed as there was a viey  °
that interest rates have peaked. out £ 5
Accordingly, beaenks¢sz,
term government papers increas&or =

maturities of over 1 year, banks have a -5

large positive gap as the assets of banks| .10
have longer maturities than liabilities

-15

Mar-08
Jun08
Sep08
Dec08
Mar-09

81n CYO08, on average, more than 80 percent of advances were disbursed at lending rate of 12 percent and above; whereas
deposits placed on return of 12 percent and above have a share péi@@ri in the totaleposits.

It is measured by the difference between assets and liabilities (for a given maturity period) adjusted by the total assets.

80 wWhile most of the deposits of the banking system are of-lort maturity, their advances domg term in nature. This

maturity gap means that lostgrm funding needs would have to be financed through a continual rollover ofestmort

liabilities. In times of liquidity shortages, rolling over maturing obligations would be expensive. Thieraikks is

generally reflected in higher spread.
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Even though the efficiency conditions have

deteriorated due to high banking spread, the
degree otoncentrationn industry has
improved Over the years not only the value
of H-index has reduced significantly but also
the share of top five banks in total deposits
has declined from 60 percent in Johto 52
percent in Jwd9 (sed-igure 4.51). This

index captures the competition among banks
It may be noted that not the competition
among banks is essential but also the
competition in different investment avenues;
which at present is almost absent in Pakistan
It can be argued that to haaemarked
influence on the banking spread, a vibrant
private debt market is essential which will

Figure 4.51: Herfindahl Concentration Index & Share of Top 5
Banks in Total Deposits

C—H-index Top 5 banks'/total deposits(RH
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force banks to improve their efficiency

Profitability

The soundness and security of any banking
system depend on its capability to earn from
its assets The profits of banks also act as
front line defense to soak up losses without
disturbing the capital bas®uring CY08
investments of banking industry faced losses|
due to the crash of stock mark&ome of the
banks booked impairment lossékhus, the
banking system recorded a total profit of Rs
43.3 billion in CY08 compared with Rs 73.1
billion CYO07. This is the second consecutive
year when banks are facing decline in their
profits (sed-igure 4.52. As a result, the

Figure 4.52: Income & Expenses Flows of Banking Industry
— Total incomcmmmmm Total expense Profit after tax
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& 80
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-40
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return on assets (ROA) has dectirfeom 1.4

percent to 0.8 percent in CYO&roup wise
comparison shows sharp decline in the profit
of public sector and foreign banks (see
Figure 4.53.

Further details suggest that the increase in
total expenses was almost twice the growth i
totalincome The factors that contributed to
growth in expenses included notierest
expenses (due to high administrative cost of
banks), provisioning (due to deteriorating
asset quality), and bad debt write offs (see
Figure 4.54. The ratio of provisioning
expense to gross income has increased

Figure 4.53: Earnings of the
5 Banking Sector

Impediments in Profitability
Gain on sale of secur.t

NIM ROA(RHS) gross income
Provision expense to gr
5.5 24 income
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sharply as the growth in provisioning is much

higher than gross incomé& his was despite

the fact that SBP had provided the 30 percent benefit of ESV.

'See circular BSD
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On the income side, the share of finterest income has deatid in total income due to negative
contri buti oo o(mmdiudectsh*® However, the banks have gained Rs 10.2 billion
in their foreign currency dealings

Figure 4.54: Contributing Factorsin Growthof Total Income  Contributing Factors in Growth of Total Expenses
H|nterest earne®Non interestincom M Interest expenst
B Provisions & bad debt written ¢
72 h
ONon interest expens
B Extra ordinary/unusual iten
54 60
1
42
© 36 -
(O] c
824
218 @
6
0 =
-12
-18 -30 T T T T T
CY03 CY04 CY05 CY06 CYO7 CY08 CY03 CY04 CYO5 CY06 CYO7 CY08

The net interest margins of banking industry have increased to 5.3 percentalatvtely high

interest rate prevailing during the period under revids the result, the net interest income has
registered a higher growth of 18.3 percent compared to 12.1 percent in €¥itay be noted here

that noninterest income makes a sigandint part of the total income of the banking system, but this is
more volatile in nature (sé20x 45).

Box 45: Diversification in Banking and Volatility of
Earning Sources . ]
Bank®earning sources are generally categorized into t/1gure 4.5.1: Gross Income

categories: interesticome and noiinterest income The mmmm Contribution frominterest incorn
B Contribution fromnon interest incon

?nterest income,_which is_oﬁen a major source _of earnirjg Growth of grossincom
is generated by intermediating between depositors and — Share of nosnterest income (RHS
borrowers At the same time, banks also charge their 50 45
customer fees in exchange for a variety of findncia /\
services which-ineesiocoed bafp 40 [/ 41
Considering that the activities that generate interest inqo 30 \ /\ \
are uncorrelated or at least imperfectly correlated with % 37 %
activities producing noimterest income, a diversification| 2 20 I
in income sources (i.ebetween interest and namerest g 33 8
income) can reduce the total risk for the haffikis in turn 10
would result in a relativelynorestable stream of income 0 29
and profits

-10 25

The view that a diversification yields benefits was
substantiated by some empiriclidies For example,

1998
1999
2000
2001
2002
2003
2004
2005
2006
2007
2008

82t consist of income from several heads such as rent on property/lockers, malpesty & equipment, income from

interest derivative contracts, bad debts recovered, exchange income on import/export bills purchased/negdtiated etc
CY0O8 the O6other incomed of banks decr eas eitereatgerivativesy ear ned |
remained low and less charge recoveries were made from customer.

8 Many of these financial services are traditional banking servigessaction servicdike checking and cash management;
safekeeping services like insured depositaunts and safety deposit boxiesiestment servicdike trust accounts and
long-run certificates of deposit (CDs); aimburance servicdike annuity contracts. In other traditional areas of bariking
such as consumer lending and retail paynéetii® widespread application of new financial processes and pricing methods
is generating increased amounts of fee income for many banks. And in recent years, banking companies have taken
advantage of deregulation to generate substantial amounts-oftaest irome from nontraditional activities like
investment banking, securities brokerage, insurance agency and underwriting, and mutual f{@dwsakesRobert D

Young and Tara Rice (2004)]
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1. Rogers (1998) found that large amount ofli@sed or nottraditional products or services improved bank efficiency in

the 1980s and 1990s in the US

2. Using a sample of bank holding companies in US from 1990 to 1994, Klein atehBSerg (1997) found that

diversification through holding companies yields some benefits as a holding company would hold less capital and

engage in more lending

3. Analyzing the banking systems of EU countries for the years-2898mith R, Staikouras @nd Wood, G (2002)
found that the increased importance of +irtierest income did, for most but not all categories of bank, stabilize profits
in the European banking industry in those years.

On the contrary, DeYoung and Roland (2001) argued thaimerest income may increase volatilitfhis was because (1)

the customebank relationship is stronger in the traditional lending businesdpr.enany of the new febasedactivities it
is easier for customers to switch to another bank; (2) expanding irt@$ee services can considerably increase fixed costs
(e.g, by investments in technology and human resources) whereas, if a lending relationship is already establstigd
tbasedeactidatiest

cost of an additional

volatility.

Examining the aggregate and individual bank data from the late 1970s to 2001 for US, Sitroh, K.J (2002) found that greater

| oa

n are
require less regulatory capital, which suggests a higher degree of financial leverage and therefore leads éamimgher

t

he

bankods

reliance on nofinterest income is associated with higher risk and loweraiflsted profits These resudt suggest little
obvious diversification benefit from the ongoing shift toward-imderest income.
Table 4.5.1: Group Comparison ofVolatility in Income Sources

In Pakistan, thanalysis of data frort9982008 indicates
that noninterest income makes a significant part of the t
income of the banking system, Nily lower than the intere
income in most of the years under revi@geFigure 4.5.1).
Further, there is a negative correlation between interest
income and notinterest income; this means that banks n
gain some benefit from diversifying their reverageirces
But more importantly, nointerest income is relatively mo
volatile than interest incom@eeTable 4.5.7). Within non
interest income, the fee incoffiés relatively stable revenu
source for banksHowever,other incom&, income from
dealing in foreign currency dealinganddividend income
which together form a significant portion of norerest
income, are more volatileThis means while the nen
interest income may increase the overall income of ban! fom 19982008
but this would also add to volatiliin banks earning
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8 This includes income from derivative contracts, sale of property and equipment, gains on sale of securities, surplus on

revaluation of sharestc

111

ncolil



State Bank of Pakistan Annual Report 2Q089

4.4Money Market

The liquidity management remained quite
challenging during FY09 as SBP had to
maintain a balanceetween overall monetary
policy objective of containing excess demand ’ |
pressures and at the same

time ensuring smooth functioning ofeth =
domestic financial system 3
(3]
o

Figure 4.55: Trends in Overnight Repo Rates
Weekly average overnight repor:

Policy rate

—

3

Specifically, serious macroeconomic
imbalances of the previous year required SBIP
to maintain restrictive liquidity conditions in 4
the interbank money marketDuring the

initial months of FY09rupeeliquidity in the
marketwas relatively restrictive due to
depletion of FX reserves and some seasonal
withdrawal of depositsHowever, the Figure 4.56: Volatilityin Overnight Rates
unexpected liquidity drain in October 2008 in| 15
the wake of rumofed large withdrawal of
banking system deposits, which was 12 +/- Standard deviatio
exacerbated by camrns on stability of
domestic financial system in view of global 9
financial crisis, necessitated sufficient
liquidity in the financial systemThe i : :
challenge for SBP compounded &¥the Strainson rupee §
lingering effect of liquidity shock continued 3 liquidity 7
in the latter half oFY09% and @) in the last
guarter, pressure on market liquidity 0
increased owing to significant demand from
Public sector enterprises (PSEs) and for
commodity financ&! Thus, not surprisingly,
the weekly average overnight repo rate
remained significantlynore volatile in FY09 compared to the previous year Figere 4.55.
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The developments in the money market can be categorized into three phases based on the changes in
liquidity conditions in the system and market expectations regarding interest rate.

First Phase (JulOct 2008)

SBP had introduced aggressive monetary tightening measures in May and Jiy 2008, during

the initial months of FY09, overall market liquidity was relatively restrictive and the overnight repo
rate remained close to theligy rate This was despite continued sharp rise in government borrowing
from the central bankWhile these borrowings led to some rupee injections into the market, their

8 SBP only gradually allowed the interbankernight repo rate to reach close to the policy rate as banking system was still
recovering from October 2008 shock ($égure 4.55.

87 During H2FY09, private sector experienced a net retirement of R8b#fon. The resulting liquidity ease wasore

than offset by budgetary borrowings of R8hlllion from scheduled banks during this period. Thus, exceptional credit
demand from PSEs and for commodity finance exestexss on market liquidity.

8 0On 22" May 2008, SBP introduced 150 bps inaedn policy rate, and 100 bps rise each, in cash reserve requirement
(CRR) and statutory liquid ratio. On"0uly 2008, the policy rate was further increased by 100 bps to 13 percent
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erratic behavior and large volume considerably increased volatility in overnightate (se€&igure
4.56.%

The challenges for liquidity management increased further due to low deposit growth of the banking
system and heavy credit demand from the private sector and the PSEs during thisipeudalition,
the deterioration in theurrent account

deficit, mainly d_Ue to huge _0” payments, Figure 4.57: Offered Amountin T-bill Auctions
caused further liquidity drains from the ® 12-month® 6-montha 3-month
market 100%

Banks responded to this increasing demand | 8% {0 AAAH AR i i
by reducing their stock of government

- ; 60% NHHHHHHHHHHHHHHHH : H
securities This conduct of banks was

bolstered by expectation$ @ further rise in 40% (A HHAMA AR AR A i i
policyrate Thus, not only |k

AR . . 0 20% HHHHHHHHAHHAHHAHHH R i
participation in Fbill auction was low? most
of their offerings were in-8nonth Tbills™ 0o ALHIHTIHTHNTHNT AN RITIIHE AR S B
(seeFigure 4.57 and the minimum rates § 88 § 8388388383 %

. . . =+ = 3 oS =L 4

offered in auctions were often higher than the 3 3 i ER S8 s8¢ <2 E% 3
cutoff yields decidedn previous auction¥. TS RININ I I e

In aggregate terms, banks invested Rs 401.0
billion in T-bills auctions during JuDct 2008
(out of which Rs 394.4 billion were inr@onth T-bills), but large maturities of-Bionth and 12 month
T-bills in this period, led to a natjection of Rs 110.1 billion into the banking system (Eakle 4.38).

The huge retirement of government securities$ Figure 4.58: Liquidity Position of Banks* (SLR aspercent of TDL)
held by banks had implications for liquidity —=1Excess (RHS— Required—— Maintained
managementBesides shifting the burden of 33.0 14.0
funding government credit demand to the \\ /\/_/
centralbank, this reduced the stock of 30.2 — a8
government securities held by banks over and = -, , \ RN 96%
above SLR requirement (sBegure 4.58.% S —\\/ - 3
This in turn limited the ability of some of the | & 246 —HHHHH A 742
banks not only to access discount window byt 18 L 5,
also to participate in Open Market Opevat ' T i '
(OMOs)(seeFigure 4.59. Meanwhile, the 19.0 HLH I AT 5
liquidity conditioncame under further stress 8338388338233

with largewithdrawak of banking system 3 %”5?55 5 & §28s g_%
deposits following rumors regardimgncerns | , Excluding Islamic Banks

8 Forexample, contrary to cumulative retiremenRsf 139 billion to the central bank during 38kp 2007, government had

borrowed Rs 2@.7 billion from SBP in JuiSep 2008 period. The volatility of overnight repo also increased as evident from

higher coefficient of variation which has risen from 0.12 in former peiti@ 0.19 in the latter.

% During 13" August to 8' November 2008, banks had offered Rs 379.8 billion-billTauctions against the cumulative

target of Rs 450 billion. Thus, in net t e bilos.,Sintethe banksd
total auction maturity during this period was Rs 445.2 billion, this led to net retirenmoitdduled banks and a

corresponding fall in their stock of government securities.

“"Bankso |l ack of inter es inthefacttbatflom® Julyte 2fbAugust, 2008, haeks djdanatbic d  f o r
any amount for nonth T-bills auctions.

92 This was because banks were seeking higher returns on government papers in line with excessive demand pressures on
market liquidity.

% Theexcess liquid assets with banks declined to the 1.8 percent of the time and demand liabilities (TE\Qbyphér

2008 from5.4 percent at endune 2008.
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on the stability oome of the local banR8.As  Table 48: Indicators of Liquidity Conditions

a consequence, banks staedrowing in the piliion Rupees

interbank call market, leading to an abnormal

jump in the overnight call rate during this phas - o NFOT/(_),Seb T

(seeFigure 460). The effect of tight liquidity — -~

conditi_ons was also visible on kibor, whichha —, . - 06 o~ G

been rising since July 200Bigure 4.61).%° Auction maturity R 6275 4072

Ln ;eiplczn;e to n;[gezeeliquigit;/ séhortggices, nSotB 0 N;‘i::rrga i;g 1;22’2 ;é;i

(availing Rs481.3billion during AugNov 2008 Net acceptance 1104 2495 160.0
. ; ) BTN 2. OMOs

period), SBP provided extensive liquidity e

support of Rs 396 billion thugh OMOs Given e 4420 06 7ALS

the scale of liquidity crunch, SBP reduced the APS°Pions 4ral 0693 2263

cash reserve requirement (CRR) for the bank et aPsortion 01 elsr - Sha2

system in a phased manner (durin§ Otober 3 Piscounting

to 1% November 2008) by 400 bps to 5 percen Amount srr1 3210 1704

time and demand liabilitiesSBP also exempte( AVerage amount

the time deposits from SLR requiremeifhese  discounted per day Sy 2 S

measures were introductalrestore the AVEERS MU 95 ¢l

confidence of the banking system quickBut LENLS EIG (227 Bk B o2 43

these measures subsequently diluteceffect of

monetary tightening being pursued by the central bank to addressdieeomomic imbalances

faced by the country

Second Phase (November 2008 to February — -
2009) Figure 4.59: Open Market Operation

EMop upBEInjection

The interbank market was excessively liquid 375

during this phase as evident from overnight

repo ratesvhich remained significantly lower 300
than the policy rate (séggure 4.55. In

addition to earlier extensive support, SBP 0225
decided to provide 100 percent refinance to | <
banks under EFS on November 12, 2008 = 150
Further, slowdown in credit demand from the
private sector and improved foreign exchange ~ 7°
inflows reflecting gainsn external account 0

balance eased the liquidity condition in the

. ® ® ¥ B D O
market SBP however refrained from 2% % 29 § %
aggressively removing the excess liquidity 52500 205

Feb-09
Mar-09

Apr-09

May-09

Jun-09

from the market in view of the continuing
risks to smooth functioning of the financial market.

The overnidpt repo rate therefore increased only gradually to align with the policylratee
meanwhile, considering continuing macroeconomic imbalances, SBP raised the policy rate by 200 bps

on 13" November 2008 Interestingly, émonth Kibor had already partigicorporated this rise in

% During the month oDctober 2008, deposits of the banking system fell b9@R8billion.

% Further the rising differefil between repo rates and the KIBGRygests that extending credit to private sector was more

attractive for banks than investing in government papers.

% The central bank allowed banks to avail Rs 342.9 billion through its disedeeow during this phase. At the same time,

SBP absorbed Rs 618.7 billion through OMOs.
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policy rate as between ®ctober to 12 November, 2008 (i.e., a day before policy rate decision)
the 6month KIBOR had risen by 110 bps.

The aggressive policy rate increase by SBP, however, changed market expecdiaiisg iterest
rate outlook January 2009 onwarddpecifically, banks were of the view that interest rates in the
economy have peaked oufthis change in expectations was also reflected in heavy participation of
banks in Thill auctions particularly n longer tenor papers (segure 4.57). Besides reducing the
government reliance on funding from the

central bank, this change in expectations led| Figure 4.60: Movementin the Interbank Call Rate

; 99 Call rates
to softening of market repo rate™ KIBOR Drsceunt rafs
which were already falling due to slowdown | ——6 per. Mov. Avg. (Call rate:
in private sectorreditdemand came under 25

further pressuré&” ’

JT
percent

The government was able to borrow Rs 249. Vl‘ i
billion, net of maturity, in nine ill auctions T\

held during this phasdt can be argued that it 10 i) “1“““’
was essentially the slowdown in demand for

private sector credit @some degree of risk 5 e e e

15

averseness among banks that allowed 83 % 883 8383 3 3 °o¢’ 3 %;
government to borrow form scheduled banks 5323838825858 § 333
without putting pressures on market rates R T R R I A T I B
During this phase, a number of steps were

taken to make the distinction between debt

management and liquigitmanagement Figure 4.61: Spread between Repdibor

function more visible For example, (1) —Spread (RHS 6-Month Kibor 6-Month repc
government started making prior 16 260
announcement of auction calendar felill Wt»\

and PIBs auctions; (2) the auction results are s 208
now volume based, and (3) the responsibility| _ 14 ] 156 £
of deciding cuoff yields in primary auction g 2
of T-bills and PIBs was transferred from SBP| g 13 104 é
to Ministry of Finance The latter measure 19 52 <
will help in improving the transmission of

monetary policy as now movements in-ofit 11 0

yields would not be construed as signals for
monetary policy changes

2-Jul08
31-Juk08
30-Aug-08
30-Sep08
6-Jan09
7-Feb-09
9-Mar-09
9-Apr-09

9-May-09
8-Jun09

1-Nov-08
1-Dec08

Third Phase (March 2009 onwards)

The liquidity conditions stabilized during this
phase as overnight repo rate remained relatively less volatile and gradually converged to the policy
rate The market however came under some pressures due to adwaatmnpayments by banks,

" The KIBORof shorter tenor, which are mainly driven by liquidity conditions in the market, continued their softening trend
during this period.

% The increasedsk averseness among banks due to rise irpesforming loans also helped in reducing the government
reliance on funding from the central bank.

% Indeed, with slowdown in CP! inflationary pressures, particularly after January 2009, there were ee@tiorg of a

cut in policy rate which was reflected in the ipidttern of Fhill auctions. Specifically, most of offered rates by banks were
less than the cuff yield realized in the previous auction.

190 From endDecember 2008 to mitarch 2009, thé-month repo (offer) rate fell by 263 basis points, wherd&OR of

similar tenor declined by 327 basis points.
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credit demand from some PSEs following the partial settlement of their loansamkk:"* and
borrowings by the govMarch2009 guantitative targeTddse peBsaréss e n d
were partly offset by some inflows &g there was some improvement in external account position,

and @) SBP provided liquidity support through OMOASs a consequence, overnight rate gradually

came close to policy rate

The market however continued to anticipate downtrend in long telatiamf as in PIB auction held

on April 15, 2009 banks offered higher than targeted amountRse19.3 billion against Rs 20

billion). Later on, as risks from macroeconomic imbalances reduced and disinflationary trend firmed
up, SBP reduced the policgte by 100 bps oApril 21,2002 The market rate however remained
almost unchanged, suggesting that market had already taken into account lower interest rates
Further, there were some additional demands on market liquidity from public sector ergerprise
(PSEs) and for commodity operation

The market rate however started to decline steeply following the release of CPI inflation for the
month of May 2009 The decline in YoY CPI inflation from 17.2 percent in April to 14.2 percent in
May 2009 strengthreed market expectations that the slowdown in inflationary pressures will continue
and SBP would ease its monetary palidihe downtrend in interest rate accelerated with the release
of June 2009 number for CPI inflatioirhe 6month Kibor offer rate felfrom 13.63 percent or9

June 2009 to 11.88 percent on July 24, 2009

The market interest rate adjusted upward as (1) SBP first delayed the announcement of its Monetary
Policy Statement which was initially scheduled for July 24, 2009, and (2) the dvedlwetion of
100 bps in policy rate on August, 2009 was less than market expectations

Finally, in August 2009, SBP also adopted a new framewaork for its monetary operation by
announcing an interest rate corriddinder this framework, SBP intraded an overnight standing
deposit facility The rate on this facility will be 300 bps below the discount rate and would effectively
act as a floor rate for the overnight interbank repo borrowiiige SBP policy discount rate on the
other hand would see as ceiling on the upward movement in the money market repo rate

The introduction of this corridor would help in containing the excessive volatility in overnight repo
rate, would make monetary policy transmission more effective and foster tranggaremney
market operations

1011n March 2009, Pepco issued a government guaranteed TFC of Rs 80 billion as an effort to settle the circular debt issue.
This TFC had nommediate cash impact as receivables and payables of various entities involved in the circular debt were
settled only through mapping exercise. It was however found that a few PSEs acquired more loans from banks as they got
room for additional bank borrowgs.
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Special Sectior.1: Capital Market Developments

1 Overview

In the background of sluggish economic growtharge twin deficits, high inflation, heightened

security risks and poor law & order situation as well as dwinglledufacturing activities amid power
outages, asset markets remained under severe SBiees continued expansionary fiscal policy and
heavy reliance of the government on borrowings from the central bank to finance budget deficit, tight
monetary policy s the only option to bleed off excessive aggregate demand pressure to contain
inflationary pressuresThe impact of these developments was further compounded due to liquidity

crunch in the banking system and political noiseaddition, within equityrar k e t

regul at or ¢

decision to impose a floor for about 3%2 months on K88 index as well as depletion of leverage
due to gradual elimination of CFS MKII and weakness in corporate earnings adversely impacted the

performance of bourses during FY09

These negative domestic developments coupled with global recession amid financial crises also led to
massive outflow of portfolio investmen€onsequently, downtrend in KSEO index, which was

started in April 2008, was extendaed toendJanuary2009 As a result, KSELOO index withessed a
massive decline of 43.7 percent during FYQ9, though recovered 48.7 percentluner009 from

its lowest level of 4815.3 seen on January 26, 2009T@ele SS.41). Similarly, the other markets

of the country, (i.e., the Islamabad Stock Exchange and Lahore Stock Exchange) also showed net
decline of 42.6 percent and 48.9 percent in their indices during.FY09

Table SS.4.1 Overview of Capital Market

endperiod

FYOQ7 FY08 FY09
Equities (KSE)
Listed companies numbers 6580 6520 6510
Listed capital billion Rupees 6310 7060 7820
Market capitalization billion Rupees 4019.4 3777.7 2120.7
Market capialization as % of GDP percentage 46.3 36.7 16.2
New listed companies numbers 16.0 7.0 8.0
Debt instruments (all listed)
New debt instruments listed numbers 3.0 7.0 1.0
Amount billion Rupees 11.1 22.25 21.2¢
KSE-100 Index 13,7725 12,289.0 7,162.2
High 13,772.5 15,676.3 12,21
Low 9,504.5 11,162.2 4,815.
Turnover (KSE)
Average volume per dayhares) billion 0.2123 0.2416 0.105¢
Average total alue billion Rupees 223 256 4.4
Total trading days 2440 2470 2450
Lahore Stock Exchange
LSE-101 index 4,849.9 3,868.8 2,132.¢
LSE market capitalization billion Rupee 3,8600 3,5140 2,0180
Islamabad Stock Exchange
ISE-10 index 2,716.0 2,749.6 1,713.(
ISE market capitalization billion Rupees 3,060.6 2,872.0 1,705.(

192 Real GDP grew by only 4.1 percent in FY08 and 2 percent in FYO9 compared toterioraverage of above 5 percent.
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More important and catastrophic, however, was the decision of imposition of a floor ehAQSE

index to stop the free slide and to protect the invesioudl trading sessions during floor period led

to a sharp decline of 56.3 percent in average daily turnover a{s€eEigure SS.4.}. Not onlydid
foreign investors shy away in a namarket envionment, domestic mutual funds which are in their
infancy stagewere badlyhit by this decision In addition, the imposition of floor also posed
significant chall enges t o t h.eltcaldpotentiallydeyore f t
damagim, if the central bank not taken appropriate measures to improve liquidity in the banking
systemt® Imposition of floor practically made market neamctional and MSCI Pakistan Index has

he

Figure SS.4.1: KSE100 Index
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been excluded from MSCI Emerging Market Index by-Bed¢ember The alverse developments
during the floor period suchas deadly bomb attack on a high profile homdlitical deadlock
between Pakistan and India after Mumbai attack, increased insurgency in the Northern areas, as well

as, muddled domestic political scewdrima d e

i nvestorsbo

day made it clear that marketsset to have a steep slide in piebr period

The substantial decline in forex reserves,
fiscal slippage, surge in inflation, losses in
rupee parity, waeened growth profile

accompanied with political chaos and 3 . gig-oloo index (endnonth) 260
insurgency led to deterioration in credit ratind 5
of the country, which further compounded thg¢ 3 5 550 I\ / 180
impact of global recession and resulted in 3 v “ “‘*\ 8
massive outflow of portfolio investment from | %" 14 gg0 |= | . I , <
.. . g 9 N L S
the country As a vicious cycle, this outflow 2 " “ H HW_\ H " e
of foreign investment from the equity market § 7,000 —| 180
added panic in the market (deigure Ul V
8842 b4 4,000 TTrrrrrrrrrrrrr ot T -360
NN~ 00 W W owWowo OO
o 2238223222299
However, it is important to note that the 38 <Z>3 s § 38 é g3 §

performance of most of the equity markets

Figure SS.4.2: Outflow of Portfolio Investmentand Decline in
KSE

—JPortfolio investment (RHS

S e. reach passing s

around the globe remained lackluster during

furt

FY09 due to the impacts of financial turmoil and recession Fsgare SS.4.3. The only exception
to bearish sentiments were India, China and Vietnam, all three had showed recovery from significant
declines in the previous yealn particular, rise in India equity market (SENSEX) is a reflection of

193 For details, please see SBP Second Quarterly REpdfY09on the State f
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continuity of policies as Congress won the elections this ydawever, despite substantial losses

during FYO9ther el ati ve standing of PakistandsBoequity me
SS.41). There is a need to resolve issues related to implementation of regulation, at the same time
availability of financing with risk management tools and improvement in law & order situation in the

country may help boost the performance of the market with signifidlomestic and foreign

investment.

The optimism also comes from the fact that F_'gFL::(e): S_,ifog hanges in Major Stock Exchanges
despite the weaker performance of the equity RUSS|

. ussia
market, number of accounts with the Central Pakistan —
Depository Company (CDC) has increased b Jgﬁgn 1
18.2 percent by enrdune 2009 compared Germany
with only 7.1 percent in June 2008 and a Tha“gr'fd e
decline of 0.5 percent in June 2007 when Brazil :
performance of stock market was strong (seq Indonesia .
Figure SS.44). The rise in number of Saraysia -
accounts with the CDC in FY09 is probably a Philippines
function of low leveraged holdings and ndia
discountedraluations, which directed Vietnam
genuine investors to focus with medium to 61 44 -27  -10 7 24
long-run perspective rather than investors percent
with shortterm and speculative motives in
the preced|ng yearsThe pr|nc|pal factor |s Figure SS4.4: CDC Accounts and KSE100 Index
probablythesharp decline in equity prices EE CorporateC— Individual KSE-100 (RHS;
made invesnent in equities more attractive, 55 — 14,000
and in absence of leverage instruments, /\ S
speculators kept themselves away from the | 44 _/ _ | 12,000,
market 3 2

E 33 /— — - 10,0002

It is important to note here that traditionally | S m Z g
speculative trades have contributed S 22 / — —\ - 8,000 =
significantly to the overall trading volumes =
In fact, present low volumes indicate towardy 11 |— — 1 [ [ [ 6000 §
absence of leveraged trading through the
Continuous Funding System Mdtk(CFS 0 / . L . 4,000
MK-II), which was banned in April 2009 2003 2004 2005 2006 2007 2008 2009

SECP has recently introduced deliverable
future contract market (DFCM) for only seledtstocks Both SECP and KSE are trying to introduce
marginal financingMF) facility with the consultation of stakeholders

Finally, the adverse developments during the last two years coupled with high interest rate
environment also reflected in listis of new debt instruments in the corporate debt magxely one
new TFC of Rs 4.3 billion listed in December 2008 e rate offered was 14.15 percent (KIBOR +
1.65%), compared to 11.52 percent (KIBOR + 1.42%) for the same credit rating corpordiriary-e
2008.

2 Market Developments

A free slide in KSELOO index continued tilhugust27,2008 whichstartedn mid-April 2008 (see

Figure SS.41). This phase is marked with lower volumes as wéliven the continued deterioration

in law & order situdon and political noise and subsequent massive outflow of portfolio investment in
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shares and securiti€¥ floor on KSE100 index was imposed @kugust27, 2008. While a free slide
of KSE-100 index was halted; intervention in normal functioning of thekaetahrough ad hoc
measure proved to be catastrophic for the market and all invéstatizidual, institutional and
brokerage housessubsequently, MSCI also removed Pakistan from its MSCI Emerging Market
Index by eneDecember 2008

Box SS.4.1 Region a | Standing of Pakistandés Equity Market

Paki st ant®isconeempurchasing power per capita basis is quite low compared with other regional countries
Paki st and'Si m atnekr mss olf26per capita income (PPP) out of a tota
on Global Stock Market Faatbk. However, it is heartening to note that key indicators of equity market suggest that

bourses in Pakistan are well developed and earned significantly higher ranking at most pldcad€s®.4.1.). For

example, only Vietham and Bangladesh haveeloper capita income among the selectenpda of 13 regional countries,

however, in terms of st oc k"imtdsrs&nple and d0in thewvorld. Similary,a kP sk iamntéasn & @ n |
is at 8" position in the region in terms of number istéd companies, and enjoys gosition inthe worldP a ki st and s

equity markets are at"osition in the region in terms of value traded, and %tr@8nber in the world While average

company size is at the same level as of per capita incomeriedioa, Pakistan is at 8®osition in the world in terms of

average companysiz&i mi | arly, countryés rank in .terms of market capi

TableSS4. 1. 1: Regional Comparison of Pakistands Equity Mar

Country cagtNe:PPPelg Stock market Marl_<e_t capitalization, N Value traded, Numbe(rjgrfrjztseti comg:;z?;
(2007) turnover (%) (million US Dollar)  (million US Dollar ) companies (mlIIIDlon us

ollars)

Bangladesh 1,330 137.3 6,671 9,240 290 32.6
China 5,420 121.3 2,793,613 5,470,529 1,604 1741.7
India 2,740 85.2 645,478 1,049,748 4,921 183.5
Indonesia 3,570 71.3 98,761 110,678 396 2494
South Korea 24,840 181.2 494,631 1,465,999 1,798 275.1
Malaysia 13,230 33.2 187,066 85,214 977 300.8
Pakistan 2,540 116.0 23,491 54,359 653 59.1
Philippines 3,710 22.2 52,101 17,213 244 3354
Singapore 47,950 101.3 180,021 270,909 455 395.7
Sri Lanka 4,200 17.2 4,326 1,022 234 24.4
Thailand 7,880 78.2 102,594 116,769 476 361.4
Turkey 12,810 118.5 117,930 239,713 284 415.2
Vietnam 2,530 28.8 9,589 4,195 171 65.0

Sour ce: Standard & Poor 6s20081 obal Stock Markets Fact bool

These statistics, albeit with some weaknesses, show the growth potential of the donckstixchimngesThere is a need to
adopt best international practices, software, transparency and prudent regulations to gain investor confidence

Unfortunately, pressures on rupee parity, resilience in inflation at around 24 percent YoY level,
bombirg of Marriot Hotel, Islamabad, further tightening of monetary policy and, more importantly,
rumor driven liquidity crunch in the banking system were some very significant developments during
the floor period These developments added further steam intivegsentiments and evaporated any
hopes of recovery in the markeéthus, amid fear of a crisis, floor period was extendEae floor

restricted the investors to square their positions, which had serious implications for all irivestors
small, big, instiutions and foreign

In particular, mutual fund industry, in its development phase in the cowashit hard by these
developments, as the impacts of a decline in asset prices and subsequent disinvestment from mutual
funds were quite strongn fact, despite imposition of floor, which made it impossible to liquidate the
equity investment during that period, mutual funds faced massive withdraitedse withdrawals

1A net outflow of US$ 177 millin was registered in portfolio investment during-Auly 2008.
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were due to a sharp decline in NAVs and gloomy outlook amid.flimothis backgroundiquidity

crisis hit the banking system in October 2008,

part of this crisis was fueled extraordinary drop in deposits amid disinvestment from mutual funds
As a result, not only sheterm overnightates in money market soared to record high, CFS rates also

which was primarily driven by ruidorgever, a

rose significantly to as high as 100 percent
(seeFigure SS.45). The pressures on CFS
rates were also compounded by increased
risk, as investors were unable to settle their
position due to flooand institutions were
unwilling to take further exposure in non
market environment (sd&ox SS.42).
However, as market started functioning
normally and stress on institutional liquidity
eased by early January 2009, short term
money market rate and CF&e at KSE also
stabilized.

As mentioned above, the distressed investors
were looking for a chance to settle their

Figure SS.4.5: Average CFS Rate and Trading Volume atKSE
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positions; as the floor removed, selling

pressure drove market to a five year low level of 4815.3 by closing oarya2f; 2009% However,

attractive prices and expected handsome payouts from leading scrips on the back of inventory gains,
S 0 me

revaluation and
once again reinvigorated investod

with higher volumes comparable to the first ha

In the final quarter oFYQ09, trading volumes shrank again due to (1) uncertainty about the market

direction, as well as (2) absence of leverage
products in the market as the facility of CFS M

hi gher
i nt er e s tConsequerithh markat aecokeeetd and within
52 sessions, KSEOO reached to its local peak of 7872.5 from its batt@ims period is also marked

prices coupled wi

If of FYO8

Table SS.4.2:KSE-100 Stabilized in H2FY09

t h

Il was discontinued and outstanding amount o
financing was required to be graduaiittied

Standard deviation

KSE-100 change in KSE

This restricted invescs
position in the marketln absence of leveraged
positions, market initially remained depressed
and at many occasions KSB0 index declined
to below 7000 levalip tomid-June 2009
However, bat volatility in stock market and
volumes reduced significantly during H2r09
(seeTable SS.42).

100
Q1-FY08 638.4 166.6
Q2-FY08 483.3 206.8
Q3-FY08 555.9 171.1
Q4-FY08 1354.7 2495
Q1-FY09 666.5 240.1
Q2-FY09 (floor period) 92 .4 117.3
Q3-FY09 483.9 138.3
Q4-FY09 267.5 131.3

Consequent on restoration of normal functioning

of market midDecember 2008 onwards, MSCI Pakistan Index was included again in MSCI Frontier
Emerging Markelndex in May 2009% Market witnessed substantial gains thereafter, though with
lower volumes mainly due to absence of financing instruments and liquidity shortages with the
investors It is worth noting that the fall in equity market was also compleetewith the decline in
other asset prices; such as real estAtehe same time exposure of domestic investors in real estate

and businesses in Middle East also either turned into losses or stutkeipombined impact of

105 Earliermarketobservedhe level of 4809.5 on J6February 2004.

106 12 pPakistani companies included in MSEMI, these are MCB, NBP, UBL, NIB, OGDC, POL, PSO, KAPCO, HUBCO,

FFC, JSCL and PT@ith a combined weight of about 45 percent in KSE 100 index.
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losses in asset markets drfted the cash flows and investors became extraordinary cautious
Although, deliverable futures have been introduced byJemyl2009, it is limited to fewer stocks and
market and this product has not attracted market participants & faajor factor or lack of interest
of investors in deliverable futures is probably high uncertainty about the future direction of the
market

There is increasing need for a standardized financing instrument in the local bourses where investor
can avail finance dire¢tom the financial institution, i.e., without involvement of brak&his could

be a Pareto efficient solution as both investors and financial institutions will be in a better situation
Financial institutions may charge a rate of return and set mamgte &s per risk profile of the

investor, and investor is still able to find lower and competitive rates

Box SS.42: Developments of Financing Instruments at KSE during FY09

FY09 was a challenging year for the stock mark®#hile the domestic markeemained liquiditystarved on account of

high interest rates and a sharp decline in consumer credit, foreign capital inflows also shrank due to the global Aecession
expected, the beginning of FYO09 o b soekindieeslHoaever, toamrepttht o wns | i de
rapid decapitalization of the equity markets, the Securities and Exchange Commission responded through a number of key

market interventions, including the introduction of an equity market opportunity fund (July@8); #@plementation of a

price floor (August 28, 2009); and lastly, the discontinuation of-higlhfinancial product$ continuous funding system and

deliverable futures (April 8, 2009¥eeFigure SS.4.2.).

Figure SS.4.2.1: Impact of Regulationand Interventions at the KSE During FY09
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High-leverage products, continuous fundsygtem mark two (CFS MKII) and deliverable futures contracts (DFCs),

essentially generated liquidity by allowing transactions to
be carriedover. But the extra liquidity came with inherent Figure SS.4.2.2: Coefficient of Variation of Daily Turnover at
roblems: KSE
P —— CSF & DFCs allowe¢ ~ —— CFS & DFCs discontinue
. L . Turnover of shares (RH:
1. In bearish markets where securities continuously lIos 159 500
value, the investors could default, leading to what is
known as 4{pletgFdountskr 120 400
2. Margins might not suffice under largeale defaults, | £ g9 300 o
|l eadi ng to otheriskobdestabiliziog| 3 T
the entire market; and g 60 { A 200 2
IS
3. 6Pump and du niipahcier hadtee b 30 100
incentive to boost the price ofstock through false o
misleading recommendations and then sell the sare 0 0
This led to price volatility which impedes equity SS T 28 >9SS 92 >c
market growth 3;%’@@25;‘?&‘2?%%%
_ _ _ VEIR Y 8IS HARS
As liquidity constraints eased by H2r09, with lowering

of discount rates and a gradual increase in net Special
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Convertible Rupee Accounts (SCRA) inflows, the SECP decided to do away with CFS and DFCs and declaraikihe low
cashsettled futures (CSF) as the single alternatiéthough, market reports suggesattCSF did not manage to acquire
much attention from investors, the paliscontinuation average stock market index remained higher than tHeeoémber

to March low; the period immediately following the removal of price flodioreover, volatility in shre turnover dropped
considerably visxvis the prior period (se€igure SS.4.2.2.

Finally, during the period under review, a global liquidity crunch prevailed as asset values declined worldwide and
uncertainty about the economy led to a rise in
precauibnary savings Consequently, there was a

worldwide downslide in equity markets (Seigure Figure SS.4.2.3 YoY Drop in World Stock Indices in FYO¢

SS.4.2.3. In Pakistan, the impact of the global liquidity 0

crunch was felt through net outflow of capital via the 5 | -

SCRA (sedrigure SS.4.2.17 which contributedd 6.8

percent of market capitalisation in FY.07 104 ]
-15 -

For these reasons, FY09 was perhaps not the best timg | § 20 | |

introduce a low liquidityproducing instrument (CSF) or g

disable modes of financing which the investors are modt = -25 | || ]

familiar and comfortable withThenew product might as 30 |4 |

well have fared better in an expansionary phase of the — L

market Consi dering this, the -35 — ]

deliverable futures in July 2009, albeit with sterner-risk -40 ]

management clauses (i.e., Fiséaised cash margin), raiseg —

concens about the Commissiolr ™ or

the development of stable equity markets. S&P  DJIA Nikkie FTSE Sensex KSE

Source: Bloomberg & Reute
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3 Sectoral Performance
Almost all the sectors contributed in dismal performance of KSE during FYQ9, principally following
overall trend othe market (seBigure SS.4.§. However, some sector specific reasons were also
responsible for decline in their profitabilityn particular, circular debt issue, and decline in refinery
margins compounded the impact of overall

bearlsh_ S_entlments foefnnerl_es (_j_urlng the Figure SS.4.6Percentage Change in MarketCapitalization of
year. Similarly, weaker profitability caused Selected Sectors*

by rising NPLs, and liquidity crunch during BFYOO mFYO8 _

the year under review resulted in substantial | Sp3 2% 21ec et e
decline in market capitalization under il & gas exploration cos
commercial banksA lackluster performance Fertilizer "

of paper & boardector is probably magnified | o & gas markotng cos — —

due to poor payouts during the past two yearp Cement

Although companies are undertaking P*;ig‘;f‘;egg;‘j‘l

substantial expansions in this sector, payouts Automobile assemble .

to investors are relatively negligible i%%r:gg‘ﬂﬁ:;t'; S——
Automobile sectowasalso hit by weake Textile spinning

demand, risingnput cost andiepreciation in Tech & comm. | S —

this period As a consequence, some leading| ~ Varaspati&alliedind T —
companies in this sector either did not (*) Changes overendune 60 42 -24 -6 12 30

announce dividend or other payouts, or their
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payouts were substantially lower than expected based on their recent record

However, desppe reasonable payouts by fertilizer sector, market capitalization declined in this sub
sector, which, inter alia, is attributed to accumulation of inventories amid unanticipated weaker
demand due to falling fertilizer prices during FYOSimilarly, sharpcut in development expenditures
by the government further compounded the impact of weaker private demand for cement during
FY09. However support from cement exports helped earn good préiitsough, sugar & allied
industries also registered declineniiarket capitalization in FYQ9; the decline in this sector was quite
low compared with other sectors as rising sugar prices raised hopes for increase in profitability of
sugar industry

4 New Listings

In contrast with the weaker performance, new listing at KSE saw a rise during Bjgé6ifically, 8

new companiew/erelisted at KSE with the total paid capital of Rs 10.7 billion dufy@9

compared with 7 new companies with a higher paid up capital of Rs 14.3 billion in the preceding
fiscal year The most significant offering during FY09 was that of Engro Polymer & Chemicals
Limited followed by Media Times Limited and Descon Oxychemitéd Although, the total

amount offered to general public was slightly higher during FYQ9, principally due to relatively larger
offers of the above mentioned companies, the amount subscribed was significantly lower.irtFY09
is important to note thatver 80 percent of FY09 public issues were launched during the first quarter,
when bearish sentiments were dominating the mavkea result, three IPOs were undeibscribed
during FY09 as against nil in the preceding yediise most successful launalas of the Engro

Polymer as it was significantly oversubscribed (Balele SS.43), principally due to goodwill of the

group

Table SS.4.3 Floatation in FY09
million Rupees

Total of Amount
c Formal ; Already  which Amount Times  subscribed
ompany e paid-up ) ; : h
listing date . paid-up  public  subscribed subscribed by
capital : .
issue underwriter

Engro polymer & chemicalsnhited 21-Jul08 5,203.7 5,203.7 500.0 1,578.5 3.16
(Offer for sale) Rs 8 premium peshare
KASB securitiesimited 4-Aug-08 1,000.0 1,000.0 228.0 315 0.14 1326.1
(Offer for sale) Rs 57.50 premium per share
Colony sugar millsitited" 13-Aug-08 990.2
IFi;;SitteCdred't U] ST 2k 21-Aug08 6500 4000 2500 195 0.08 2305
ﬁrrr']fit;';b'b nvestment managemeni 55 5,008 3000 3000  71.3 76.9 1.08
(Offer for Sale) Rs 115 premium per share
Descon oxychenirhited 15-Sep08 1,020.0 695.0 308.8 331.0 1.07
Media timesimited 2-Feb09 1,341.4 11,0048 336.6 3.3 0.01 333.3
IBL healthcareimited® 27-Mar-09 200.0
TOTAL 10,705.3 8,603.5 1,694.6 2,040.7 1,889.9

The Company is being listed on the Exchange under Listing Regulation No.25 pursuant to distrilstémiecdividend by Colony
Mills Limited to its shareholders.

2 The Company has been listed without public offering pursuant to distribution of specie dividend by Searle Pakistan higfited, 1
divested its shareholding in IBL Healthcare Limited to fitareholders inform of specie dividend.
Source: KSE

5 Corporate Debt Market
Given an unfavorable environment for investment throughout FY09, the activity in corporate debt
marke also remained dull, as only one listing of Rs 4.3 billion was launched compared with 7 listings
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