5 Money and Banking

5.1 Monetary Policy

SBP continued to maintain a tight monetary policy during FYQ7. This was desirable to further
moderateexcessaggregate demand pressures in the economy which were still present despite
continued monetary tightenirsgnce September 2004. Towards the end of FY06, the evidence of

strong demand pressures was particularly noticeable in: (1) high growth in the credit to private sector,
and (2) robust growth in countryodos tacoqumrt t hat
deficit! Furthermore, the Federal Budget for FY07 had envisaged an expansionary fiscal policy

which had potential to add further to demand pressures. More importantly, the presence of excessive
demand pressures was already obvious in terrhigjbfand volatile inflation through most of FY06.

ConS|dt_ar|ng that low inflation provides the besTable 5.1: Key Macro Targets and Performance

conduciveenvironment for growth and growth in percent

investmentthe inflation target for FYO7 was

set 6.5 percent compared to a high inflation o —

7.9 percent in FY06. However, the monetary PO SO TEL
. . Targets Actual Targets Estimates

management during FYO07 was complicabgd

FY06 FYO7

N . - 7.0 6.6 7.0 7.0
the dual mandate of maintaining price stability, .. -~ 2 .- .
and economic growthhatrequired SBP to 9 B o Y

avoid significant slippage in targeted real GDP
growth for FYO7 that could have occurred due to excessive tightening

In this backdrop, the monetary policy framework for FYO7 envisaged a further slowdown in monetary
expansion (M2) to 13.5 percent from 15.1 percent growth realized in FY06. Given the envisaged
nominal GDP growth of 14.0 peent, the M2 target of 13.5 percent during FY07 was set especially to
avoid the creation of monetary overhang. Simultaneously, as export growth continued to weaken,
SBP took measures to partially shelter strategic sectors (textiles, and exports).

In order to achievdts target, SBP first raised
the reserve requirements for banks on July 2
2006 and then increased its policy rate by 50 10

basis points to 9.5 percent on July 29, 2006.
At the same time, SBP also continued to drai 8 V A‘\‘WN\'M ! m ;
excess liquidity from tl interbank market }

and maintained the overnight rates 6 ' | |
persistently close to the discount rate through
most of FYO7 (se€igure 5.1).% In addition,

the SBP provided support to the exporters in 2
the form of reducing rates on export finance
schemes (EFS), dra debiswap facility that
substantially reduced the cost of fixed
investment loans acquired in recent years.

Figure 5.1: Liquidity Conditions in the Inter -bank Market
Overnight repo rate—— Discount rate

percent
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! Current account deficit had widened to US $ 4.9 billion by-EYi@6.

21t may be pointed out that SBP had earlier raised its policy rate by 150 basis points to 9.0 percent on April 11, 2005.

% During FY07, SBP mopped up R86.0billion through OMOs compared to B86.2billion in the preceding year.
Furthermore, the cefficient of variation of overnight raggduring FY07 has declined to 0.1 percent compared to 0.2 percent
during FYQ6.
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The refinance facility by the SBP posed
difficulties in liquidity management and partly| Figure 5:2:Volatlityin Prices as Measured by Standard
offset the impact of tight monetary policy on

aggregat demand. More disappointingly, the
SBP concessional financing did not either leg \

25

n
o

to a higher export growthor new £ \ ?l\?Fril E)flation
investments in the textile sector. 215

©

o]
SBP monetary policy proved effective in S 1.0 \

©

(%2}

considerably moderating demand pressures i

\ \
some sectors dghe economy as reflected in a

visible slowdown in import demand and Headline CP

/

private sector credit during FYO7. The 0.0 — T T T T T T 1
reduction in demand pressures was also S ¢ 8 o S 8 8 o
reflected in the continued downtrend in core Lo Lo
inflation (NFNE)* The monetary tightening
was clearly not esessive, given that the real
GDP growth during FYQ7 comfortably Figure 5.3: Contribution to Growth in Private Sector Loans
achieved its target. ®Working capital B Fixed investmen® Trade finance

OOther businesse B Personal B Other

Tight liquidity conditions in the intebank
marketprobably helpedh redudng
speculative and unproductive demand for FYo7
credit. In this perspective, it is encouragi
that the demand for fixed investment loans
during FYO07 has accelerated. Even a part of
the slowdown visible in working capital loans| Fyos
appears shottved (as a few structural factors
limited the demand and supply of these loang
during the year). Morevidently the personal 5 0 5 10 15 20 25
loans slowed down significantly during FY07 percentage point

(seeFigure 5.3.

Unfortunately, the impact of the slowdown in | Figure 5.4: Trend in Inflation
demand pressures in the economy did not Headline CPlinflation

translate into a desirable decline in overall
CPl inflation duringFYO7 (seeFigure 5.4). 10
Average CPI inflation for the year was 1.3
percentage points higher than the annual
target, mainly because the gains from a

Core inflation (NFNE)

Core inflation (timmed)
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deceleration in nofood inflation were g 7 V" >
largely offset by an unexpected strength in S ~/\v
food inflation, particularlyduring H2FYO07. 5 o
To put this in perspective, had food inflation
in FYO7 remained at the average level 4 L S S S
observed in FYO6 (i.e., 6.9 percent), CPI 2232922222992
inflation would haveemained belowthe 6.5 S328S8&83gges8LEs

percent target for the year.

4 Although the inflation during FY06 and FY07 has remained almost unchanged, the volatility in FYO7 across months was
visibly lower thanin FY06. This trend is observable in both the headline CPI as well as core inflati¢tigisex5.2).
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In this regard, empirical evidenawdicates that it is inappropriate to target food inflation through
monetary measures, which typically have longer term (and broader) impacts, as the food inflation is
typically volatile (shodlived). On the other hand, administrative actions and pslieigeting

market structure issues (including collusive behavior by producers and distributors) are typically more
effective in containing food inflation. Nonetheless, monetary policy does have an important role by
addressing inflationary expectationglgreventing the seepage of pressures from rising food prices
into the broader econonfgeeBox 5.1).°

Box 5.1: What is theSecondRound | mpact of Food I nflation?

The food inflation in Pakistan has remained high throughout FY07 due to a numbpplgfshocks in commodities such as
wheat, sugar, vegetables, etc. This stubbornly high food inflation has raised the suspicion that impact of the supply shocks
may bring about a permanent increase in underlying inflationary pre$sagsenomenon alsmiwn assecond round

effect

The transmission of second round impact on inflation generally takes place through expectation channel, whereby a
temporary supply shock brings about a permanent rise in inflation expectations, which in turn is reflagtesr wages.

The buildup of wage pressures feeds back into future inflation and ultimately generatesprisagmiral. Thus, the

second round effects of a supply shock could lead to further increases in inflation and eventually require a mixyetary po
response.

It is evident that the presence of second round effects makes it difficult to appropriately assess the impact of sugpply shock
on the economy. It is however acknowledged that the likelihood of a strong second round impact is higinéries ¢b)

which have experienced episodes of high inflation, and (2) where the monetary policy regime is less credible and inflation
expectations are not well anchored with macro economic fundamentals. In such cases, economic agents will expect inflatio
to remain higher following the supply shock, and thus demand larger increase in wages.

However,the monetary policy thus far has _ :
clearly did not align the inflation expectations| F'9ure 5-5: Money, GDP Growth and inflation
as per the desired objectidae to several M2 growth == Nominal GDP Inflation
problems in monetary policyoaduct. 20
The first problem for monetary policy during
FY07 was the continuous expansion of fiscal| *°
policy and the resultant demand pressures thj 5
partly diluted the impact of tight monetary £10 H
stance on inflation expectatiohsvoreover, =
the government boowings from the banking 5 |
system as well as external sector did add
excessively to money supply during FYOQ7.

0 : : : : : |
This is evident from an abrupt increase in M2 FY02 FY03 FY04 FYO5 FY06 FYO07

during June 2007 (following the realization of
budgetary receipts from external sources) whichltes$in cumulative M2 growth during

FYO7exceeding not only the annual target by 5.8 percentage points to reach 19.3 percent, but also to
nominal GDP growth of 14.7 percent during the y@zaFigure 5.5. To put this in perspective, M2
growth during JuMay FY07 was 14.1 percent which was slightly less than the nominal GDP growth
of 14.7 percent for the yeamNonetheless, since the acceleration in M2 growth was concentrated in

the last month of FYQ7, it probably had only a weak contribution to inflatiéY 07, but is more

These fisecond roundod impacts include the direct costs (e.g
costs for processed goods/Jkniethanol, etc.) as well as indirect costs (e.g., high food inflation leads to pressure to increase

in wages). The role of monetary policy becomes even more important in cases where the high food inflation persists for an
extended period, as has beea tlase through FY07 and which is likely to continue into FYO08.

% Such as receipts from Eurobond and GDR issues, US Aid inflows, multilateral loans, receipts against logistics support etc.
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likely to impact FY08 inflation, unless

. ; 7 Figure 5.6: Monthly Composition of Money Supply
corrected bypolicy (seeFigure 5.6).
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exceeded the levels envisaged in the Federa
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Table 5.2: Composition of M2 Growth by Sectors

Table 5.2.° Following from the fact thethe =~ _percent
centr al bankos credi Contribution in M2 FYO7 Slippage from

. . L. .. rowth target
prescribed targets is essential in containing g g )
inflation expectations, the slippages in M2 Y06 FY07 Change Tiarget Actual Slippage
growth during FYO7 will be a challenge to NFA-Govt. 50 5¢ 08 - - -
subsequent disinflation measures. NFA-nongovt. -2€ 2.2 4.7 - - -

o . ) o NFA 25 80 5.€ 14 387 372
The third issue is related with thelatlity in ;

. NDA Govt. 2¢ 27 -0.2 15.¢ 13.4 -2.0
reserve money growth. During FY07, the
. 7 [ - -

abrupt pattern of government borrowings fropy NDAnorgovt. 9.7 8£ 11 170 156 -1.4
the SBP has been one of the major factors in _NDA 12€ 118 -14 167 14z -25
increasing the volatility in reserve money M2 151 19.2 42  13EF 19: 5.8

growth across months (sE&ure 5.7). Since

reserve money serves gseoational target to
achieve the M2 growth, its volatile growth not

Figure 5.7: Reserve Money
Flows (cumulative)

Composition of SBP NDA
during the month

only creates difficulties in monetary policy SBP NFA :ggﬁ' borrowing

conduct but may potentially send undesirablg — §esevemone DRefinance

signals to the market participants. In addition 250 150

the accommodation provided by the SBP in 200 100

the fom of debtswap to textile sector v M w 50 I

partially offset the SBP measures to tigt g 150 o o | 1.1

liquidity from the interbankmarket 2 100 E o 1T
c c -
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Therefore containing the inflation z OV / \ 3100

expectations requires measures at the end of 0 ARGS7ARRRARL -150

both the government and the Central Bank. 50 -200

While the buden of ensuring the adequate 583883 583582

Snzoss 0z =S

food supply and other administrative
measures to control the level and volatility in

"It is important to mention here that the sharp increase in SBPdWFAg June 2007 did not cause a proportional rise in
reserve money. This was due to both, (1) government retirement of SBP debt; and (2) SBP sterilization rnreasures.
specific terms, the impact of increase in SBP NBPRs 159.1 billiof during June20070n reserve money growthas

partially offset through government retirements of Rs 80.6 bitio®BPand partially through SBReposale of government
securities worth Rs 61.8 billiosuring the month

8 The credit plan for FYO7 envisad an increase of Rs 9.8 billion only in NFA of the banking system. However, the actual
NFA inflows during FYO7 were Rs 285.5 billion.
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food prices lies principally on the government, the task of containing inflation expectations, however,
necessitates addressing the sourcetigbages in M2 from its targeted growth.

In order to address this, the SBP introduced qualitative improvement in the monetary policy
framework for FY08 to address two key sources of reserve money growth, i.e., government
borrowings from the Central B& and SBP support under EFS (Bex 5.9. Specifically, to contain

the former, the SBP has recommended the government to continue retire the SBP debt in FY08, adopt
a more balanced domestic debt strategy whereby budget is financed from long termdisanctes,

and most importantly, recommended quarterly ceilings on budgetary borrowings from the Central
Bank.

In sum, though the containment of M2 growth within the target would remain a challenge during
FYO08 especially in the wake of potential foreigxchange inflows and budgetary borrowings, the

SBP will continue sterilizing their liquidity impact. Thus, the primary challenge that remains for
FYO08 is the inflation persistence on the back of high oil and food prices that may hinder the SBP
efforts n achieving 6.5 inflation target set for the year. Indeed the SBP is determined to achieve this
target and will actively use the available policy instruments to bring down inflation to its target level.

Key measures in monetary policy framework for RY0

The monetary policy actions were complemented by other measures to reduce pressures on reserve
money growth. Specifically, the SBP has started
facilities? Thus, on one hand the government is suggestestite to the SBP Rs 63.2 billion in

FY08, and on the other, banks are required to reduce total outstanding refinancéusteeP007 by

30 percent during FY08.

In addition to limiting the growth of domestic components of reserve money, the SBRllly equ
conscious of the potential impact of foreign exchange inflows on reserve money. awaiteof

these flows remaBexogenous to the monetary policy, the SBP will remain mindful of the pressures
these flows can create and will continue sterilizirgrthmpact on reserve money. In this regard, the
major challenge to the SBP in continuing sterilization was to offer desirable returns in OMOs while
simultaneously preserving the rationality of the yield curve. Therefore, the increase in discount rate
from 9.5 percent to 10.0 percent effective from August 01, 2007 is expected to support sterilization
measures if required in FY08.

In order to improve the effectiveness of monetary policy and avoid ambiguities in sending out policy
signals, the SBP hasdallshed the Annual Credit Plan (ACP). This was a long due measure,
following the removal of credit ceilings which made credit plan redundant. Since broad money (M2)
was theonly intermediate target in the monetary policy framework, SBP continued taipeetrgets

for NFA, NDA, government borrowings and private sector credit. It is expected that the abolishment
of ACP will help removing the uncertainties emanating from multiple tagfetseonetary aggregates
(seeBox 5.3.

Box 52: Controlling the Growth in ReserveM oney at theCore of the New M onetary Policy Framework

To achieve the desirable growth in aggregate money supply, SBP uses the reserv@RiMdmasyan operational instrument.

The desirable path of reserve money growth is obddiryesimply dividing the desired money stock with the estimated

money multiplier. During the course of the year, the SBP monitors the actual reserve money growth and make adjustments
through market interventionghenever RMgrowthdeviates from the desioke path. For instance, whenever the actual RM

falls short of (increasebeyond) the target, the SBP may conduct OMOs to inject (absorb) liquidity in the system by
replenishingdebiting)b a n k s 6 r ¢hasecreas{sedueeihd RM. As such, the Bconduct of monetary policy

revolves around the changes in reserve money through which it achieves its targeted monetary growth. Therefore, it is
important to maintain both the level as well as fluctuations in the reserve money.

% See Monetary Policy Statement Ji}¢cember 2007.
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This said, there exisesfew factors that have put a serious question mark oextfgeneityof changes in the reserve money.

I n specific terms, the SBPO6s decision to keep reserve mone
monetary policy but appears te Hetermined by the factors outside the purview of monetary policy. Among these, the
major factors include; (1) exchange rate policy; (2) government spending antetiteankmar ket 6 s desired | eve!

interest rates; and (3) subsidized expiodnce It is important to analyze each of these factors individually.

The influence of exchange rate policy on reserve money gr o0\
states that it is hard to achieve liberal capital flows, fixed exchatgend independent monetary policy, together. In

simple terms, when thiater-bankmarket is flooded with the foreign capital inflows, the SBP intervenes to mop up

additional foreign exchange to ensure the stability in exchange rate. However, sngniidns lead to a rise in NFA of

the SBP and thus the reserve money. Second, the govelmonewings from the SBP and the external budgetary

financing also play an important role in reserve money growth. While the external budgetary financedyisakesainto

account while projecting the reserve money growth path; the former is determinechimerciab an ks é i nt er est i n
investing in government papers at a certain rate. As such, whenever the banks are reluctant to fund budgetary requirements,
SBPhas to directhfund thebudgetaryrequirements. Finally, the demand for subsidized export credit is a function of a

number of factors including, the overall export demand from the economy, level of subsidy determined by the market rates,
demand for alteative modes of trade finance, i.e.,-E& loans that in turn depends upon interest rate differential as well as

the exchange rate.

As a result, the SBP control on reserve money limits to responding to the changes that are causedrinéiboed

factors. In other words, the SBP can ostgrilizethe impact of changes RM. However, sterilization does not only entail

cost to the SBP but the scope of sterilization depends upon other macroeconomic variables. For instance, the sterilization
procesghat the SBP followed post 9/11 developments had a wider scope as the interest rates were falling. In specific terms,
the government borrozd heavily from commercial banks inill auctions and retigtthe SBP debt. The room for

sterilization was provield by the falling interest rate scenario wherein the government was replacing its high cost debt of

SBP through low cost debt from commercial banks. However, in a rising interest rate s¢eagiwvernment may not

have incentiveo replace its low costebtwith high costorrowingas this wouldaise the debt servicing burden.

Another important factor that restricts SBHility to continue sterilization is the potential impact of sterilization on interest
rates. For instance, if SBP tends to offload its stock of government securities through open market operations, irewill requ
an increase in interest rates. Althbug recent months the banks have been investing heavily in government papers but this
owes entirely to a relatively low advance to deposit ratio causedobyaedit demand from the private sector. Once the
period of seasonal take off s&tbanks wil reallocate their assets to private sector to earn better yields on their assets
especially given the highéhanrequired capital adequacy ratio and asset quality.

Therefore, to attain a better control over the reserve money and its fluctyatginstural changevas required irthe

monetary policy framework to improve SBP&6s influence over i
monetary policy framework has been designed in a way which improves the SBP control of reseyveMajoiechanges

include placing quarterly restrictions in government borrowings directly from SBP and increased emphasis on long term

borrowing from theénter-bankmarket. In addition, the first step in phasing out subsidized refinancing in vagobis will

be toredueSBP6s share in the volume of refinance from 100 perce
increase in discoumate by 50 basis pointgi | | i n c ahkdiy ® steriz@tRednerease in reserve money through

maket interventions. All these measures are expected to bring in a better control of SBP on the changes in reserve money

that eventually will be helpful in achieving the desirable growth in aggregate money supply and thus inflation.

Box 5.3: Rationale Behind the Abandonment of Credit Plan

The exercise of preparing Credit Plan was initiated in 1973 soon after the institutionalizitioofl Credit Consultative
Council NCCQO). Since then, the preparation of Credit Plan had become a regular areraeesand continued to become
so even after the abolishmenthainkwise sectoratredit ceilings (and other modes of financial repression) as well as
phasing out of the IMF programs. The rationale behind thedaipament of this exercise is twold:

First, after the abolishment of credit ceilings, the entire exercise of preparing credieptameedundant since the

intermediate target for the SBP monetary poliasthe aggregate money supply (M2) alone. The individual M2

components reported in €tit Plan used to provide crude estimates of the causative factors of targeted M2 which were

helpful only to foretell where the possible slippages may emerge from. Second rationale emanated from disseminating the
Credit Plan to the stakeholders and treiltlant unnecessary expectations associated with the growth in individual

components of money supply. In specific terms, large deviatiomooétary aggregates (other than M®m the initial

estimates signal strong sentiments in the market even thiohgh S BP d o e gursudo tt haccsteu ad sityi ndbat es .
not only the performance benchmark for SBP broadens needlessly and heightens the issue of SBP credibility, but the market
expectations remain consistently misaligned with actual policy mesathat impede the smooth transmission of monetary

policy to desired objectives.
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For instance, it happened on a few occasions that the government external financing increased substantially (not envisaged in

the Credit Plan) resulting in a sudden unexee rise in NFA of the banking system. The market immediately incorporated

the rise in NFA in their policy assessments, ignoring the |
Similarly, lowerthantargeted growth of credit to privatector often leads market to expect an accommodative monetary

stance by the SBP irrespectiveextessiveaggregate money supply growth. The SBP, however, remains concerned solely

with the aggregate money supply growth and does not resmmedsarilyn accordance wit the popular view of thimter-

bankmarket.

5.2Monetary Survey Table 5.3: Monetary Survey
A sharp jump in monetary aggregates during _billion Rupees

the lastmonthof FY07 pushed the aggregate Pg‘efo'tr
M2 growth for the year to 19.3 percdaee FY07 FY06  FYO07
Table 5.3). This strikingly higher growth in M2 459.¢ 446.:  658.
M2 was caused entirely layphenomenal rise Growth rate 151 19.:
in NFA that more than offset the visible NFA 9. 734 274t
slowdown in the NDA of the banking sector. CrominieEl: AL 5
While the increase in NFA reflects the SBP Sl e
i mpr ovemen tfindngial ancb u n t —oneuledbanks e Sy

. : : ) NDA 450.1 372.¢ 3837
capital @count inflows (including government " .~ 51 o
borrowings) the slowdown in NDA depicts SBP 226 664
reducingexcess demand pressures in the Scheduledanks 3505  450.F
economyas wellasa shift in fiscal financing of which
mix towards norfbank sources Government borrowing 130.1 86.L 92

For budgetary support 120.1 67.1 102.(
5.2.1Net Foreign Assets Sl deg ek
TheNFA of the banking systeriuring FY07 Scheduled Banks e R
increased by R&74.6billion; almostfour :\I:ZrTmo?;jenr)r/\;Zi;azZZfor ng'i 432'; 3;;'f
timestheincreaseduring FY06 (seeFigure Pri?,ate —— s ey
5.8). To put this in perspective, the FY07 Other items (net) 75C 1224 94
increase in NFA was the second largest
increase ever, second to only FY03. While
thesharpincrease irNFA during FY03 was Figure 5.8: Yearly NFA Flows
caused by surplesin both the current and 400
financial accounts, the increase in NFA
during FY07 stemmed entirely from the 300 I
surplus infinancial accountespecially in the §
second half of FYOTseeFigure 5.9). S 200
c

Furthermore, mst of the H2FYOQ7 increase 2 100
in NFA was concentrated in June 2007 = 0o . H nin
excludingwhich, the NFA growth inH2- S N A 1 M M S
FYO07 was visibly lower tharthatin H2-
FY06.° The higher growth in NFA during -100
H2-FY07 was mainlycaused by sharp 3 3 2 9 & 8 38 8 9
increase irkDI, persstentrisein portfolio Lo b

investmentlarger receiptn private sector

9 However, this was mainly caused by difference in timing of Eorallissue. In particular, the receipts of Eurobond
issuance were realized in Mar 2006 during FY06; however, in the period under review, the same were rtadirednith
of June.
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loans,andhefty inflows under logistic suppois

well as financial aid frommultilateralagencies.

More importantly, a sharp decline in current account deficit during Y2 compared with H1

FYO7 also caused increasenietinflows.**

This suggests théhe NFA growth during
FYOQ7 was caused by an increase in the net
foreign exchange inflows in both the public
sector as well as the private sector. This iwag
contrasto FY0OG when the foreign exchange
inflows in thepublic sector were the key
determinants of the rise in NFA of the bankin
system

The higher public sector inflows reflect the
increased government reliance on privatizatid
proceeds and other external resources for
budgetary financeln comparison,hesurgein

Figure 5.9: Comparing CAD & Other External Inflows
O Currentaccount defic

BFDI excl Privatization B Privatization

B Eurobond BGDRs
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private sector inflowseflects the prmising

growth prospects of the domestic econpmy
impressive showing of the capital markets,
rising interest rate differential as well as the
exhausting of credit limits afelecteusiness
entities withdomestic bankingnstitutions*?

Since thdorex inflows inthe private sectoare
directed through commercial banks, the NFA
the commercial banks increased sharply durin
FYOQ7. Specifcally, the NFA of commercial
banksincreased byrRs51.8billion during FY07
compared with ndnflows of Rs 11.&illionin
the preceding yedseeFigure 5.10).

Further strength in

Figure 5.10: Concentration of NFA Flows in June
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250 250
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schedul ed bankso NFA

from the shift in utilizathn of FE25 deposits of

comr_n_ermal banks dunng .FYO? fror_n FYOG.' In Figure 5.11: FE-25 Utilization (end-June Composition)
SpeC.IfIC terms, due to the m_crease In SUbSIdy B Total Financing (Outstanding) B Within P akistan
provided under EFShe foreign currency loang mtotalbalance with SBP B Cashin hand
decelerated during FYO7 (sEBegure 5.17). As | ®mothers B Outside Pakistan
a result of lower demand from the domestic
economy, banksd pl acluno’
currency abroad in form of investments as wel
as in nostros also increased during FYQ7. ThiJun-06
subgitution in the utilization of FE25 deposits
further caused the i |Ju-05
NFA.

Jun-04

0 billio USS 3 4

came

banks©®o

11 buring the first half of FY07, the external account had remained ymdssure thereby resulted into contraction in NFA

through most of the period.

12 gpecifically, afew multinational cellular companidgd exhausted their prescribed credit limits with the domestic banking

system.
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This sharpincreasen commer ci a} hanlcad MNEA
however, would have be@venhigher hadhe | Figure5.12:Exchange Rate  Net Purchases by SBI
SBP not absorbed the excess foreign exchary “evements mHL BH2
liqudity from theinter-bankmarket. To 61.0 1.7
elaborate this furthethoughthe SBP ended up 50,6 /\«1 12
as a net seller of US dollar in thrter-bank ' / \
market during FY07 similar to F¥&) the § 60.2 9 06
magnitude othese intervention@n net terms) | 5 / 2 00
were signifcantly lowdue to heavy net o 298 S o6
purchases during HEYO7 (seeFigure 5.12. | © ¢, /,, e

TR i N 4@ -1.2
This significantdeclineinSBP & s s up |
foreign exchange markduring FYO7 was the 59.0 Tt 1.7
majorcontributor tothe sharp increase SBP 88383355 FYO6 FYO7
NFA (seeFigure 5.13). To put this in 3 gg 3 gg gzc%’
perspectivehad the magnitude of U8ollar
salesto inter-bankmarket during FY07
remained the_ same as in FY06, the increase | Figure 5.13: Contribution of Forex Intemvention in Increase
SBP NFAduring FYO7would have been half in SBP NFA
the actual increaselhe rest of the increase BFYO06 BFYO7
was due taelatively higher public sector 250
inflows induding logistic support, 200 Impact of Forex sellin
disbursement of loans from ADB and IDB an¢ g 150
floatation of GDRs. ;&100

. . . . E >0 Othe

Indeed,it was thissharp rise in SBP NFA S 0 -
which has substantialipflatedthe reserve S -50 r
moneygrowthduring FYO7. In this context -100
therecentincrease irdiscount rate may have -150
two possible implications fahe NFA andhe SBPNFA  FXpurchase pico oo i spp
overall growth in reserve moneyn one NFA b/w FY06&

FYO7

hand, where the increase in interest rates mg
trigger further foreign exchange inflows in the
economyby widening further the interest rate ditfatial on the other, this would help SBP in
sterilizing theupward pressures aaserve money.

Going forward however, themergence of vicious circlee., mising interest rates to continue
sterilization but simultaneously attracting foreign excleaimfjows andrequire further sterilizatign
may appear aschallengeo themonetary policyconduct In particular, raising interest rates will be
acceptable only to level where it does nabntribute to an economic downturBeyond this,
increagng the interest ratewill not be a costless decisiosince the alternative sterilization
instruments also involve draining liquidity from timeer-bankmarket, using any (or mix) of these
instruments will also exertpward pressures on interest rates @ee54).

The above discussidhereforesuggests thatith theincreased international financial integration
coupled with the operational problems and costs involved in alternate modes of ster,lihation
interrmational interest rates have a great influence on domestic interest rates and thbeclistayf
tradeoffs with which SBP conducts its monetary poliogy haveexpanded.

Box 54: The sterilization Experienceof Asian Economies

The liquidity management instrument that the SBP used most commonly in the recent months has been the open market
operationgOMOs). Through OMOsthe SBP absodsurplus liquidity from thénter-bankin exchange ofthe government

securitiesheld by the centralbankif he r esul t i ng d e c hdldngofgovernn®eBpBpergleasstosaet s (i . e. ,
contractionin reserve money. Altaatively, along with OMOs, many countries have used different measures to sterilize the
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impact of different flows on the reserve money. However, it is important to mention that these measures also entail heavy
interest cost that is to be borne by anyhef sectors of the economy i.e., either@®mtral Banlor the government. These
include,

1. Central Banksecurities

Central Bank of many countries have issued their own securities to sterilize the foreign inflows mainly due to inadequate
stock of goverment securities, absence of accesGaritral Bank to government securities and

underdeveloped/undeveloped market for government securities. But the experiences of these countries have shown that there
also certain limitations to the issuanced@ntral Banksecurities. Firstly, as the interest cost in this case is born by the

Central Bankso increase in overall interest expenses can jeopardize the very existendg@arfttaeBankboy eroding its

profits. e.g., the€€entralBank s def i ci t -0i7 percent af GBPdn Coblambi@ dubng 1990s and even mounted to

1.4 percent of the GDP in Chile. Secondlentral Banksecurities issuance results in two sets of competing risk free papers

with a similar yield curve. In such cases, fragmentation of ¢t mharket can cause instability to the government

borrowings decisions.

2. Government/public sector deposits wilentral Bank

A number of south east Asian economies, including Malaysia, Indonesia, Thailand and Singapore, have regulated the excess
liquidity in theinter-bankmarket by diverting government /public sector deposits from commercial baGestal Bank

The use of this instrument increases the interest burd@eioimal Banlkas the government continues to get the market based
return.

3. Market stabilization bonds by the central government

Given the finite stock of government securities held Wiémtral Bank, in many Asian economies, the central governments
create Thills in excess to the actual financing requirement. ThelsdisTare used for purpose of liquidity management

alone. The major difference between such arrangemer@amual Banksecurities is that the fiscal cost in such

arrangements are borne directly by the government. India in 2004 has introduced a new instliedethe market

stabilization scheme (MSS) that has evolved as a useful instrument to sustain the OMOs. Under this scheme, the RBI has
been empowered to issue government securities solely for liquidity absorption purpose. Since its introducti@méhe sc

has been effective in mediutarm monetary and liquidity management.

4. Interest bearing deposits by scheduled banks

An option used by other countries for draining excess liquidity in the banking system is to pay interest on depostby offered
thecommercial banks to th@entral Bank on voluntary basis. A few countries like Malaysia and Taiwan have exercised this
option. In this case, the interest cost of the deposits is reflected in the balance shegenfraidBank

The abovaliscussiong based on findings of the Report of the Working Group prepared by the Reserve Bank of India on
Instruments of Sterilization

5.2.2 NetDomestic Assets
Growth in NDA of the banking sectduring

FYO7 slowed down to 14 gercent during Figure 5.14: Causative Factors of NDA Growth
FYO7 compared td6.1 percent growth during | ®FY06aFY07
FY06. This was mainly becausesfiggish 20
growth in overall credit to private secias
well as a lowegrowth in government sector 16
borrowings (se€&igure 5.14). 1

]
Government Borrowings for Budgetary §
Support 8
Government budgaty borrowings from the
banking systerduring FYO7remained 4
comfortablywithin the targetthough 0

significantly higher compared to the
borrowings during FY06These lower Creditto governmen Credit to noRgowt.
borrowingswere possible due @ substantial
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increasen nonbankdebtas well aigherexternal sector borrowings during the y&ar.

As such, theeliance on bank finance for
budgetary purposesducedurther (see
Figure 5.15). The change in financing mix

Figure 5.15: Reducing Reliance on Bank Financ
C—Fiscal deficit as percent of GD
——— Bank finance to total budgetary finance (RH

has inplications for both the debt 5 60
management as well as monetary policy. - N _

4 H — 40
First, herelativeincrease in domestic nen / \\
bank borrowingsvill lengthen the maturity S3 | | 205
profile of deficit finance and thus increase thg 5 N 5
debt servicing costAt the sameime it will =2 ] 10
also make the government debt less )
vulnerable taadversechanges in shoterm 1 \/ | ] 20
interest ratesSecond, the increased reliance 0 . . . . . 40

on external finangedue to its direct impact
on SBP NFA and reserve monéms created
significant pressures on tkenduct of
monetary policythrough the course of FYG?

FY02 FY03 FY04 FYO5 FY06 FYO7

Figure 5.16: Budgetary Borrowings from Banking Systen

—FY06 ——FYO7
To elaborate furthempparently, the below 200
target budgetary borrowingsxhibit an 160 |_CreditPlan Targetfor /\
improved monetarjiscal co ordinationbutin FYO7 / \
actual the fiscal stance during FY@asone of 120 4 /\ /f \

the major challengs in modulating the
monetary policy Specifically:

/ Xurobondissu
/e WA
7N T

80

billion Rupees

1. The growth inaggregatdudgetanyfinance 40

(both domestic and externgijobably OGDCL GDRs
contributed irtheinflationary expectations 0 — TR
during the yea(seeBox 5.5):; 3288 3% g 53 &8 § 5

2. Since the increase in aggegg budgetary
borrowingscanput upward pressures on interest ratas, raises the risks afowding out of private
investmentgseeBox 5.6);

3. Due touncertaintiesegarding the magnitude and timing of revenakection and disbursements
of external financethe trend in budgetary borrowings continued to follow an abrupt paitecin
creatd difficulties in liquidity managementThis phenomenomvas evident mainly iQ3-FY07 when
thebudgetary borrowings fromie banking system exceeded substantially from the estimates
prescribed in Credit Plaior FYQ7 (seeFigure 5.16). Such episodes of abrupt borrowings send
undesirable signalgegarding inflation expectations

4.In sharp contrast to FYOfebudgetaryborrowingsfrom the banking systerthoughconstituted of
commercial bank borrowingduring FY07 the disaggregatedgatashows that throughout HEYQ07,

13 Government mobilized Rs 56 billion thrgh NSS during FY07 compared to Rs 5.0 billion during FYi6addition, the
net collection through PIBs reached Rs 48 billion during FY07 compared with net retirements inAsY®6esult,
domestic nofbank borrowings during FY07 reached Rs 86 billiloming FYO06.

4 Thehigherexternal borrowings also raise tbeststo the economy following thadverse exchange rate
movement
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the budgetary borrowindsave been a major factor of excessive liquidity cream®the government
borrowed heavily from the SBP

In specific termsyup toDecember 2006 Figure 5.17: Composition of Budgetary Borrowings

commercial banks were reluctant to lend to SBP Scheduled bank:

governments the interest rate differential 250

between government and private sector lendif 200 =

had widened substantially following the $ 150 I"_' A

increase irdiscount rate and reserve 2100 M\ A

requirements in July 2006. Therefore, the | & N W\ / A

participation of banks in-bill auctions was S >0 r\«-.

fairly limited and the banks were biddingat | & © [ = \&J° WA

excessively higérrates. As a resultthe -50 \

burdenof financing budgetary requirements -100

fell onthe SBP(seeFigure 5.17). This had S 3 8; §§ 8 % 5 % 555 % '§

two consequences %%g%@égggggggg
"RgANFEB2g 58

Firstly, the resultant risa the reserve money
growthincreased the risk of acceleration in g@wthandinflation. Secondly, the stock of-bills
holdings with thecommercial lanksdeclined sharply whicfamid increase in SLR requirements
necessitatedizeableaeplenishment. Therefore, during H2 FY@ranercial banks started investing
aggressively in the government paper

Box 5.5: Fiscal Imbalances and Inflation Review of Empirical Literature

Milton Friedman (1968), in his famous presidential address to American Economic Association had warned not to expect too
much from monetary policy since it can not permanently influence the level of real output, umaegland real return on
securities. However, he asserted that monetary authority could exert substantial control over inflation in the long run.
Commenting on this word of caution, Sargent (1981) viewed that the list of things that the monetary polatyccatrol

can even include inflatioaespeciallyunder the coordination where fiscal policy dominates monetary policy. This is because

if the fiscal deficit can not be financed through other resources, monetary authority will have to print monegtand cr

inflation.

Thus fiscal imbalances have always remained in the inflation models. However, fiscal view of inflation has been more

dominant in developing countries with less efficient tax collection and limited sources to external financingaesed tiod

relative cost of signiorage and increased dependence on inflation tax (for instance, Alesina and Drazen (1991), Calvo and

Vegh (1999 Similarly, Piontkivsky (2001), based upon the monthly data for Ukraine from-20086, found that the impact
ofCentralBanks c¢cl ai ms on government on inflation is more than th
the fiscal policy remains an important inflationary factor in Ukraine. However, Catao and Terrones@@08Jedhat in

exploring a gbng and statistically significant relationship between fiscal deficit and inflation across a broad range of

countrieswith varyinginflation rate is a task yet to accomplish. The similar concern was shown by Blanchard and Fischer

( 1 9 8&Bchmmoriicritism of this stress on the budget deficit is that the data rarely shows a strong positive association

between the size of the budget deficit and the inflatior rate

For instance, Fischer, Sahay and Vegh (2002), using a fixed effect in a panel ofl®pidg\end developed countries,
conclude that fiscal deficits are main drivers of inflation and estimate that a one percentage point improvement in fiscal
deficit to GDP ratio typically leads to 4.2 percentage points decline in inflation. However, ttiey ftoncluded that a

strong positive relationship between fiscal deficit and inflation can not always be detected in the data. In the oross secti
time series panels, the relationship was significant for high inflation countries but insignifican faflation countries.

Studies conducted to identify the relationship between budgetary finance and inflation in Pakistan have described three broad
channels. First, fiscal deficits have a direct and significant relationship with inflation, indepehiteimdirect effects

through increase in money supply. This relationship was found in Shabbir and Ahmed (1994) that concluded that a 1 percent
increase in budget deficit leads t& ercent increase in general price level. Furthermore, a prelimimnestigation into

the nature of this large and significant direct effect shows that budget deficits may be influencing formation of price
expectations. Second, domestic financing of government from the banking system is inflationary in the lohg run. T

findings of Choudhary and Ahmed (1995) corroborate this relationship by suggesting that money supply is endogenous and
depends on fiscal deficit, among other variables. They suggested that in order to control inflationary pressures in the
economy, thgovernment must cut down the size of budget deficit. Third, the fiscal deficit has a positive relationship with
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inflation through balance of payment channel. Khan and Qasim (1996) presented this view suggesting that expansionary
fiscal stance has beerflezted in deteriorating balance of payments in Pakistan. As a result, the downward pressures on
Rupee emerge that eventually leads to inflation. Similar results were found by Agha & Khan, (2006). Using annual data
from FY73 to FY03 and employingJaie n 6 s c o i nt e andaasumirg the imgact bf GDRjanceexchange rate
as exogenoushey found thathe long run inflation is not only related to fiscal imbalances but also to the sources of
financing fiscal deficit. The ecttegrating vector suggsted that Rs 1 billion increase in the borrowings from banking

system would increase the price level by 0 .0048 pexgentointsn two years. In addition, Rs 1 billion increase in fiscal
deficit would increase the price level by 0.0215 percentagespoin
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Box 56: Crowding out of Private Sector: A PhenomenonAbsent by Now

During FYO5FYOQ7, the SBP has raised the discount rate from 7.5 perceniOtpeir@ent and kept tightening the money

market liquidity through increase frequency obpen market operations. As a result, the weighted average lending rates
have started moving up. Unfortunately, this tight monetary posture is being complemented with expansionary fiscal stance.
In particular, budget deficit, as percent of GRS been on a rising trend for last couple of years after having declined

during FYO2FYO04. The rising deficit has resulted in increased budgetary borrowings from the bsettiogespecially

amid thelessinterest of general public in NSS instrumenksdeed, higher government borrowings from the banking system
put upward pressures on interest rates, at least theoretically. Therefore, it is argued that if the tight monetary stance
continues with the expansionary fiscal policy, the private investinghé economy is likely to crowd out.

Theoretical base of Crowdingut

Benjamin Friedman (1978) has examined two kinds of crowding out; (1) transactions crowding out; and (2) portfolio

crowding out. The transactional crowding out phenomenon is gumple. Increase in government borrowings from the

banking system reduces the supply of loanable funds. This causes an increase irsdepligirghp of private sector credit

and drives up interest rates. Finally the increase in interest ratesdeasl®ivdown in private sector investment in the

economy and hence the economic growth. However, this is only true, as Keynes argued, if the negative impact of slowdown

in private sector investments outweighs the positive impact of government spendihg andnomic growth remains

stagnant. If the government spending stimulates the private sector investment then the phenomenon is referred to as
6crowdiidong Portfolio crowding out refers to caoeesesgthearinen govern
bills/certificates.

. . . . Figure 5.6.1: Relationship b/w WALR and Budget Deficit
Evidence of Crowdingn in Pakistan g 18 P 18 9
Significant empirical evidence is available that verifies _
the existence of crowding phenomenon in Pakistan. 16 19721998 16 19962007 /
Haque, A Tarig used the 22 years data from 1980 to 20| ./ *
and found thevidence of private investment being 14 14
crowdedin by public investment expenditures in C 3/'
Pakistan. Likewise the estimates of Haqueue and Monf o 1o - 12

. — LY

(1991) suppo_rted th(_a hypothesis that Fhe government | z E 7 e /
capital stock is positively correlated with the private = 10 10
sectorcapital accumulation. R .' /‘

8 8
In particular, the infrastructure build up resulting from M
government investments appeared to facilitate private 6 ——— 6 ——
Investment. _ . 2 4 6 8 1012 2 3 4 5 6 7
However taking into account the impact of financial
repression ismportant while analyzing the positive Budget deficit as percent of GI
impact of pulic sector investments on private sector

investments and hence the economic growth.
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Specifically, prior to the financial sector reforms introduced 1991 onwards, the weighted average lending rates in the
economy were entirely administered and banks leacbntrol over pricing their loan products. Rather, lending rate
mechanism was to be followed by ceilings on lending rates within which banks could change prices. As such there appears
to be no relationship between the budget deficits and lending mates @conomy during the 1985 periods(seeFigure
56.1).
) ) ) _ Table 5.6.1: Pair wise Granger Causality Tests
The financial sector reforms brought in the much awaite«sampie: 2001:06 2006:09
shift in structure of interest rates from purely administere

Lag: 1
interest rates to market based interest rates. During 19¢ g

the ceilings on lending ragevere removed followed by Null HyPOthe_S'S: Obser F-Stats Probab
the removal of interest floors during 1997. Govt. borrowings does not Grange
Cause WALR 64 4.34 0.04
. . WALR does nt Granger Cause
As a result, interest rates started responding to the govt. borrowings 1.99 0.95

movements in budget deficits. Therefore during this
period a significant positive relation can be found between the goverbm@otwings from the banking system and the
lending rates; witlgrangercausality running from former to latter (séable 5.6.1). Therefore, it can safely be argued that
it was only the period 1996 and onwards when any relationship between the buidgedrtbinterest rates can be
established.
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Private SectorCredit
Credit to private sector registered a moderaté g e 5 18 private Sector  Average Growth (percent)

growth of17.3percent dung FYO7which is Credit in Five Years — Eveg00 FY01.02
the lowesigrowth in the preceding five years. | = Volume ——FY0304 —— FY0506
Since the growth in private sector credit was As percent of GDP (RHS - —— Fvo7

only slightly higher than the nominal GDP 500 g 30 30 —/
growth during FY07, the private sector credit| 44, A 25 24 -
to GDP ratioslowed dowrafteraccelerating in % 00 / 20 18 /~/ /
the precedingdive years (se€igure 5.18). 0%200 5 1 / /__/
Indeed while someslowdown is explainetly é 10 7 =
a verylargebase of Y05 andFY06 when the | = 100 ‘H‘ A 5 1

credit grew by a robu&8.9percenton 0 INIRIRIRIS 0 5

average, a large part of the slowdown reflects NBIBOoN S 2325 5 >
i i >>>>>> S n 25 =2
the convergence gbrivate sector credgrowth booooa

to its long term trend

Credit demand and sector concentration

The slowdown in business credit emanated from both the demand and suppdgtside fin specific
terms, while the increase in raw material prices did cause acceleration in credit deméaa
industriesthe increase in interest rates had put significant downward pressures on credit demand
especially in the industrighat arecapable of generating cabws internally sufficient to meet

working capital requirementsThis is evident in the decline in debt to equity ratio of the corporate
sector during CY0B. This suggests that the interest rate channel of the monetary patisymission
mechanism was effective during FY07 (8 5.7). In addition, a few multnational companies
resorted to international credit market to meet financing tiegisappeared as a result of exhausting of

15 please seBanking System Reviewfor 2006for details.
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their prescribed credit limits with thedhestic banking industryThis is the reason why the
deceleration in credit demand is concentrated only in a few industries.

Interestingly, the sectors where the credit

. . Figure 5.19: Herfindahl Index of Credit Concentration
demand remained weak during FYO7 9

traditionally have a relatively large share in 032 _ All sectors 032 Manufacturing
overall bank credit (for instancée major 030 {HH1 0.30
categories of textile sector, including spinning M

) 028 HHI= 0.28 —
and madeup textile). As a result, banks got an
opportunity to diversify their credit portfolio. §0.26 H 1 H = 0.26 —
The credit diversification in vawus sectors of £
the economy isisible from declining values of| < *** [ [ 1[I °%* 1
the Herfindahl index of credit concentration 022 HHHHH Ho.z22 L
(seeFigure 5.19). In addition to the declining 0.20
credit demand from the traditional sectors, th¢ ", o~ 00 T T T e
decliningconcentration also reflects the EEESEE 22 ¢ggg
emergence of credit demand from varioes/n 0T 58555

sectos in the recent years including
telecommunication (with thimitiation of new
television and radio channels), power sector (to start new developmental gmjeetst the energy
requirements of the growing economy), construction sector, andjticaelture sector where the
annual agricultural disbursements surpassed the annual credit target for FY07.

It is also worth noting that tHevel of Herfindahl index not only declitkin aggregate terms but it
has also significantly declined within theanufacturing sector showing a diversification of credit in
industries like chemicabasic meta, paper and paper board and food lagxeragesdustries.

Box 5.7: Slowdown inCredit Growth: Interest Rate Channel Vs theBank L ending Channel
Thecreditchannel, on the other hand, influences the supply side of credit through twbasuiels( 1) borr ower s6 net

worth channel; and (2) banksd |l ending channel

According to borrowersdé net wort h atcialexpenses of thehberrowensande as e i n
thus reduces their net worth. This depresses the value of
lending channel mainly reflects tidentralBank 6 | i qui di t y absor pmtrouglsOMOs @ msetveh e b anki

requirements, for instance, that restricts the availability of-&dde funds with the banks.

Since the tight monetta posture in last two yeadid not adversely impathe growth momentum of the economy while

curbing the ifiationary pressures, the corporatetor hagontinued to perform impressively. The net sales and profitability
have remained intact despite a rise in financial expenses and energy costs. As such, the net worth of the corporate sector
increased furthemwell depicted in an impressive showing of corporate stocks.

Bank lending channel also does not seem to be working despite heavy absorptions by the SBP through OMOs as well as

reserve requirements. The huge foreign exchange influx in both the asibligll as private sector and the fiscal expansion

have avoided any significant drain of liquidity in théer-bankma r k e t . In addition, the increas
meet the nevminimum capitakequirements as well as increased profitabdit banks have further added liquidity in the

banking system. This is evident in a decline in credit to deposit ratio and a rather sharp decline in credit tpldsposits

capital ratio of the banking system in {#X07.

Therefore, it is the interesate channel that appeared to have slbtownthe private sector creditThis is also evident

from Figure 5.7.1which showshatin most of thesectorscorporatesisually substitutéank debt through retaining profits

in businessewhen the interest ratacreases As a resulthere exists a negative relationship between debt to equity ratio

and weighted average lending rates in the economy in most of the sectors. The same phenomenon does not hold true in the
case of cotton textile, however. This ishasepeing the export oriented sector, this sector is provided with the subsidy in
theform of export finance schem&herefore when the interest rates rise in the economy, the level of subsidy is also
increasedproviding them more incentive to borrofitom banks. Since the cotton textile constitutes the bulk of business

sector in Pakistan, the very same relationship is reflected in the overall borrowing pattern.
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Figure 5.7.1: Relationship b/w Corporate Leverage & WALR (19882005
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Credit supply and bank concentration
Although the SBP kept the liquidity condition$ Figure 5.20: Dynamics of Credit Expansion
tight in theinter-bankmarketthroughout Volume Growth
FY07,the impactonbanks abi I i ty| Su®870d wa ®FY0S mFvO7
weaker by a number of factors suchirasease | 100
in banksbd pm)riatldannequireda%,i? Ezg
capital adequacy of bankacrease in cash = 100 g o
recoveries of NPLs and thetémnal cash = 50 g 00
generation through increased profitabiljsge 0 0
Box 58) -50 20
sg%3seecy ST 0wl
H th ti d f 8&%%2%2 EEGE)UES%E
owever, the continued process of mergers $SESE5S $355822%%
and acquisitions, ugradation of the risk gE="""g gg=etu0g
management systems & few banks and a & @ Z L
slight deterioration in credit quality have o _ _
preventeda few banks from aggressive Banks' Contribution gerflndatlhltllnde'&( of Céedllt(
. . BEY06 BEYO7 oncentration ACrossbanks
lending. The banks that registered most of th
slowdown in credit supply included those 50 0.070 m—
banks which traditionally have the largest 40 0.069
share in aggregate diesupply. Therefore, %28 5 0067 1
alongwith the decreasing credit concentratiof §° 20066 1
in various sectors of the economy, bamike = T 0.064
credit concentration has aldeclinedduring 10 0063 M
FYO07 (seeFigure 520). scoogcyg 0002
SSSETSN 0060 . —
. . . N8 o8 E ST 7o) © ~
In particular, the decline in concentration has| ezz2a %9 g £ 9
mainly stemmed froma slowdown in credit 3 n

growth of large privatized banks. Most of

these banks were involved in upgrading the risk management processes within their institution,
especially improving the credit assessment and monitoring systaimg FY07

In addition tothe privatized banks, the banks that merged during FY07 also slowed down their
lending activities.Moreover, the lending activities of foreign banks though decelerated but remained
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high at 19.3 percent during FYOThe slowdown visible in foreign bankending activitiesvas
caused mainly by the decline in demand for consumer loans,sslaoge part ofhe loan portfolio of
foreign banks isomprisedf consumer loan products.

The remaining banking groups including private sector bgnkdic sector banks, Islamic banks and
specialized banks have increased their lending activities during FY07. In specific kerorgdit
growth exhibited by the public sector banks was impressive at 23.3 pereeminaaready high FY06
growth of216 percent.Finally, the Islamic barkalso doubled their private sector lendfnfiowing
the opening up of new banks in the group during FY06 and FYO7.

Box 58: The Capital Channel: A Relatively New Channel in M onetary Policy TransmissionM echanism

The role of bank capital has been | argely ignored in the m
economists have regarded the fact that banks hold capital as at best a macroeconomic irrelevance and at worst a pedagogical
inconvenieg e . 0 bbowiagvthee adoption of Basle Accord in 1988 the G7 countries, bank capital has become
extremely important from banksd® operational and regul atory
gained sufficientsigfii cance in explaining the banksd | ending behavior:

When the bank equity is at or below the regulatory requirements for most of the banks in the system, the banks can not
expand lending without raising additional capital. Since issuing the equitpilaer task, the monetary policy will not

have major effect on credit expansion. In specific terms, with binding capital requirements, any increase in availability of
reserves will not increase private sector credit rather the additional liquidityeapllaced in assets that do not carry capital
requirementsfor instancegovernment securities. As such, the bank lending channel is weakened with binding capital
requirements. In addition, even when the current capital requirements are not bindicgpi@ivbank may optimally

forego the profitable private sector lending in order to lower the risk of future capital inadequacies.

For instance, the capital adequacy requirements, among other factors, are often cited as responsible for theleiadit crunc

US during early 1990s. Bernanke and Lown (1991) showed t h:
extend oans and therefore used resuléngrécessian. Sintlalp Udelbahd Bergen (994 6 t o r
termal t he capital adequacy requirements as regulatory tax on

raisecompared tdank deposits. They suggested that the aggregate credit reallocation or the credit crunch is expected to be
stronger wien (1) banks below the risk based standards are large in number; and (2) greater proportion of assets are held by
credit deficient banks.

Nishiyama and Okada (2006) empirically examined whether the decline in bank loans in Japan in the late 19@8sdvas ca

by the banksé downward adjustments of | oan supply (a fAcredi
lending supply as a nedimear function of the capitab-asset ratio, they found that the forwdodking banks avoid failing
tomeet regulatory capital r erqeud irte ncernumsc hon. t he future that c

Nag and Das (2002) assessed the impact of capital requirements on flow of credit to business sector by the Indian public
sector banks. Their model based analysis of cgeditth and simple decomposition analysis of growth in asset portfolio
corroborated that in the post reform period, the Indian public sector banks shifted their assets in a way to reduce capital
requirements that had a dampening effect on credit supply.

Barrell and Gottschalkkp06 showed that the changesdapital adequacy ratio Brazil and Mexico majpavenegative
effectin households, firms and governments &iging lending rates and decreasing bank loans. They found that in Brazil,
public sectoffinance mayexpandfollowing the increase in CAR in detriment to private sector lending.

Source:

1. Barrell, Rand Gottschall§. (2006).fimpactsof capital adequacy requirement on emerging maxkéational Institute
of Economic and Social Research

2. Berger, AN andG.FUdell. (1994).iDidriskb ased capital allocate bank credit and
United States?Journal of Money, Credit and Banki26(03):585-625.

3. Bernanke, BSand CS. Lown (199]). The Credit Crunch & B r o0 o kg on BcenorficaAgtieityNo.2:205-239.

4. Nag.KAandA.Das ( 2 @@dit prowthfand response to capital requirements: evidence from Indian public sector
bank®, Economic and Political Weekpp. 36613668.

Trend in Various Loan Products

The slowdown in pvate sector loans was contributed by both the business sector as well as personal
sector loansbutthe slowdown in personal sector loavasmuch sharper
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Business sector lazs

Business sector loans during FY@&celerated moderately from 1@&rcent in FY06 to 18.percent
in FYO7 (seeTable 5.4. The slowdown was visible in working capital loans and trade relatad|
as the fixed investment loans registered higher growth during EB€@Figure 5.21).

Table 5.4: Growth in Business Sector Loans

percent
Trade finance Working capital Fixed investment
FY06 FYO07 FY06 FYO7 FY06 FY07
|. Private Sector (Business) 14.2 8.4 22.F 12.2 18.F 25.6
A. Agriculture, hunting and forestry 846.2 -92.% 8.c 18.: -9.3 -0.6
B. Manufacturing 12.¢ 11.2 19.2 10.€ 23.2 131
3) Manufacture of textiles 16.¢ 3.€ 22.€ -5.€ 6.€ 6.0
Manufacturing less textiles 7.1 22.t 16.€ 23.¢ 41.5 19.1
a. Spinning of fibres 9.0 10.¢ 18.5 -15.4 -8.0 7.2
C. Electricity, gas and water supply 125.5 -67.¢ 30.¢ 159. 14.¢ 100.8
D. Construction 475.% -38.¢ 33.2 11.5 23.t 88.3
E. Commerce and trade 13 6.1 35.¢ 2.8 63.1 78.7
F. Transport and communications -37.7 198.t 50.¢ 39.€ 23.€ 25.2

1. Fixed InveStm_ent . Figure 5.21: Composition of Growth in Business Sector Loar
The aggregate fixed investment lodoshe O Trade financ@Fixed investmentl Working capital

business sectaegistered a remarkably high 35
growth of 25.6 prcent compared to a growth

of 18.5 percent during FYO@Vajorincreases 30

in the fixed investmeribans were visiblén

power sector, telecommunicatieactorand

the sugar industryFixed investment in the

telecommunication sector increased

substantially by 41.8 percent during FYQ7

compared to a growth of 26.7 percent in FYOf

The major factors responsible for suchigh

growth in fixed investment in the . .

telecommunication sector includg)
Expansiorin the network ofhe existing
cellular companies in Pakistaend(2)

N
(6]

N
o

[
[¢)]

=
o

percentage points

[¢)]

o

FYO05 FY06 FYo7

increased investments in the sectoli@Nses | Figure 5.22: Importof Textile Machinery
issued taew elevision and radio channels
o . - : 1000
Similarly, the high growth in fixed investment —
loans to power sector reflects the expansion i
power generating and distributing companies| 890 ]
The slowdown in fixed investment loans in thg 6§ 600
textilesindustrywascaused principally by the | < [
capacity enhancemenmt the sector in recent % 400
years especially under Textile Vision 2005, a9
also evident in increase in import of textile 200
machinery in recent yea(seeFigure 5.22).
In addition, Textile manufacturers also did no 0 . . . . .
make substantial investments during FY07 in FY02 EY03 FY04 EYOS EY0S FYO7
the expectations of relief package in the textil

policy of the government.
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2. Working Capital Loans

Growth in working capital finance during
FY07 slowed dowrto 12.2 percent compared | g, i e = Power

toa growth of 22.5 percent durmg the OConstruction B Telecommunication:
preceding yearMost of the slowdown was BManufacturing B Commerce
visible in manufacturing sector and commergy HOthers

& trade sectofseeFigure 5.23). While the
slowdown in commercé& trade sector was FY07
caused mainly biower growth in imports and
relatively depressed activities in the sale of
automobiles motorcycles, the slowdown in
themanufacturing sector was concentrated ip FY06
thetextile sector.The latter point is evident
from a robust growth of 23.9 percent in

Figure 5.23: Contribution in Growth of Working Capital Loans

working capital loans to manufacturing secto 0 > 10 15 20 25
excludingtextiles during FY07 compared with percentage points

the growth of 16.6 percent in the preceding

year.

Within textile sector, most of the slowdown swasible inthe spinning sectawhich does not have
access to the concessional finan@isslowdownwas causedhainly by a sharp deceleration in
export growthrelatively low growth in cotton pricaa FY07 and the increase in interest rates.

Working capital loans to rest of the manufacturing sector showed mixed témebst 14 industries
experienced a credit growth between 20 to 80 percent compared to 9 industries during\lYie6.
the increase in interest rates playedats in restrictingoverallcredit demand, the increase in raw
material prices has caused an increagmancing requirements in few industrieSor instance,
higher growth in working capital loans to fertilizer, rice processing and basic iron anithdtestties
was caused in principal by increasepiites ofraw material related with these industri&sThe high
raw material prices in turn reflect, in additionthe pass through dhternational priceghe
persistence of aggregate demand pressaréeieconomy.

Such pressures may also be found in the cement sector whererkirgveapitdgrowth exhibited a
strong growttof 55.8 percent during FY07 ovan already highgrowth of 50.3 percent during FYO06.
This consistenperformance is explaidanainly by: (1) the srongcementdemand for the
reconstruction activities in the earthquake affected af2pgrowingconstructiorsectordemands of
the domestic economly and(3) increase irexports toGulf countries, Iragand Afghanistan

Finally, the growth in verking capitalloansin theagriculture sector remained very strong during
FYO’Tbecause of the sector 0s oawslenmpask infettlizeggricegg r owt h p
despite subsidy on DARt is expected that the growth in agiitwe credit will accelerate further

going forward as the SBP is taking significant measures to remove credit supply constraints in

agriculture as well as number of other sec{sezBox 59).

Box 59: The Restructuring of NCCC: IncreasedFocus onRemoving theCredit Constraints from the Economy
The annual assessment of the credit requirements of government and private sector used to be done by the National Credit
Consultative Council (NCCC), since its institutionalization in September 1972l thénfinancial sector reforms of 1990s,

18 The pig iron prices in the domestic market registered a growth.5fpé8cent (YoY) during FYO7 compared to a growth

of 2.6 during FY06.Seed distribution during FYO7 registered a growth of 45.6 percent during FY06 compared to a growth of
19.6 percent during FYO05.

7value addition in the construction sector registerelang growth of 17.2 percent during FY07 compared to a growth of

5.7 percent during FY06.
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the NCCC was responsible to draw up the annual credivygida keeping thannual monetary expansigmaccordance

with the tagets of real GDP and inflaticset by the Government. However, after the abolitioecredit ceilings and other

credit controls in the aftermath of financial sector reforms, the regulatory role of NCCC was changed to a consultative body.
Being represented by the athkeholders of the economy including the SBP, federal/provincial goeets, commercial

banks, representative of chambers of commerce, industry, and agriculture, the NCCC used to prepare and revise the credit
plan after incorporating suggestions/recommendations of all the stakeholders.

It is important to mention here thidte role of NCCC in both the pre and post reform period has been limipeescribing

the volume of credit expansion in the economy. For instance, in the period of credit controls, the NCCC used to work out
the credit allocations to the private seatarthe basis of investment and production targets for different sectors specified in

the annuatlevelopmenplan. Similarly, in the posteform period, especially after the phasing out of IMF PRGF program,

the credit plan exercise was limited to alignthg credit targets with broad macroeconomic targets. In specific terms,
government budgetary requirements and the increase in net foreign assets were both treated as exogenous variable. Hence
the burden of accommodating the overall money supply as @éarigreted GDP and inflation falls on the private sector

credit.

In this perspective, there was an emerging need to improve the credit demand and supply conditions in the economy by
removing impediments in credit availability and widening the acces®thit for private sector. This was important because
the dynamics of financial infrastcture has changed drasticatgpeciallyfollowing the growing emphasis on non
conventional financing tools including the infrastructure & housing finance, Islamaicde, etc.

With this background, the NCCC was restructured as the Private Sector Credit Advisory Council (PSCAC). The defined
objective of PSCAC is to suggest ways and means to widen the access to credit for private sector to promote economic
developnent in Pakistan. The functions of the council inclydgreviewing the recent developments related to credit
availability to private sector; (2) identifying impediments in credit availability and disbursement for various purposes
including project finace, working capital finance, infrastructure and housing finance, consumer finance, SME finance,
microfinance, trade finance, Islamic finance and other se@smsell ag3) reviewing the discussion/proposalagfriculture
credit advisory committeeACAC) related to agriculture credit.

The schedul e o fhafbBeRidsiOries in an@rancemwighshe private sector credit cycle. The agenda of the
PSCACOs m®é&tusanths issues pertaining to private sector credit requiremenite théhprivate sector
representative wil/l bring to |Ilight the credit demand rel at
disbursement related issues. In addition, various specialized departments in SBP including the Agriculture Credit

Department (ACD), SMBepartment (SMD), Micro Finance Department (MFDIglamic Banking Department (IBD,

Infrastructure & Housingrinance @partment (IHFD), etc will be involved in formulating the strategy papers on credit

supply issues. These papers vibobnstitute not only the issues related to demand and supply of credit and the gap analysis;

but will also be suggesting the strategies to be adopted by the SBP and the coordinating activities of the stakehséders. The

papers would then be discussed®BCAC meetings for further consultation from the stakeholders.

3. Trade Finance

In line with the decelerating trade volume, the Figure 5.24: Growth in Trade Finance
growth in traderelated loans continued to s Trade finance Trade volume
slowdown to 8.4 percent during FY07 40
compared to a growth of 14.3 percent during
FYO06 (sed-igure 5.24). Most of the 30
slowdown was visible in the export finante
Within the export finance schemeghalugh,
the loans under EFS registered a robust grov A
of 14.4 percent in FY07 compared with 10.6 \
percent in FY06, the FB5 loangexporters 10 .
only) registered substantial net retirements thg AN
more than offset the higher growth in loans
under EFSseeFigure 5.5). This suggests 0 - - -
that the exporters only substituted their stock FY04 FYO05 FY06 FY07
oustanding debt under FX5 scheme with that
of EFS.

pd

percent growth
N
o

18 Of the total decline of 5.9 percentage points in trade finatexleratiorin import financecontributedonly 1.3
percentag@oints.
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Nevertheless, theecelerationn trade finance during FYOQ7 is significantly lower than that in FYO6.

In specific termsgduring FY06,the rise in interest rates on EFS lending had caused a sharp slowdown
in EFS loans whereas the upward pressures on exchange rate had caused a sharp slowekiwn in FE
loans Therefore, the exporters mainly financed working capital requiremeotsgthinternal cash
generation. In FYO7, however, the sharp increase in subsidy provided under the EFS scheme did
provide some incentive to exporters to borrow from the banking system

. . . Figure 5.25: Composition of Trade Finance
What is evident from the trend borrowings 9 P

underEFSin the preeding two years is the
fact thattheexporter6 r el i ance
depend®only upon the magnitude cubsidy
provided As such, viile thepossibility of
mis-allocation of these loans due to the FY06 1
distortions in interest rate structure can not bg
ruled out, he said schenmferrther complicates Y05 :I
the monetary policy conduct by inflating the

reserve money growth atmcreasing the
quastfiscal cost. In addition, empirical studies FYo4
also suggest that the EFS scheme did not pla | | | |
its expected role in the promotion ofpert 10 0 10 20 30 40
growth in the economfseeBox 5.10). percentage point

BEFSEOther than EFS3Import finance

" Fyo7

Box 5.10: The Adversel mplications of Export Finance Scheme

The export financecheme has a number of adverse implications for the economy. Foreitsssigisificant contribution in
reserve money growthyhich translates into overall monetary expansion. Thus, given that the SBP is currently pursuing
contractionary monetary policy, the provision of incentive is posing difficulties for effective monetary management and has
a potential to dilute the impact monetary tightening. It is important to stress that this high reserve money growth in FY07
is expected to spur broad money growth and thus inflation in coming years. This implies that monetary policy will have to
be kept tight longer than if ER8asnat present.

Secondly, the availability of refinance by SBP provides commercial banks sufficient Rupee liquidity thereby relieving banks
from the need to mobilize more Rupee deposits. This in turn translates into lower return on deposits. Inofaet, the |

deposit rates benefit commercial banks as this means higher spread for the banking system. However, in the longer term,
lower return on deposits could potentially lead to disintermediation of financial resources from the banking system and lower
saving rates in the economy.

Thirdly, it can be argued that these incentive schemes have distorted the overall interest rate structure in the economy and
therefore impeded the markeased resource allocation. In fact, as incentive schemes are operstekéng, these have

resulted in significant financial loss to the country. The empirical evidence to this argument is provided in a study by Bil
Zia that analyzes the impact and allocation of financial incentives such as subsidized credit to dixpwstingusing loan

level data from the export sector in Pakistarccording to the findings of the study, the exports of publicly listed and
corporate group firms remain unaffected following the removal of subsidized credit. In fact, publicly tiegethfike no
significant adjustments to their balance sheets, and only their profits are reduced. This indicates that publicly listed and
corporate group firms are not financially constrained. However, according to the study, nearly half of all subarszed

are assigned to such firms, implying a substantial misallocation of credit.

Finally, the impact of these incentive schemes on export performance is also debatable. The study bylNéaipesand

Ali Kemal analyzes the impact of export finarsmheme on export growth. According to their findings, after controlling

for the impact of foreign currency financing available to exporters, the export financing scheme had a negative effect on
exports over the long run. Thus, subsidy scheme has noeffeetive in achieving its objective of increasing exports.

19 The slowdownin FE-25 loans despite a stable exchange refeects the widened spread between effective cost of loans
under EFS and FE5 loans.

2Bj | al Zi a, OExport Il ncenti ves, Fi nanci-hevel Bvidemce framai nt s, and
Subsidized Expo t L o ans 6, Jokmalrot FmanoiahiEcangmics.
ZNadeermu-Ha g and Al i Ke mal (2067 )X, eédl mma Ptako fs t BHod.@6oEhep or t s 6,

Pakistan Institute of Development Economics, 2007.
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Going forward, the increase in interest rates in August 2003t sxpected to put significant upward
pressures on interest rates due to an expected weak transmission of discount bate(seddiox

5.11). In addition, the SBP measures to remove the constraints in credit supply to the economy, the
high international commodity prices and expected initiation of major power projects during FY08 are
likely to strengthen the credit demandrfréthe economy. However, the limited liquidity available
through SBP interventions as well as reduced participation of SBP in providing liquidity to the export
sector may keep tightened the credit supply conditions. On balance, therefore, the SBRimik con

to drainexcesdiquidity in the interbank while ensuring that the sufficient liquidity is available to

avoid significant derailing of the growth momentum.

Box 5.11: Passthrough of Discount Rate onCorporate L ending Rates
The policy rates amsmit to the corporate lending rates through two chanfiglmterbank lending ratend(2) Karachi
inter-bank offered rate (KIBOR)

1. Through interbank lending rates

Theinter-banklending rate depends on two factors; (1) liquidity initite-bankmarket thaincludes both the liquid
loamablefunds as well as other temporary liquidity; and (2) nature of transactions (call or repo). While liquiditinterthe
bankmarket is mostly managed by the SBignature ofthetransaction depets upon the availability dfadablesecurities
in theinter-bankmarket The tgher the volume of traddle securities in thater-bankmarket larger will be the
concentration ofepo transactiongindlower will be the aggregaiater-banklending ates. Thus,despiteanincrease in
discount ratéthatwould provideroom forinter-banklending rates to move up and increase the borrowing costs for the
bankg, the dominance of repo transactions among the aggregetdanktransactiongamid ample availability of
government securities in theter-bankmarket)might disallow significant upward pressures weighted averagiending
rates.

2. Through KIBOR
Corporate lending rate is benchmarked by kibor (of relevant tenor) which in turn dependst&iposnk lending rates as
well asexpectations of liquidity in thexter-bankmarket.

That is whythe relationship between kibor and policy rates does not show a consistent pattern. For instaigtm,it

FYO06, while the discount rate was kept unchanged, the 6 month kibor continued trending upwards. This wasentainly d
increase irmdvances to deposit rati8DR), a decline in share of repo transactions in aggregegebanktransactions and
the expectations of liquidity constraints in theer-bankmarket.

The increase in discount rate of 50 basis palntig Figure 5.11.1: Impactof Discount Rate on KIBOR

July 2006led to an exaggerated increase of over a 100 6M KIBOR Discount rate

basis points in 6 month kibgseeFigure 5.11.1). This 11.0

was mainly becaeshe increase in discount rate came

along with the increase in CRR and SLR requirements| 105 \

As a result, thénter-bankwasuncertain of the actual %

impact on liquidity. However, soon after the increase, f _ 10.0

kibor started its downtrend amdntinued to decline till § W\\‘w
end of FYQ7. It is interesting to note that by €y s 95

2007, the 6 math kibor had reached to exddily 2006 = M

level when the discount rate was increased. It must be 9.0 /hVW

noticed that the downtrend in kibor steepened in H2

FYOQ7 further when th&DR reached to all time low. In 85 Frrmrr T
addition, the significant inease in NFA and the 8888888883 8885856555555
expectations that the inflows would continue to grease | E 25?3 3 g E g :%g',ﬁ, ggg 3 § E g = 5 E} ;E,’*
inter- i i rgPYZzal PLPLZzRL =D,
:(r?lt)eorr.bankmarket, further brought in a downtrend in AR $ & ‘03 ﬁ S WS :}' & 8 S ﬁ ok ~ :

The continuation of these expectations in FY08, therefore, is likely to prevent significant increases iorth€High
phenomenon is already evident from the fact thatigh SBP raised the discount rate in August 2007 further to 10 percent,
the market expectations were maintained for the interest rates peaking out. This is evident in a relatively weakfresponse
kibor to the 50 basis points increase in discount rate.

Box 5.12: The Extent of the Relationship betweenKibor and WALR

The movements in kibor are considered to be the harbinger of the movements in WALR. This is simply because the kibor is
used as &denchmark for determining the corporate lending rates. Since corporate sector lending constitutes the bulk of
aggregate bank lending in Pakistan, the WALR follows closely the trend in kibor. Having said this, the relationship between

78



Money and Banking

changes in kibor ahchanges in WALR showed that the relationship between these two variables appears dineamon
In simple terms, changes of very high magnitude in kibo- . Lo .

disturb the linear relationship between kibor and WALR. Table 5d'12'1' Im_pift.()f Ehang?s In Kibor on Changes in WALR
The reason is straightforward. Theoehitant movements DePendent Variable: Change in WALR
in kibor usually result in widening spread between kibor Method: Least Squares '

and repo which is typically viewed as a crude proxy of Included observations: 40 after adjustments EbJun07)

spread between risk based return and the risk free retur Eq 01 Eq 02
In the absence of major changes in credit risk in the Variable Coeff t-gtats Coeff t-stats
economy, tis widened spread suggests that such changiD(WALRl(_l)) 0.46 355

in kibor are not based on macroeconomic fundamentals

the economy and could probably appear due to Bgzgg:l)('z)) g'ég 2'82 8'(5)3 ;ig

uncertainties in liquidity flows in thmter-bankmarket. : : ’ :

In this perspective, wild movements in kibor aseiaily D(KIBOR(-1) 0.09 2.74

considered as temporary and therefore are not typically D(KIBOR(-2)) 0.09 2.83 0.15 343

translated in WALR. D(KIBOR(-2)*dummy -0.11 -1.70
R-square 0.74 0.72

As shown in thé=igure 5.12.1, the spread between kibor purbin-watson stat  1.88 1.67

and repo rates hovers aroun83percentage points.
Although there appear some wild movements in the

spread but eventually the spread come bathe ; Coa ‘ o
average. Interestingly, in the very same periods, the Fé%ﬁb%iilémﬁqpreep%d PV Relationship with Spread biw
relationship between kibor and lending rates appears —— Spread WALR & 6m Kibor
weak. As such, there exists a negative relationship Average spreac
between the spread between kibor and repo and the sp| 2.0 5 4 .
between kibor and WALR. Thisuggested that the S 3 o

. . — L 4 oo
average spread between kibor and repo plays an impoij € 1.6 < \0
role in developing the relationship between kibor and g h,\ X2 NS
WALR. g 12 2 \:

2PN £ s

Table 5.12.1 provides empirical evidence to this notion | & 08 % 0 !bo\o N
wherein changes in WALR are determined by the past | & ° T e N\l
movementsn WALR, present and past changes in kibor 0.4 g 1 *
The equation was further augmented by introducing a ) *
dummy variable that takes the value of 1 when the 0.0 T -2
deviation from mean of the spread between kibor and r 333883 00 05 1.0 15 2.0
goes above the average, and the value of O when it 32 3 2 3 32 Spread b/w kibor & rep
remains below the average. The said dummy variable

was then interacted with the changes in kibor. As
expected, the sign of interacting dummy appeared negative suggesting that if the changes in kibor exceed the average spread
between kibor and repo ratélse impact of kibor on WALR declines.

Consumer Loans
The growth in the consumer loans slowed _
down to19.5percent during FYO7 compared | Figure 5.26: Consumer Loans

to a growth of43.8percen1in FYOG; the ——=Volume As percent of private loans (RHS
lowest growth duringhe precedindour years. 120 17
Neverthelesghe share ofonsumer loan in 100 - e

the overalloansto private sector increased
slightly to reachl15.8percent during FY07
compared td.5.5percent during FYOsee
Figure 5.29.

P 15
80 /|

. / 12
/ 9

The major factors responsible for a seaw 40
growth in consumer loanscluded (1) 7
increasan lending rates; (2high credit 20
standards following thimcrease in NPLs to
advances ratio whin the consumer loans
category(seeFigure 5.27); (3) restrained
lending bya fewcommercial banks order to streamline their risk management systems dheer

billion Rupees
percent

FY04 FYO05 FY06 FYO7
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international best practicesnd(4) mandatory use of credit profile of the borrowers through the use

of credit information bureau (CIB) of tI&BP.

Therefore, thaveaknessn consumer loans
during FY07 wadroadbasedasall the major
categoriegxhibiteda slowdown. However,
the largestieceleratiorwas visible incar
financing the growth of whictslowed down
to 7.8 percent dung FYO7from its
phenomenagirowth of 48.5 percent during
FYO06 (seeFigure 5.28).

In addition to thesupply side factorsa
relatively saturated automobiles marled$o
resulted in overall slowdown in automobile
sales in the country during FYO7. Moreover,
themandatory requirement aistallation of
tracking devices for car financing by certain

Figure 5.27: NPLs to Loan Ratio in Consumer Finance
B FY05 OFY06 B FY07

Personal
loans

Credit cards Auto loans Mortgage

loans

car insuance companidsas increased the

effective cost bautomobile loansthusfurther
restraiting the creditdemand?

As far as the housing loans are concerned,
banks have beerery cautious in thir lending
strategy in housing sector. This is evident
from the fact that out of 39 commercial bankg
in the country, only 14 banks have an exposu
of (over) Rs 1.0 billion in the housing sector.
Assuch,atpresentt he banksdé h
portfdio is far below the limit prescribed by
the Central Bank. In specific terms, while thd
SBP has allowed banks to limit their exposur
in housing finance to 10 percent of the net

TTY

Figure 5.28: Composition of Consumer Financ
B Mortgage loans B Auto finance O Credit cards
mConsumer durable mPersonal loans

FY07

FY06

FYO05

-10 30

billion Rupees

70 110

loans, most of the banks did not exhaust eve
half of the limit(seeFigure 5.29).

This limited exposure of the banks in housing
finance is caused mainly by:

1. Lackof expertise and resourcies
domestic bankt exploit the business
potential in this area.

Due to the average short term maturit
of bank deposits, banks can nostin
leveraging their deposit base in the
long run. This is also evident in
average maturity of housing loans of
10 to 15 years, despite the maximum

Figure 5.29: Banks' Exposure in Housing Financ

— Actual Limit prescribed by SBF
12

10

8

percent

—

BAF
UBL
Union
Citi

BOP [

HBL [
ABN
ACBL
SCB
FBL
NBP @
MBL
MCB [
PBL

22 To remove this restraint, a few commercial banks have started providing installation of car trackingtal¢vaies

customerdree of cost.

80




Money and Banking

allowable maturity of 25 years by the SBP.

3. The construction loans are more difficult to finance dubeabsencef verifiable collateral.
This is evident from the composition of total housing loans wbenstruction loans
constitute only 19.8 percent.

5.3 Financial Soundnesdndicators

While the overall monetary indicatargised a few concerns froinflationary perspectives, financial
soundness continued to exhibit improvement. More importantly, though the rise in interest rates did
create some impact on the quality of loans, the stringent provisioning requirements as well as
increased capital reqements did not allow the impact of loan quality on financial stability of the
banking institutions. Not onlygid banks remain adequately capitalized but the overall asset quality
measured in terms of NPLs to loan ratio (net of provisioning) contitaudecline. As such, the
performance of the domestic banking industry continued to exhibit improvements and especially
remained at par with the peer countries in the South Asian regioB@geel3).

Box 5.13: Performance of Pakistan Banking Industry Compared with Other Asian Countries
The | andscape of Pakistands banking industl99 ontvamdsAtc hanged al
present, the financial soundness ofltlaeking industry, as measured by tapital adequacy and asset quadlityicators,is

almost at par with the peer countries. Table 513.1: Financial Soundness Indicators
Capital to risk weighted assets ratio which was amongst t In percent
lowest in the region during 2001, has increased sharply a 2001 2002 2003 2004 2005 2006
the curent ratio of 12.7 percent exhibits that th@mestic Capital to risk weighted assets
bankinginstitutionsareadequately capitalized. More Bangladesh 6.7 75 8.4 8.8 73 8.0
importantly, the increase in CAR during the last five years —~ ~,

India 114 119 129 134 128 124

came along with a robust credit growth. Specifically, the L,
banks achieved a higher CAR raising capital instead of ~ Malaysia 13.0 132 138 143 137 127
reducing risk weighted assets. Among all the Asia Pakistarf 8.8 8.8 8.5 105 113 127
ro&Jntrigs reporter(]:i Iiﬁaﬁﬂe 5131, Indrl]a, MglaySIagnd - Korea? 11.7 11.2 11.1 12.1 13 13.3
ndonesia were the only countries that observed a slight I

decline in CARduring 2006 While the sharp credit growth Tha”ano_l 133 13 134124 132 143
during the year was responsible fiecline inCAR inthese _Indonesi& 182 201 223 194 193 192
the countries, thdeclinein CAR in India was also NPL to advances

contributed by other structural factors. These included th pangiadesh 315 281 221 176 136 132
application of capital charge for market risk March 2006

A=
onwards and the increaserisk weights for personal loans, L) - 114 104 88 72 52 SR
real estate and capital market exposuf@se decline in Malaysia 178 159 139 117 96 8.7
CAR in Malaysia stemmed mainly from sharp fluctuations Pakigan?® 234 218 17 116 83 7.7
in the net operforeign currencyosition (NOP) (following  korea? 3.4 2.4 26 19 1.2 0.9

from the adoption of flexible exchange rate regime

Thailand? 11. 16. 13. 11. 1 )
2005). ailand 5 6.5 35 9 9 8.9

Indonesid 319 24 19.4 14.2 156 16

Non-performing loans to advances ratio in Pakistan has a Provisioning to NPL
irr?prove(_:i substantially in recentﬁ/_eag_s Eut is still higher  gangladesh - - 183 189 253 263
than Indiaand Korea quevgr, this high ratio does not India® B B 464 566 603 589
indicate a concern for financial soundness since most of | -
NPLs rave been adequately provided for. As shown in th Malaysia®  37.6 381 389 41 454 50.1
Table 5.13.1, provisioning has already been done for 77.8 Pakistart 547 606 639 704 767 77.8
percent of the total NPLs which is indeed quite significant korea - - - - - -
when compared to other economies in Asia. As sych, the Thailand? 471 629 728 798 837 794
net NPLs to net loan ratio ireRistan at 1.6 percent is very i

Indonesid - 130 1375 1381 601 -

much compatible to 1.2 percent in India at end 2006. : -
Note: Superscripts show the data for the following months.
YJune*Sep,*Nov, *Dec,® Mar

The decline in NPLs to advance ratio in India during the
year 2006 was caad mainly by increased recovery aetline in fresh slippages. An important aspect of highesveries

inindiais t he establishment of Asset reconstruction Company (I n
management & and émaxi mization of NPLs® recoveryd Wwhich has
Malayda alsq the higher interest rates and inflationary pressures in the economy did not appeamtedkavedhe debt

servicing capacity of both the households and businesses mainly on the back of sustained encouraging economic

environment, amidst progregs strengthening of risk management practices and infrastructure by banking institutions.

81



State Bank of Pakistan Annual Rep2006-2007

Source:

Global Financial Stability Report April 200Thternational Monetary Fund.
Reports of trend and progress in India 22006 Reserve Bank of India.
Finarcial Stability Report Bank Indonesia, March 208ank Negara Malaysia.

1. Financial Allocative Efficiency

Ie'[f:c‘lg‘c?eer_]r::?r?(l)ll}/abg:fgﬁgx;&;?ifug:‘“ezdﬁflgn Figure 5.30: Indicators of Financial Efficiency

higher for the private sector compared to the ':8'5PSC/ GDPRHS—— PSC/NE—PSC/NDA 20
government.On the basis of this, private o

sector credit (PSC) to M2 ratio is widely used N P ey

as an indicator of financial allocative 75 = ~ — 25
efficiency. It appears that during FYO7, _/

financial efficiency has deteriorated slightly as £ 1A | £
evident from declining PSC to M2 rafsee | £ % [T/~ AR
Figure 5.3). However, this decline was e // B 2
caused entirely by a sharp increase in share|{t 55 A L | 15
NFA of the banking sector in M2. Thus, it will //

be appropriate to use PSC to NDA ratio to //

compare the relative 45 ' ' ' ' 10
financial sources in private sectarch FY03 FY04 FYO5 FY06 FYO7

government credit. The PSC to NDA ratio has
continued itauptrend during FYO7 suggesting that the financial efficiency has increased futiney
FYO7.

Another widely used indicator of financial Table 5.5: Credit to GDP Ratio

efficiency is PSC to GDP ratio that measures 1996 2000 2005
the extent of economic activities that are SRLL A

financed through the bankingstem. The m‘i‘:‘e‘” ;‘3"; ;g: ii'g
increase in PSC to GDP ratio confirms further Sii Lanka 20,0 8.8 38

the growing level of financial intermediation in g — e -
the economy. However, it must be noticed th: g, i, gast Asia

the PSC to GDP ratio, though increased, is st |ndonesia 55.5 19.9 24.6*
lower than most of the economies in the Asiar Korea 57.1 81.0 93.5
region(seeTable 5.9. In literature we can Philippines 490 39.0 25.2+
find a number of reasons for variations in Malaysia 1420 1400 113.2*

Credit to GDP ratio across countriddost of 2006

the Varlatlons emerge from dlfference |n |ega| Source: International Financial Statistics
infrastructure, set up of information sharing institutions, financial sect@a@went, banking
penetration, availability of credit rating agencies, recovery rates and market expansion.

2. Banking Spread

The banking spread, as measured by the difference between weighted average lending (WALR) and
deposit rates (WADRYeclined 8ghtly by 14 basis pointduring FY07 aftefollowing a rising trend

in the preceding three yedreeFigure 5.31). More importantly, if the impact of neremunerative
deposits iexcludedrom the WADR, thedeclinein banking spread appears more promad(at 50

basis pointsduring FY07%

2 plthough, the personal deposits continued to constitute the bulk of increase in bank deposits during FY07, the increase in
business sector deposits outpaced the increase in personal deposits. Since most of the business sector deposits are placed i
nonremunerative current account for the purpose of meeting day to day transactions, these deposits yield low returns.
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The decline in spread was caused by a sharf
slowdown in personal loarfthat generally
yield higher returnsand increase in the share 8.0
of concessionary credit during FYQthatkept 5
WALR from increasing shatp). In addition, ' /\_./VVW
the pass through of previous increases in polj 7.0 =

rate on WADR, the increase in share of fixed 65 I\ // M\f\.\

deposits in total bank deposits and the moral

suasion by the SBP to raise WADR had caug = 6.0 /
an increase in deposit rates by almost all the| 55 \v-\\\_\_/

Figure 5.31 Banking Spread
Excl nonremunerative deposit—— Aggregate spreac

percent

majorbanks. ' N
5.0 — T T T T T T T T T T T T
. . . . . [Se 0o TS S S L o o I Vo B Vo BN Fo T (o N (o I (o I {o I o
The latter isalso evident in the increasisare 232223 E228E228¢E2
. . . . . (8] (8] (& (&
of high yielding deposits in aggregate bank 08250825082~ 08%

deposits during FY07 (sédgure 5.2). As
shown the share of deposits mobilized at over

8 percent return in the incremental def®baS | Figure 5.32: Share of Deposits Mobilized a8.0 Percent
remained 32.0 percent on average which took (orabove) Rate of Return in Total Deposits
the share of these deposits in outstanding === Incremental Outstanding

deposits to 23.5 percent in June 2007 40

compared with 11.9 percent at efuhe 2006. 20 m 1 [ - 1 n
However, it must be noticed that timerease E

in policy rate during Augus2007can render o 20 Rimin=s L
the welcome decline in banking spread during < minl

FYO7 shortlived. This concern stems from 10 mimininininininimimimii
asymmetric impact of policy rate on WALR

and WADR. Specifically, the delays in 0 e e A
transmission of policy rate on WADR §88888855555685
(especially in times of monetargtitening) 3328628882283
compared with WALR widens the spread in

times of monetary tightening. This said, the

tight liquidity conditions in the intebank Figure 5.33: Cumulative Currency to Deposit Ratic
market August 2007 onwards, attractive returj DPOSt oW — FY0s —— FYO7
offered by mutual funds and NSS instruments ;FYOG — R 0.34

and the lower CRR reg@iments on longer

tenor deposits will force banks to offer 20 {033

reasonable real returns to their depositors. A . | 0a1

such,the relationship between policy rate and| ¢ //

banking spread may not necessarily be £10 0.30

significant =5 0.28 \/ \-:\\
3. Liquidity with the banks 0 0.27 \
The liquidity in thebanking system is gauged -5 0.95 s N
principally by(1) the extent of deposit 3 § 8883 5235532
mobilizationduring the periogand(2) credit 27 == Cozo =S

expansion relative to thgepositmobilization

Deposit base of the banking industry increased by 20.9 percent during FYO7 comparexhih aigr

16.2 percent during FY06 (sé&ure 5.33). Strong growth in banking sextdeposits is attributable

to a number of factors including high GDP growth
aggressive marketing of deposit products by the banks, increases in weighted average depssit rates a
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well asthe expansion in network andage of automatic tellers machirfmtlower the need for
precautionary cash holdings

Figure 5.34: Creditto Deposit Ratio
Advances to deposi Total credit to deposi

More importantly, the longer tenor deposits 80
registered substantial increases thoomist of
the increases in the deposits were visible und ;4

current and savingsccount categories. // \
Indeed, the sharp growth in longer tenor 72

deposits bid well for the banking sector £ //

liquidity. Theincrease irfixed-longer tenor 568

depositduring FYO7was caused bthe =
relaxation in CRR requirements provided by 64
the SBP on longer tendeposits which /
inducedbanksto raise returns on these

accountsand increasenarketing campaigns
mobilize longer tenor deposits.

60 T T T T
FYO03 FY04 FY05 FY06 FYo7

Credit to deposit raties another indicator that | rigure 5.35: Dollarization in the Economy
reflects thdiquidity comfort of the banking FC deposits/Total .
system As shown irFigure 5.34, both the _ deposits NFAto Mzratio
credit* and advances to deposit ratio have i
declined significantly during FYO07. This 9 30
decline is mainly a result of slowdown in
overall private sector credit due to tight 8 \/\ 26
monetary policy stance of SBP. Furthermore| g 7 22 H
the gap between advaxto deposit ratio and A
the credit to deposit ratio has widened during o \
FYO07 mainly because of increase in investmg 5 14 H
component of the total credit.

18

percent

FYo7 _I_I_I_I

4 T T T T 10 T T T T
. . . % L o I~ M < 1w ©

4. Dollarization in the Economy (ELD- E E ‘EL? E E E E E
The dollarization in the economy, aseasured
by the share of foreigruecrency deposits in
totall bank deposn_s as We!l as in M2, has Figure 5.36: Earnings of Composition of Nor+
declined substantially during FY07. The the Banking Sector interest Igcr?m? (NI)
expectations of Rupee appreciation against t Return on asset — Do

US Dollar following the substantial foreign Net interest margin s Fee, brokerage & fore;
— NIl/Total incomeRHS

exchange inflows ahrelatively higher returns 6 80 60

on Rupee depots are the key reasons for the
declining level of dollarization in the economy r @ 60 45
(seeFigure 5.35). = |~ = |5
T 40 3¢
5. Profitability a2 —1 2 =
Earnings of the banking industipproved / =20 15
furtherduringCYO06 as evident in a continuoug 0 — 0 0
uptrend in return on assets (ROA) ($égure s 33388 N oYW o
5.36). However,theeamposi t i on 600600 %%8%8

earnings was slightly different in CY06
compared with the preceding year. In specific
terms, the share of nenterest income in total income has increased slightly during CY06. This was

% The credit includes advancdsills and investments in the private seattmcks(including shares, TFCs, etc)
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mainly on the back of (1) sharp increase in dividend income of banks during CY06; and (2) a sharp
deceleration in nehterest income.

While the increase in dividend income of banks reflects improved earnings of the corporate sector, the
deceleration in net interest income wasised by; (1dleceleration irnigh yielding loans (e.g.,

personal loangjuring CY06 and (2) increase in the share of fixed deposits in total bank deposits. In
addition,the delayedtransmission of thprevious increases olicy rate on deposit ratedso

appeared to have caused an increase in interest expenses of the banking sector dul(isgeBy¥06

5.16).

This point can further be explained from the fact that during &¥@e increase iactual interest
expensed odeposits was caus@dimarily by the increase in volume of depositsowever, n CYO06,
81 percent of thencreasen interest expensed afeposits came from the increase in deposit rates
while the remainindl9 percent came from the increase in volume of depdEitsanalysis ointerest
income, however, shows that the rise in interest income during CY06 came equally frothéboth
increase in volume as well as increase in interest rates.

Finally, the increase in the sleanf concessionary trade finance amid decelerating aggregate loans
during FYO7 has further dragged down banksd prof
points in net interest margin during ddum 2007 compared with the correspondingqukdf the

preceding yeafseeBox 5.179.

Box 5.14: Asymmetric | mpact of Changes inPolicy Rate onDepositRates

The recent research suggests that the changesamths

T-bill rates tales about 5 months to complete the pass  Table 5.14.1: Impact of Benchmark Rate on WADR

through to the WALR and almost 10.1 months to comple Dependent Variable: Changes in weighted agerdeposit rates
the transmission to weighted average depositTates
addition, both the instantaneous and long term coefficier
of WADR is considerably lower than that of WALR

Method: Least Squares
Sample: 2002M10 2007M04 Included observations: 55

Therefore, it can be argued that the relatively weaker Coefficient _ Prob.
transmission of policy rate on weighted average deposit c(1) 0.94 0.00
rates has been a key factor in increasing the banking cE) 0.06 0.16
spread in last two years.

Cc(d) 0.27 0.01
However, this must be noted that while the decline in ~ C(4) 0.23 0.00
spread during monetary policy loosening was gradual, tt R-square 0.63
increase in spread during tight monetary policy was rath o, hin\watson stat 1.87

sharp. This phenomenon isxplained mainly by the

asymmetric impact of changes in policy rate on deposit

rates. In simple terms, the transmission of policy rates ¢ Table 5.14.2: Impact of Benchmark Rate on Variance of WADR

deposit rates is low in times of monetary tightening and pependent Variable: Changes in weighted average deptesit

high in times of monetary easing. Method: ML - ARCH

Sample: 2002M10 2007M04 Included observations: 55
Coefficient Prob.

These differing responses of deposit rates on policy
changes can be explained by a number of factors includ

the structure of banking industry, transaction costs and PWADR(-1) 0.21 0.02
depositorsé behavior. | n DWADR(-2) 0.22 0.00 rvel of
concentration in the DWADR(-3) 0.15 0.00
banking indistry allows banks to raise the deposit rates D(TBILL(-2)) 0.08 0.01
slowly in response to changes in policy rates and vice Variance Equation
versa. Similarly, high transaction costs discourage
. . 0.00 0.00
customers to switch deposits from one bank to another RESID(1)"2 013 0.00
even if they wish to earn higher returns. ) '
RESID(1)"2*(RESID(-1)<0) 0.02 0.04
To capture this asymmetry in Pakistan, a simple equatio GARCH(1) 1.08 0.00
R-square 0.62
DW stat 1.89

% seeFinancial SectorAssessment Report 2008hapter3 for details.
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was estimated of the form

@WADR=( GMARR(-2 ) @C( 2) * (-1 )p) )TBILLEA) >0 ) + ( C( 3 )2%)

TBILL(-1)<=0)

Suggesting that when C(2) is not equal to C{#9re exist asymmetries. The results are presenfeabie 514.1. The data
on weighted average deposit rates from July 2002 to June 2007 confirms the asymmetry in the impact of changes in
benchmark rate on deposit rates in time of expansionary anéctmtiary monetary policy. Specifically, the impact on

o3 (CWRBD-R(€1)0)*(o

deposit rates appeared stronger when the benchmark ratesstactineeaker when the benchmark rates incegdse

Further, a threshold generalized autoregressive conditional hetroskedastic (TARG# was used to capture the

asymmetric impact of policy changes on variance of deposit rates. The results were similar to those obtained earlier. As

shown in theTable 5.14.2 the variance of changes in deposit rates increases when the policy sisnddwsward.

Box 5.15: Impact of EFS on NetlnterestMargin (NIM)

While announcing the level of refinancing rate for EFS scheme, the SBP also puts a ceiling on the margin ttatdha ban

earn when they lend to the export sector. Tigsgin

was constant at 3. percent throughout FY02 to FY06 after which the SBP lowered the margin to 1 percent during July 2006
with an objective of further subsidizing the credit for exporters.

The margin of 1 percent indeed is quite low compared Table 5.15.1: Impact of EFS on NIM of Banks
Panel Least Squares

with an average net interest margin of 4.2 pergetiie

last five years. Therefore, it seems possible that when t

share of EES increases i Variable Coefficient  t-Statistic
net interest margin squeezes. Con§tant i ol i
Net interest margin-{) 0.42 8.61
To check this hypothesis, cross section data was used fiShare of EFS loans in total assety(  -0.04 -2.23
32 banks in Pakistan for the periodl® years, i.e., 1996 Real GDP growth 0.18 2,62
to 2006. A few macroeconomic and bank specific factor Average cost of deposits & borrowing -0.24 -4.20
were used to explain the changes in NIM (calculated as Weighted average lending rates 0.27 4.40
net interest income divided by average earning assets). Nonvinterest income to total assets ~ -0.15 259
While thde Itrspaﬁt k?f macroﬁ(_:onor?'ggle;fo;;manqehwaj Crosssections included: 32 Adj R-sq 0.31
EEIAULITER] ug WIS Qo [ (1= o WIS THEIIEE . Total panel (unbalanced) obs: 314 DW stat 1.81
average lending rates were used to capture the trends ir
Prob (Fstat) 0.00

interest rates. Four bank specific factors were used

including; (1) theNIM in the previous year; (2) average cost of deposits and borravi8)gshare oexport finance in total

assets (EFSA); and (4) namterest income to total assets. The results are sholabie 5.15.1

As expected, the sign of

EFSA was negative
be their net interest margins. The results further suggest that increaseiritenest income allows banks to squeeze the
interest margins. In contrast, higher GDP growth and increasing lending rates in the economy increase the NIM.

S u g bpweswili ng

6. Asset Qualty

Theassequality of the banking industry
improved further irfFY07 as both the net NPLS
to net advances ratio and gross NPLs to
advances ratio showed a consistent de¢kee
Figure 537). The declining NPLs ratio
coupled with the increase in capitase of the
banking sector has resulted in a decline in

vul nerability of banlk

the asset quality

Having said tis, the increase in interest rates
and aggressive loan growth in recent years

Figure 5.37: Asset Quality of Banks

B NP Ls to Advances ratio BNet NP Ls to Net Advances ratic

16

[N

2

percent
(o]

4

b

FY04 FYO05 FY06

FYo7

2t is important to mention here that the results obtained did not produce residuals that pass the normality test neainly due t
the inclusion of overnight rates into deposit ratesl| July 2003. When thdrsilar exercise was repeated using the data
from 2003 onwards, the results remained more or less the same but residealthpassrmality tests.
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have caused a slight deteriorationtime qualityof loansas the gross NPLs witnessed a growtB.6f
percent during FY07 compared withdecline oB.7 percenin the preceding yea. Although the
additions in NPLs during FYO7 were slightly higher than the reductions in NPLs during B&®7 (
Figure 5.38, the composition of the latter during FY07 showed improvement over the preceding
year. Specifically, theeductions in NPLs constituted mainly of cash recoveries and upgraded NPLs
during FYO7 compared with FY06 when the wiatiis constitited most of the reductions. More
importantly, thecash recoveries grew by 11.2 percent in FY0Q7 &fwing declined in the preceding
year.

The dlsaggre.gated data of NPLs by sectors Figure 5.38: Movements in NPLs and Trend in Gross
shows that Wwile the corporate sector had the | \p <

Iarg_eSt contributiom n' the gross B Cash recovery = Restructured amour
during FY07, the quality of consumer loans | ™= Write-offs == Upgraded NP Ls

. - Others —=— Gross NPLs-RHS
appears to have deteriorated most. In specific Additions
terms, the gross NPLs in consumer loan 90 — 204
categoryat endFYQ7 were more than double 0 . .
the same at eAEY06. Moreover, consumer o 193 o
loan was the dg category where the NPLsto | 5 54 — &
loan ratio has actually increaseg 1.7 p 182
percentage points during FYORAlthough this | £ 36 — 3
increase was explained largely by the Q 18 |71
aggressive lending activities of banks in recen
years as well as increase in interestrates, api o

160
of the deteriorating asset quality was caused [t FY05 FY06 FY07

restructuring of the banking sector.

Specifically, the sharp increase in NPLs of consumer loans was visible mainly in imeelydoreign
bank that acquired a domestic private bank during F\XSliice the acquiring bank follows a more
conservative approach afassifying loars under NPLssuch loans were also classified under NPLs
which were reported geerforming loandy theacquired banlearlier This is evident from the fact
that adyisting for these bankiheincreasein NPLs to loan ratio during FYO7 narrows to 0.9
percentage points.

5.4Money Market

I'n I'ine with SBtaao curbothe mmfladonayy mesorébly reducingexcess
demand from the econom8BP kept tight liquidity conditions imoney market throughout FYQ7.
The focus of SBPO0s monetary management was to in

retail rates by draining excess liquidftom the money market and keeping the overnight rates close
to the discount rate.

Developments in theDebt and M oneyM arket

The developments in the money market during FY07 can be categorizédombasedecause of
change in market behavior based upon expectategasding interest rate scenarios and the liquidity
conditions

First phase

The first phas¢hatconstituteghefirst half of FYQ7is categorizedy (1) lower Rupediquidity as
reflected in igher credit to deposit ratiand(2) uncertainty regardingesponsef market rateo
increase in theolicy rate and theeserverequirements.

2" NPLs from domestic operations registered a growth of 3.9 percent during FY07 whereas NPLs fromraitahsgiboth
domestic and overseas) registered a growth of 1.9 percent during FYOQ7.
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This uncertaintyin the interest rate movementas also eviderih very low participatiorby

commercial banke the T-bill auctions In factthroughout HIFY07, SBP set the-Bill auction

target in such a way that not only all the maturities are rolled over but some additional liquidity may
also be draied out of the money markeBut due tocreditoff-take seasoand a rising differential
between repo rates and Kibor, market playersdidind it attractive to invest in government papers.
ConsequentlySBP was not able to even roll over all th&ilf maturities Table 5.6).

In addition to these maturities, tbaetime Tba}lf?'e SFE& Auction Statistics FY07
.. . Hion Rupees

swapfacility offeredto the textiles sectdor £

. . Target Offered Accepted
their outstanding loans under LIHOP scheme —; T o Pt
injectedsubstantialiquidity into the money H2 246.0 5531 4869
_market. To mop up these inflowshe SBP Net off maturities
increased the frequency OMOs H1 62.4 75.0 -380
Furthermorethereintroduction of outright H2 50.02 357.1 290.9

OMOsin September 200BelpedSBPin mapping-up excess liquidity from the money market for
relatively longer periods of time.

As a result, not only the overnight rates remained vergdlmghe discount rates bihie volatility in
the rates also declinedhe impactoSBP6s | i qui di t yevideatmapyaanent i s
movement in the weighted average lending rates.

Second phase aiiocion. = Abaorplon. A Prequenty (HS
During second half of F§7, interbank money ‘

market witnessetklatively more liquidity 160 16
inflows (on account of hig deposit growth in FYo06 FYO07

the banking sectomcreasedoreignexchange | 120 12
inflows and a slowdown in credit to private 3 | | o
secto). Due tolack of alternative investment | g 80 I i — 8 E
avenuescommercial banks started to 2 ' | g
aggressively inveshithe government :—i 40 M ; ! 4
securities.In the meantime, huge absorption

through OMOs had caused a sharp increase 0 |L|,_LI| .

Jul06 }

Nov-06 ——h—o

]

repo rates t_hat ultimately reac_h«ﬂdseto 12 8188 S8 < 555
month auction cut off rate during March FYQ7, EREE 2 § 8 3
70z = s N D= s

This necessitated an upward revisiarauction
cut off rategseeFigure 5.39, therebyfurther
igniting commercial bank ihterestin
government papers.

Figure 5.40: Auction Cut-off Rates
¢ 3-month e 6-month—a— 12-month

11

Since commercial banks were of the view tha

the interest rates in the econotrgve peaked 9 r—r—

out, they startedhvestng heavilyin 12-month 8 .;‘5”

government paperThis enabled SBRb £6 -

mobilize more than R&90 billion net off S e S

maturity forthe governmengfor reasonssee e s

Box 5.16). In the wake of high participation off 3 ol

banks in auctions, there was a visib o
slowdown in the number of OMOs conducted 333 § 38838 § 833883 5 S
during H2FY07 (seeFigure 5.40. However, 385855558::23888¢
SBP remained very vigilant to unanticipated COEbDHAho NS RN S

liquidity injections in the money market and
conducted even-8ay OMOs to pick up the
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intra day liquidity. Mo n e y  mgint kgaidity cenditions can also be gauged from the fact that
the commercial banks availed aga amount of R893 billion from the discount window of SBP
during H2FY07 compared t&®s285.2 billion during HIFYO07.

Ironically, Decembe006 onwads, the tight liquidity conditionsoincidedwith a softening of Kibor.
Many market players were of the view that the softening in Kibor reflects the laxed liquidity
managemertut the analysis suggests thithoughtherecent softenings partally explained by a
low advances to deposit ratibie level of kiborappears to be conveng to its long term trend.

Box 5.16: Why Commercial Banks are investing in 12 Figure 5.16.1: Monthly Offersin T -bills of Different Tenors
Months T-bills O12-Month ®m6-Month  m3-Month

From October FY07 onwards, commercial banks are
placing most of thir offersin12mont hsoé pap 10
bills auctions (se€igure 5.16.). Following are some of

the reasons for this behavior of commercial banks: 0.8 H
1- The market was expecting that the overall 0.6 M
interest rates in the economy have peaked ouf ©

and there will le no further interest rate hike in| ©g.4
the economy.

2-  The 12month Tbills were providing the 0.2 u
highest interest earnings with zero risk in the
short run. 0.0

3- Another reason for the commercial banks to ' = o2 8 > 9 € a 5 = > c
invest in 12month Tbills relates to the S 280288232883
movements in the gld curve in repo market.
During Dec05, when the yield curve was steep,
the commercial banks borrowed aggressively In _. o .
the short term and invested in the long term. | '94r€5-16.2 - Repo Market Yield Curve
During March FY07, average one week repo Dec-05 Mar-06 Jun-06 Sep-06
rate was higher even thenonths repo rat&. b e Jun-07
This borrowing pattern in the money market by 9.5
the commercial banks is also visible in the )
relative flattening of the repo market yield curvie 9.0 —
in June FYO7 (seBigure 5.16.2. >//

_ E 85 —
Pakistan Investment Bonds S >—//
During FY07, governmerissued its 3§ear g 50
long term bond; a major breakthrough for /
extending yield curve and for developing a 75
benchmark for housing/mortgag#fiastructure /
instruments market in Pakistaifhe delays in 7.0 , , , , ,
issuance of PIBs from 2004 onwards not only 1wk 2wk 1mth 3m 6m  12m

posed problems for financial institutions in
managinggapbetween their long term assets and liabilities but also hampered the secondary market
tradng. Government of Pakistan successfully condufitedlPIB auctions during FY07 by+e

opening previous issues along with making new issues includiyg&0PIBs.Bids of Rs 87.9

billion were accepted in different tenors against the tarfg@s80.0 billion (including Rg18.7 billion

as fresh loans and R9.2 billion of FIB/PIB roll oveii seeTable 57).

Aggressive participation of different institutions in the PIB auctions not only hgipegtnmenin
achieving its target but has alkelped in developing conditions for a vibrant secondary PIB market

% This increase in one week and two week repo rates in the money market was also one of the reasons for SBP to increkse open ma
operations cut off rates and furttiee T-bills cut off rates.
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Table 5.7: PIB Auction Profile
billion Rupee

3-years 5-years 10-years 15years 20-years 30-years Total
Matured 9.651 5.317 - - - - 14.968
FY06 Accepted 3.205 4.608 3.424 - - - 11.237
Excess/deficit 6.445 0.709 3.424 - - - -3.73
Matured 14.533 24.982 - - - - 39.212
FYo7 Accepted 10.882 10.174 30.211 9.25 11.25 16.1 87.867
Excess/deficit 3.651 14.509 30.211 9.25 11.25 16.1 48.652

5.5 Capital Markets

The salient feature pof Pakistanbdbs capital

markets in FYQ7 was the significantly large | Figure 5.41: Performance of KSE

inflows of portfolio investment as measured by & Percent Index (RHS)

SCRA® Thisrising foreigninterestin the 100

equity market helpd the Karachi Stock ] 14,000

Exchange (KSE) to maintain its upward trend, 8o / 12 000

index, particularly duringH2-FYO7. In overall / B

terms thebenchmark KSELOOindex grew by | Se0 | 10,000 =

37.9 percent in FYO7 (séggure 541) despite | § 8
. : ) g 8,000

facing two seere market corrections in H1 40 H W

FYO7. 6,000 X

20 H

Another significant development in FY07 wag “1 4,000

the introduction of a frefloat®* index which 0 : : : : 2.000

incorporated 30 leading companies. The ind¢: FYO3 FY04 FY05 FY06 FYO7

was introduced in Septemh2006 with a base
period of 38 June 2005 and thebe value of

10,000. KSE-30index ismore representative
of market performance and it can be adjusteg

Figure 5.42: KSE-100 Index and Ready Volumes

Readyvolume (RHSy—KSE-100
600 15,000

for dividends and rights shares announced by
various companies. Other benchmarks for 500 14,000 %
assessing KSE perfmance, i.ethe KSE100 | & 400 13,000 5
and KSEAIl Shares Index do not account for | <., 12,000 ©
these adjustments. 11,000 2
200 10,000 E
The large corrections observed in the KBID 100 CO T T 9,000
indexin August FY07 and November TG Ittt 8,000
December FY072 as shown irFigure 5.42, 835888352555%55
were the outcome of several events. These > 5’3 8§83 g § 2 g Qé‘% 32
include: (1) rumors of phasing out the limit on PANSgoSR8223 8 SN

CFS; (2) the news of delay of issuance of
OGDCs GDR and; (3) disappointing quarterly

results (Q2ZFYQ7) as the auto, cement, and textile sector did not perfgehn Furthermore, large

price corrections in shares of various listed banks also hampered the growth of theModeaver,

the findings of the forensic repdtbn the March FYO05 crisis also unsettled the market. However, the

30 Special Convertible Rupee Acaus

31 Thefreefloat is the number of shares available to investors for trading purposes.

32 The NovembebDecember FY07 price correction was more severe as the index lost 13.9 percent in just 37 trading days.
®Diligence USAG6s Report
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news of increasing the CFS limit from Rs 25 billim Rs 5%illion,** and linking the weighted
average CFS rate with themonth Kibor served to improve the market sentiment.

Table 5.8: Overview of Capital Market

Equities (KSE) FYO03 FYO04 FYO05 FYO06 FYO07 FYO08
Listed companies numbers 701 66€ 65¢ 658 65€ 65€
Listed capital billion Rs. 31: 3717 43¢ 49¢€ 631 63t
Market capitalization billion Rs. 755.7" 1,42 2,06¢ 2,801 4,01¢ 3,492
Market capitalization as % of GDP percent 19.7 25.2 31.4 36.2 44.2: 34.4
New listed companies numbers 6 14 18 4 18 01
New listed capital billion Rs. 4.€ 55.€ 32.2 7.8 7.9¢ 12.1
Debt instruments (all listed)

New debt instruments listed numbers 1t 6 12 7 8 Nil
Amount billion Rs. 10.% 3.32 15.¢ 7 11.2 Nil
KSE-100 index

High 4,60¢ 5,620.. 10,303.. 12,273.t 9,504 14,202 -
Low 2,356.! 3,430.¢ 4,890.: 6,970.¢ 13,772. 11,955.
Turnover (KSE)

Average volume per day (shares) billion 0.31 0.3¢ 0.3t 0.3 0.21 0.2¢
Total value billion Rs. 3,841 4,86 7,167.5: 8,707.4( 5,452.7¢ 871.¢
Turnover ratio 4 3.4z 3.47 3.11 1.3¢ 0.2¢
Lahore stock exchange

LSE-25 index 2,034.¢ 2,828.: 3,762.: 4,379.: 4,849.8! 4,247.2.
LSE market capitalization billion Rs. 751.2 1,406.: 1,995. 2,693.0 3,185.4: 2,001.9°
Market capitalization a% of GDP 15.€ 24.¢ 30.2 34.¢ 35.1 22.C
Islamabad stock exchange

ISE-25 index 8,210.: 11,894. 11,571 11,528.. 2,716.0° 2,736.58*
ISE market capitalization billion Rs. 5,41.: 1,106.: 997.¢ 2,101.¢ 3,060.¢ 2,740.6t
Market capitalization as %f GDP 11.2 19.€ 15.2 27.2 33.€ 30.1
SCRA investment (net Flows) million US$ 354 98C (161.2

Source: Stock exchangésy08 figures up to 31AugustiSE-10 Index

5'5'],' Market _Developments Figure 5.43: Regional Equity Markets Indices
Besides the increase in the CFS cap, the 3 July 2006 =100

exempton from capital gains tax until June KSE BSE KLCI Jcl SSE
2008 also augmented the market momentum|i 280

January2007. Moreover, the increase in net A
SCRA flows (US $104 million in January 240 _ ,f(”
FY07) further amplified the positive market | . 54, SSE-China
sentiment. However, this momentum was 2

shortlived as the corporate results were lower = 160

than i nvest oMadbvertkep e

judicial crisis starting from MarcB007, had 120

some impact on the growth of the index. 80 | i - . _Ks
However, despite the prevailing political g8 8§ ¢ 8 & 5 5 5 &
scenario in theountry, the KSELOO index 3 2 8 3 $ 8 &5 % S
gained on account of attractive prices <z o0 v =3 "

particularly in banking, insurance and oil marketing scrips. Furthermore, with rising SCRA inflows,
the index reached a new peak of 13,772 points on JurzdQ®,

Foreign investment has been a major growth driver during FYO7. On one hand, equity markets in
Pakistan offeedan attractive P/E value (12)8%° on the other hand the market trdde a discount in

**In Novenber2006
35 FY07 EPSSource : Capital One Securities
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comparison with regional markets (Average 15.1 timés a resultSCRA investment flows have
seen a sharp rise from US$ 354 millionHY06 to US$ 980 in FYO7 as shownTiable 58.
However,the KSE100 indexstill lags behind all major stock exchanges in AseeFigure 5.43.

55.2 CFS and Futures in KSE

One of the reasorier the robust growth in the
KSE-100 index in HZYO07 has been the
increase in the CFS limit. With rising CFS
investment, CFS volumes also rose very
sharply indicating t
(seeFigure 5.44). In case of futures, the
average turnover has been very low (59 milli
shares) as the futls@ption is available in a
few leading scrips. Although CFS was also
available in a few scrips until recently, its
volume is higher as the investors generally-rg
over their commitments in a few days. This
type of roltover is not applicable in futures
trading, which are usually traded for 28 to 30

Figure 5.44: CFS and Futures Volumes in KSE
(million shares)

days.

Figure 545 shows the trend of rising CFS
investment strongly complementing the KSE
100 index growth. Furthermore, CFS
investment has been very close to its maximu
allowable limit of Rs 55 bhillionn the last few
months of FYO7. This may have also been o
account of decreasing CFS rate.

55.3 Listings in KSE

FYQ7 is also significant in a way in that it
witnessed the largest number of IPOs and
floatation as also seen in FY.0%here were 14
IPOs amounting to Rs 11.7 billion in FY06

which increased to 18 IPOs and floatation
amounting to Rs 11.2 billion (s&&gure 546).

5.5.4 Sector Wise performance in KSE
The KSE was once dominated by oil marketimn
and exploration companies on aaat of the
number of shares traded and market
capitalization. Howevedue torising
profitability, the commercial banking sector
has managed to take the lead inrnteket in
CYO07. Figure 547 shows the composition of
turnower of shares traded in KSE at different
time intervals. Besides the commercial
banking sector, the technology and
communication sector has also seen increasg
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Table 5.9: SectofWise Annual Corporate Results for CY05 and CY06 (PAT in million rupees, Diidend in percent)

2005 2006
Cash Stock Total Cash Stock Total
Sectors No. PAT div div div No. PAT div div div
Close end mutual funds 22 7553.3 14.1 4.5 16.1 23.0 8265.6 18.9 1.8 17.2
Modarabas 38 806.0 7.0 0.2 58 35.0 814.8 -8.6 -0.9 -7.8
Leasing companies 21 11194 4.2 6.9 10.5 20.0 788.1 4.6 41 8.3
Investment banks 26 7488.9 19.7 20.7 34.2 24.0 7116.1 14.6 7.9 18.9
Commercial banks 20 47199.4 14.2 20.3 345 22.0 60266.9 11.9 12.7 23.5
Insurance 37 4826.2 13.0 16.3 23.8 38.0 13558.1 24.0 27.9 24.0
Textile spinning 112 2231.2 4.9 0.5 48 | 110.0 838.6 3.0 11 3.6
Textile weaving 20 -345.7 0.0 0.0 0.0 20.0 195.4 2.1 1.7 23
Textile composite 57 5789.3 9.0 2.1 9.6 58.0 4146.7 6.6 10.3 13.4
Woden 5 5.9 5.0 -3.1
Synthetic and rayon 19 472.4 5.3 0.6 5.0 19.0 1820.9 5.7 0.0 4.2
Jute 6 511.1 26.0 26.0 6.0 586.7 21.0 4.0 20.8
Sugar and allied 37 1766.5 10.9 2.4 12.9 37.0 1415.2 7.2 25 94
Cement 21 7967.7 4.2 4.8 8.9 21.0 11911.4 10.3 24 12.7
Tobacco 5 3012.9 45.0 0.0 45.0 4.0 3465.3 42.8 4.0 46.8
Refinery 4 5175.6 43.8 12.5 56.3 4.0 5255.5 41.9 17.5 59.4
Power generation 13 14425.0 12.8 0.0 11.8 13.0 1263.9 10.2 0.0 94
Oil and gas marketing 7 12442.0 110.7 8.3 119.0 7.0 16636.9 114.7 5.0 119.7
Oil and gas exploration 4  45715.3 714 0.0 714 4.0 65683.6 90.2 12.5 102.7
Engineering 13 1141.4 18.3 13.0 24.0 13.0 1245.4 22.2 9.3 24.2
Automobile assembler 13 6996.6 68.3 5.8 68.5 13.0 10513.3 73.7 12.9 79.9
Automobile parts 12 667.1 7.9 8.5 824.7 12.0 612.6 17.0 15 15.4
Cable and electrical 9 1209.4 88.6 11.5 87.6 9.0 1349.7 114.2 16.7 98.1
Transport 5 -1405.5 6.7 3.3 6.0 5.0 1529.9 2.0 0.0 2.0
Technology communication 12 28195.9 5.4 2.1 75 9.0 22527.0 15.0 9.1 21.4
Fertilizer 4 12533.5 85.0 13.8 98.8 4.0 11682.5 73.8 0.0 73.8
Pharmaceuticals 8 3597.9 50.9 12.5 63.4 8.0 3522.2 46.2 10.7 49.8
Chemical 23 4598.5 29.1 5.2 32.8 23.0 3148.1 31.9 3.1 31.9
Paper and board 12 1737.6 28.9 1.8 30.7 10.0 6763.5 23.3 3.9 27.2
Vanaspatand allied 13 72.9 0.0 0.0 0.0 12.0 -91.0 25 0.0 15
Leather and tyrannies 5 90.9 14.0 0.0 14.0 5.0 107.6 15.0 0.0 12.0
Food and personal care 21 4323.4 84.9 0.5 77.3 21.0 4613.1 92.3 1.6 85.0
Glass and ceramics 10 319.2 7.9 5.0 9.0 10.0 601.8 7.9 7.1 10.5
Miscellaneous 27 489.8 11.6 1.1 10.4 27.0 1412.5 16.3 2.3 15.1
Source: Karachi Stock Exchange
555 Corporate PI’O_fI'[al_)I.ll'[y Figure 5.47: Turnover of Major Sectors
The Corporate profitability (results) has always
. . B June-06 ®March-07 OJune-07

been a major factor in the movement of the 35
KSE-100 in&ex. Generally,corporatewith
higherprofitability areassumed to share 28
dividends with its stakeholders in the form of 21
cash dividends arior bonus and rights shares, E 14
Theprofit after tax PAT) of companies listed | £
in KSE increased by 17.5 pertt inCY06 as a7 J
compared t&CYO05, (seelTable 59). This has 0 = . . e
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account of higher investment returns.
Moreover, the insurance sector has witnessef
an increased businesstireform of highernet
premiums. Similarly, the cement and
automobile asembler sector produced better
results inCYO06 on account of the ongoing
construction boom and demand for
automobiles. However, with a rise in the rate
of car financing, the sales of major automobil
assemblers have decrease@W¥06. The

textile sector on the other hand disappointed
the investors as its profitability declined in
CYO06.

[0)]
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5.5.6 Corporate Debt Market

Figure 5.48: Floatations of TFC¢<
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The corporate debt market has also seen new

floatationin FY07 amounting to Rs 14.2 billiqseeTable 510). Both, he numler of issues and the
amount mobilizedluring FY07 were highetomparedo the preceding yedseeFigure 5.48).
Further,most of the floatationluring FYO7 weregelated to the financial sector.

Table 510: Listing of Term Finance Certificates in FY07 (KSE)

Coupon Tenor Total amount
Company Issuedate rate years million Rs.
First International Inv. Bank 11-Jul06 6-Month KIBOR+2.25% No Floor, Cap 5 500
Mobilink 2 31-May-06  6-Month KIBOR+2.85%, No Floor & Cap 7 3,000
JS &Co.3 21-Nov-06  6-Month KIBOR+2.50%, 6.00% Flod% 16.00% Cap 5 1,000
UBL 3 9-Aug-06 12.11% (KIBOR + 1.7%) 5 2,000
Allied Bank 12-Jun06 12.46% (KIBOR + 1.9%) 8 2,500
JS ABAMCO (A& B) 17-Jan07 6-Month KIBOR+2.00%, 6.00% Floor & 16.00% Cap 7 700
Bank AlHabib Limited ()  7-Feb07 12.61% (KIBOR + 195%) 8 1,500
Escort Investment Bank 15Mar-07  6-Month KIBOR+2.50%, 8.00% Floor & 17.00% Cap 5 500
Orix Leasing Pakistan 25May-07  6-Month KIBOR+1.50% 5 2,500
Total 14,200
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