6 The Banking System

6.1 Performance of Scheduled Banks'

The banking sector has been undergoing a complex, painful but comprehensive phase of restructuring
since 1997, with aview to make it sound, efficient, and at the same time forging its links firmly with
the redl sector for promotion of savings, investment and growth. Although a complete turnaround in
banking sector performance is not expected till the completion of reforms, signs of improvement are
visble in some indicators under the CAMEL framewark (see Box 6.1). Furthermore, this
improvement has to be seen in the context, not only of the restructuring undertaken so far, but also the
negative falout of freezing Foreign Currency Accounts (FCAS) in May 1998.

Banks had to withstand severd digtinct types of pressures since 1997. Firgt, the wave of multipronged
reforms, introduced by SBP, required banks to enhance capital adequacy, strengthen asset quality,
improve management, increase earnings and reduce sensitivity to various financia risks. At thesame
time, on-site as well as off-dte surveillance by SBP has assumed greater importance. Second, the
unfortunate freeze of FCAs set into mation a process of weakening, eroson and disintermediation in
the financia system. Third, the continued stagnation in economic activity and low growth, have dso
affected the demand for credit provided by banking system. Fourth, the drive for accountability and
loan recovery since October 1999 have dso brought about behavioral change both among the

borrower aswell as lenders. Risk aversion has been more pronounced than is warranted. The dmost
smultaneous nature of these developments makes it difficult to disentangle the positive impact of
reform measures. Keeping thisin mind, signs of improvements and deteriorations are discussed for
the five groups of scheduled banks in the following sections.”

6.1.1 Capital Adequacy

In order to protect the interest of depositors and Table6.1: Capital Adequacy Indicators
shareholders of banks, SBP introduced the risk- CYS? CY9® CY® CYO
based system for capita adequacy in November CRWA ratio
1998° and asked banks to maintain 8 percent’ Nationdized commercial banks ~ -21 114 104 10.1
Capitd to Risk Weighted Assets (CRWA) ratio. Privatized commercia banks 80 82 79 69
Additiondly, banks were required to achieve a Specidlized benks 62 -14 03 -33
minimum paid-up capitd of Rs 500 million by Private banks 158 150 136 115
December 31, 1998. Recently, this requirement Foreign banks 146 156 186 180
has been revised to Rs 1 hillion as on January 1, All banks 45 109 109 97
2003.°

No. of banks below 8% CRWA
Accordingly, capital base of scheduled banks Nationalized commercidl banks 3 0 o 0
has improved significantly since December Privatized commerial [zrks L0 1 1
1997. Asshownin Table 6.1, CRWA of the Skl z g 2 2
banking system was less than the required level Privete banks S I
in CY 97, mainly due to the poor performance A”Fk‘)"a:i‘ banks ; 2 (3’ g

by Nationalized Commercia Banks (NCBS)
and specidized banks. In NCBs, though

1 All the data in this chapter is based on annual (audited) balance sheets of banks, ending December. Hence, datais for
caendar year, whae CY 00 means calendar year 2000. Furthermore, it includes the operations of both domestic and
overseas branches and may, therefore, differ from the data given in Statistical Annexure, based only on domestic operations.
2 SeeStatistical Annexure for goup-wise list of banks (Annexure6.12).

3 Vide BPRD circular No. 36, November 4, 1997, w.ef. December 31, 1997.

4 Thisisthe benchmark set by the BASLE committee.

5 Vide BSD circular No. 31 dated December 6, 2000.
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the three mgjor banks were not meeting the benchmark, huge losses suffered by one of them, resulted
in negative CRWA for the entire group.

Capitd injection of Rs 30.7 billion and revaluation of fixed assets, helped in bringing the group’ sratio
to 11.4 percent at end-December 1998, which remained above 10 percent in the following two years.
Furthermore, it isimportant to note that after CY 97, al NCBs were showing CRWA more than the 8
percent level.® In terms of private and foreign banks, this ratio was well above the benchmark.

Box 6.1: CAMELS Framework

Supervisory framework of SBP, consistent with international norms, covers risk-monitoring factors for evaluating the
performance of banks. Specificaly, CAMELS framework is in place since end December 1997 for on-ste and off-site
surveillance This framework involves the analyses of six groups of indicators reflecting the health of financia
inditutions.

Capital Adequacy: Capital base of financia ingtitutions facilitates depositors in forming their risk perception about the
ingtitutions. Also, it isthe key parameter for financial managers to maintain adequate levels of capitdization.
Moreover, besides absorbing unanticipated shocks, it signals that the institution will continue to honor its obligations.
The most widely used indicator of capital adequacy is capital to risk-weighted assets ratio (CRWA). According to
Bank Supervision Regulation Committee (The Basle Committee) of Bank for International Settlements, a minimum 8
percent CRWA isrequired.

Asset Quality: Asset quaity determines the robustness of financia ingtitutions against loss of value in the assets. The
deteriorating value of assets, being prime source of banking problems, directly pour into other aress, aslosses are
eventualy written-off against capital, which ultimately jeopardizes the earning capacity of the ingtitution. With this
backdrop, the asset quality is gauged in relation to the level and severity of non-performing assets, adequacy of
provisions, recoveries, distribution of assets etc. Popular indicators include non-performing loans to advances, loan
default to total advances, and recoveries to loan default ratios.

Management Soundness: Management of financial ingtitution is generally evaluated in terms of capital adequacy, asset
quality, earnings and profitability, liquidity and risk sensitivity ratings. In addition, performance evauation includes
compliance with set norms, ability to plan and react to changing circumstances, technical competence, leadership and
administrative ability. In effect, management rating is just an amalgam of performance in the above mentioned aress.

Earnings and Prdfitability: Earnings and profitability, the prime source of increase in capitd base, is examined with
regards to interest rate policies and adequacy of provisioning. In addition, it also helps to support present and future
operations of theinstitutions. The single best indicator used to gaugeearning is the Return on Assets (ROA), whichis
net income after taxes to total asset ratio.

Liquidity: An adequate liquidity position refers to a situation, where ingtitution can obtain sufficient funds, either by
increasing liabilities or by converting its assets quickly at areasonable codt. It is, therefore, generally assessed in terms
of overall assets and liability management, as mismatching givesrise to liquidity risk. Efficient fund management
refers to a Situation where a spread between rate sengitive assets (RSA) and rate sengtive lighilities (RSL) is

maintained. The most commonly used tool to evaluate interest rate exposure is the Gap between RSA and RSL, while
liquidity is gauged by liquid to total asset ratio.

Sengitivity to Market Risk The diversified nature of bank operations make them vulnerable to various kinds of financial
risks. Sendgitivity analysisreflects ingtitution’ s exposure to interest rate risk, foreign exchange volatility and equity
price risks (these risks are summed in market risk). Risk sensitivity ismostly evaluated in terms of management’s

ability to monitor and control market risk.

The improvement in CRWA seems to deteriorate after CY98. However, this has to be seen in the
context of the post-detonation scenario, where a monetary ease resulted in afdl in yidd of

government securities, and hence banks' investment. Being zero-risk weighted, disinvestments of
government securities inevitably led to adight fdl in capital adequacy ratio. Neverthdess, thisratio

6 However, during FY 01, SBP again injected Rs 8 billion in one of the major state run bank.
%



The Banking System

is dtill above the required level and helped the banks to divert their investments toward more
productive private sector advances. In addition, higher provisioning against NPLs, which affects the
capital base through profit/loss accounts has further contributed to this decline. 1n essence, this may
be considered a positive development.

6.1.2 Asset Quality’

Asst quality is generdly measured in rdlation Table 6.2: Asset Quality Indicators
to the level and severity of non-performing CY97 CY® CY® CYW
assets, recoveries, the adequacy of provisions, GrossNPLsto gross advancesratio
digtribution of assets, etc. Although, the Nationdlized commercial banks 313 296 312 265
banking system is infected with alarge volume Privatized commerdial banks 128 142 182 184
of Non-Performing Loans (NPLS), its severity Specidized banks 506 472 516 512
has stabilized to some extent. Thisis not to say Private banks 70 72 122 116
that the problem of NPLs has taken asecondary Foreign banks 50 53 51 51
position. Unfortunately, it sill remainsthe All banks 285 21 269 233
most dominant factor affecting the earning _
capacity of banks. However, marginal NES NRLSTDIE e T2 T
improvements in various ratios indicate that this e
problem is mmagedale and continues to be ana.tlz.ed commercid banks 6.2 86 135 136
. . : : Specidlized banks 441 236 328 301
addressed with more vigor, using stringent _
. L . 8 Private banks 3.1 20 7.3 6.9
requirements for provisioning and disclosure. Fordign barks vl a4 9@l 20
All banks 141 111 153 12.1

Improvements, dight or significant, can be
discerned from Table 6.2 Ratio of gross NPLs

Loan default to gross advanaes®

to total loans has gone down dightly from 23.5 Nationdized commedd barks 294 256 178 161
percent in CY 97 to 23.3 percent in CY 00, abeit Privatized commercial banks 113 134 110 110
rising first to 25.9 percent in CY99. This Specidlized banks 17.4 162 108 12.9
temporal rise was due to increase in volume of Private banks 57 68 112 89
NPLs following enforcement of more vigorous Foreign banks 41 57 50 37
standards for classifying loans, improved All banks 167 167 133 123

reporting and disclosure requirements adopted
by SBPin recent years.® Prior to that, someof ~ Cash recovery to loan default:

the speciaized banks were reporting only Netionalized commercial banks 95 66 81 75
default or overdue portion of their NPLs instead Privatized commercidl banks 92 50 71 116
of totd outstanding amounts of such loans. Spedlized banks 28 09 19 70
This adjustment alone has added to the volume Private banks 95 33 45 95
Of non_pa‘formlng Ioms Foreign banks 8.4 13 2.9 12.2
All banks 86 53 66 83
In case of NCBs, this improvement is much
more pronounced, given thar sharein tota Gross NPLs (billion Rupees) 1730 1830 2308 236.7
As percent of GDP 6.5 6.2 7.2 6.8

NPLs. This shows that fresh |oans are being
extended much more prudently than was the
caxe eaxlier. Inthe case of private and privatized banks, this ratio has gone up considerably and isa
causefor concern. For private banks, thisislargely due to arapid risein their loan books, reflecting
their increasingly aggressive approach toward credit extension. However, the level of infection in
foreign banksis not only the lowest but aso close to constant, showing their prudence.

1 Both cash recovery and defaullts are againgt domestic operations

7 It isimportant to mention again that NPLs used here are globa, including those against domestic aswell as overseas
advances.

8 Vide BSD circular No. 31, August 13, 1997.
9 VideBD circular No. 27, July 8, 1997.
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The ratio of net NPLs to net advances, another indicator of asset quality, for all scheduled banks has

declined significantly from 14.1 percent in CY 97 to 12.1 percent in CY00 (see Table 6.2). Inthe

case of specialized banks, thisfdl is entirely due to provisioning.

Marked improvement is visible in recovery efforts of dmost al groups of scheduled banks. Thisis

remarkable in the case of NCBs, in terms of reduction in the ratio of loan defaults to gross advances,

from 29.4 percent in CY 97 to 16.1 percent in CY00. Although privatized banks do not show
significant improvement, their ratio is much lower than that of NCBs. Specidized banks also show
improvement and so do foreign banks. Only exception is the group of private banks for which the

ratio has gone up from 5.7 percent in CY 97 to 8.9 percent in CY00. This ratio includes some of the
week banks against which actions have recently been taken (see Section 6.6). However, it is il
lower, except when com pared with that of foreign banks. Nevertheless, it indicates that private banks
need to focus on recoveries, side by side with aggressive credit extension.

6.1.3 Management Soundness

Sound management is one of the most
important factors behind financia ingtitutions
performance. Indicators of quality of
management, however, are primarily applicable
to individud inditutions, and cannot be easily
aggregated across the sector. Furthermore,
given the quditative nature of management, it
is difficult to judge its soundness just by
looking at financid accounts of the banks.
Nevertheless, total expenditure to total income
and operating expense to tota expense helpsin
gauging the management qudity of the banking
inditutions.

Management indicators are reported in Table
6.3 At firg glance, expenditure to income ratio
seems to show an improvement from CY 97 to
CY00. Unfortunately, thisis not the case.
Very largeratio for NCBsin CY 97 was the
result of losses suffered by UBL dueto
provisioning againgt bad loans, implemented
for the first time. Therefore, subsequent
decline for the following two years can hardly
be caled an improvement. However, it is
visblein CYQO0.

Pressures on earnings and profitability of
foreign and private banks due to FCA freeze,
caused their expenditure to income ratiosto rise
firgt in CY98. However, it started tempering
down as they adjusted their portfolios to meet

Table 6.3: Management Soundness Indicators

CY97 CY®B CY® CY00
Expenditure to income rati o
Nationdized commercid banks 1344 1042 1045 954
Privatized commercid banks 955 9.1 95.6 101.6
Specidized banks 101.8 1711 85.0 1195
Private banks 828 904 890 898
Foreign banks 812 886 868 87.2
All banks 1065 1023 9.1 95.8
Adminigtrative expenses to total expenditures
Nationdized commercid banks 24.2 258 30.0 33.2
Privatized commercid banks 337 342 394 405
Specidized banks 250 113 250 20.2
Private banks 215 190 212 228
Foreign banks 19.1 193 220 25.6
All banks 245 233 28.7 30.6
Salaries, allowances etc to total expenditure
Nationdlized commercid banks 16.6 170 19.8 22.6
Privatized commercid banks 23.7 24.2 267 283
Specidized banks 19.9 84 191 159
Private banks 9.1 84 9.4 10.1
Foreign banks 7.0 7.7 8.7 9.9
All banks 15.3 14.2 17.6 19.2
Provisioning to total expenditure
Nationalized commercid banks 15.8 6.6 10.0 3.6
Privatized commercid banks 8.9 0.7 1.0 8.8
Specidized banks 109 686 05 261
Private banks 5.9 73 2.6 7.3
Foreign banks 2.8 32 2.6 34
All banks 11.1 124 5.7 6.9

theliquidation of FCAs. An across the board increase in administrative expenses to totd expenditure

isvigble from CY99 onwards. Surprisingly, the worst performers in this regard are the privatized

banks, mostly because of high salaries and dlowances (see Table 6.3).

© Net NPLs are gross NPLs minus provisioning.
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6.1.4 Earnings and Profitability Table 64: Earnings & Prdfitability Indicators

Strong earnings and profitability profile of CY97 CY® CY® CYW
banks reflects the ability to support present and Return on assets (after tax)

future operations. More specificaly, this Nationdized commercidl barks 3.3 07  -11 02
determines the capacity to absorb losses, Privatized commercia banks 0.1 02 02 -02
finance its expansion, pay dividends to its Spedidized banks 02 94 17 23
shareholders, and build up an adequete leve of Privatebanks 11 06 06 03
capita. Being front line d defense againgt FEOEERIETLS 14 04 07 06
erosion of capital base from losses, theneed for Al banks 12 01 02 01

high earnings and profitability can hardly be

overemphasized. Although different indicators Nt interes margin

aeusadtosenethepuposs, thebestandmost (LD CTEER TS L 0 D S
widdly used indicator is Return on Assets i ' ' ' '

. . Specidized banks 3.6 9.3 4.1 4.2

(ROA). However, for in-depth andlysis, . Private banks 33 30 27 28

another indicator Net Interest Margins (NIM) is Foreign barks ol zm, s3] ac
0 . . ] .

aso used (see Table 6.4). All banks 28 37 33 33

ROA of banking industry remained negative

during CY 97-99, primarily on account of heavy losses suffered by nationdized and specidized banks.
Since NCBs have sgnificantly large share in the banking industry, their performance overshadows the
other banks. Hence, profit earned by this group resulted in positive value of ROA of banking indusiry
during CY 00, despite losses suffered by privetized (ABL) and specidized banks.

Post-freeze stress on earnings and profitability is visible most in the case of foreign and specidized
banks (see Table 6.4). Stressin NCBsis aso present but not visible in CY 98 due to heavy losses
declared by one of the large NCBs a year earlier on account of first time provisioning of bad loans
undertaken immediately after the banking reform process. ROA aso declined for domestic private
banks during CY 97-00.

Net interest margins also declined across the board as shown in Table 6.4except for NCBs, which
rose from 1.5 percent in CY 97 to 3.3 percent in CY98. The stress on earnings and profitability was
inevitable despite the steps taken to provide liquidity to banks during the peak period when FCAs
were being liquidated. Not only did the liquid assets to tota asset ratio decline sharply, earning assets
to total assetsdso fell. The portfolio of government securities fell on account of the steps taken by
SBP (to provide liquidity comfort) but also became T-hillsbecame less remunerative.

Banks seemed to have taken the hit on their profitability from amost every side during this period.
After the freeze, long-term Federd Investment Bonds (FIBs) became highly attractive due to sharp
declinesin short-term yields. However, auctions of FIBs were suspended after June 1998. Scheduled
banks holdings of FIBs started to decline thereafter, despite a dragtic increase in their market prices,
which at certain periods reached up to Rs 125-130 compared with their par values of Rs 100. T-hill
portfolio of scheduled banks declined considerably, as they were less remunerative. FCAsaso
became less attractive due to the rise in forward cover charged by SBP, while advances continued to
rise. Itisnot surprising that banks reduced deposit retes to maintain their earning spreads. However,
despite maintaining, or even increasing their spreads, banks were not able to contain the declinein

ROA due to declining stock and remuneration of their earning assets.

L NIM isthe net yield, which the earnings from interest represent on net earning assets. It is calculated as the difference
between net earning asset yield and break evenyield, where net earning asset yield equals total interest income/ net earning
assets, and bresk even yield equalstotal interest expenses/ net earning assets
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6.1.5 Liquidity Table 6.5: Liquidity & Sensitivity Indicators

Movement in liquidity indicators since CY 97 CY97 CY®B CY®N CY
captures the painful adjustment process Liquid assetsto total assets

triggered by the freezing of FCAs. Ratio of Nationdized commerdid barks ~ 39.2 404 387 36.1
liquid assets to total assets has gone down from Privatized commercidl banks 409 390 374 278
41.4 percent in CY 97 to 34.9 percent in CY00 Private banks 405 417 383 340
(see Table6.5. Thiswas conscioudy brought Foreign banks 476 460 403 393
about by the monetary policy changes by SBP All banks 414 413 387 349
to manage the crisis-like Situation crested after

the freeze. Both the cash reserve requirement Loan to deposit

(CRR) and the statutory liquidity requirement Netionalized commercid banks 48.7 467 501 544
(SL R) were reduced duri ng FY 99. Thiswas Privatized commercia banks 536 540 549 619
done to avoid the liquidity crunch facing banks AN DI SRl ewa o ehs Bl
on account of Rupee withdrawals from frozen ALl i I
FCAs. These depswere reinforced by declines Al ks 18 512 %59 603
in SBP s discount rate and T-hill yields, which .

helped banks menage Rupee withdrawals and Gﬁp;o?jsﬁjmm? gjifs% ) 1316 1465 -171.8 -166.8
siill meet the credit requiremenis of the private Privatized commerdial banks 223 244 36 21
sector. Private banks 94 207 -251 255
el o st atoof ks g e el
this period is a direct consequence of steps

described above. One can see fromTable 6.5 RSARS.

that foreign banks have gone through this Netiondized commercid berks 784 781 764 77.9
adjustment much more quickly than other Privatized commercial barks 800 836 855 869
groups. Their declinein ||qU|d assets to total Private banks 940 884 868 89.0
as ratio, aswell astheriseinloan to deposit Foreign banks 850 842 748 86.6
ratio, are al'so much steeper than other groups. All banks 835 823 792 825

However, these signs of stress haveto be
interpreted with caution as they were brought

about deliberately in order to tackle the problem created by the liquidation of FCAs. Trend in growth
of depositsis dready showing that the most painful part of the adjustment is over, and scheduled

banks are poised for financid intermediation in the future. Thisisamply reflected in the reversa of

decdlerating deposit growth into an accelerating onein CY00 (see Table 6.9).

6.1.6 Sensitivity to Market Risk

Rate sengitive assets (RSA) have diverged from rate sensitive liahilities (RSL), in absolute terms,

since CY97 asshownin Table 6.5. The negative gap has stretched from Rs 199 hillion in CY97 to
Rs 255 hillion in CY00. Negative value indicates comparatively higher risk senstivity towards
lighility Sde than the asset Side. It aso shows that increase in interest rates may affect banks
negatively, while decline in interest rates may prove beneficia. Negative stretching indicates the
risng trend of this sensitivity towards lighility side.

Higher sensitivity towards liabilities is d <o reflected in less than 100 vaue of ratio between RSA and
RSL, asshownin Table6.5 Declinein thisratio from 83.5 percent in CY 97 to 79.2 percent in CY99
indicates the rise in this sengitivity. However, this trend has reversed in CY 00.

6.2 Deposit M obilization

Deposit mohilization has dwindled considerably after CY97. Deposits as a proportion of GDP have
gone down from 42.4 percent in CY 97 to 38.5 percent in CY00. Growth rate of overall deposits of
scheduled banks have gone down from 10.1 percent in CY 97 to 6.7 percent in CY00. However, the
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dowdown seems to have been arrested and reversed in CY 00 with growth increasing from 3.6 percent
in CY99.

Group-wise performance of deposit
mobilization, reported in Table6.6isa
reflection of the varying degree with which

Table 6.6: Deposits Sructure of Scheduled Banks
CY9% CY® CY¥X CYo
Deposits (billion Rs) 1,135. 1,209.€ 1,253.¢ 1,338.3

esch group hfas been affected as aresult of FCA (8% of GDP) 424 412 394 385
freeze. Foreign banks were affected the mog, Deposits share (per centage)
giventher high rdiance on FCAs. They Nationalized commercial banks 50.6  52& 53¢ 534
experienced deposit erosion of 3.8 percent in Privatized banks 165 166 17.6 172
CY 98 and 14.0 percent in CY99. However, Specidlized banks 1.z 0¢ 1z 12
they were able to successfully turn it around to Privete banks 121 127 12% 142
show a deposit build up of 2.1 percent in CY00. Foreign banks 1ot 176 14€ 140
Similar recovery is shown by private domestic ~ Depositsgrowth (per centage)
banks. Nationalized commercial banks 3¢ 99 6¢ 57
Privatized banks 11z 67 11F 32
= - 20 = C
Deposit mobilization efforts of NCBs seem to Sheodlizer banks ol e e
be waning, after closure of their successful ol 166 38 -4( 21
Rupee deposit schemes linked through lottery Overall 10.1 6.6 3.6 67

prizes. Growth in NCB depositsis declining
continuoudy since CY98. However, even
before the freezing of FCAS, their growth was only 3.0 percent in CY 97 showing lethargic
performance. Despite the dowdown, NCBs captured a larger share of deposits. Aggressive posture
of private domestic banks in mobilizing more depositsin CY 00 is clearly reflected in their growth
going up from only 1.9 percent in CY 99 to 21.7 percent in CY00. This has enabled them to increase
their share in deposits to 14.2 percent in CY Q0.

Foreign currency deposits had been the prime factor causing around double-digit growth in the
deposits of the banking system till the freeze. Either through indtitutional deposits or resident
deposits, the banks especialy foreign banks were very comfortable in accumulating these deposits,
which not only provided the counterpart Rupee for their intermediation, but aso provided very high
returns by smply placing these Rupee funds in government papers.

With the freeze, the whole scenario changed. FCA schemes has been revised and now banks are
neither required nor have the option to place their FCAs with the SBP. Although, the growth in FCAs
increases the deposit base of banks, it does not add to their Rupee liquidity. In this respect the
increasing share of foreign currency depositsin total depost base is aworrying development. In

order to check this trend, SBP made it compulsory for the banks not to allow FCAs to exceed 20
percent of their Rupee deposits effective from January 1, 2002. Thiswill ensure that the Rupee
Dollar deposit mix remains managesble.

6.3 Credit Extension

Bulk of the advances extended by scheduled banksis for working capita financing and, therefore, of
sdf-liquidating nature. Growth in advances dowed down to 7.8 percent in CY 98, from 11.1 percent a
year earlier. However, due to an easing in SBP' s monetary stance, credit extension not only exceeded
deposit mobilization in CY 98, but dso accelerated afterwards. Thisis reflected in advances growing
from 7.8 percent to 12.3 percent in CY 99 and 14.0 percent in CY00 asshown in Table 6.7.
Advances, in terms of GDP, have dso gone up marginaly to 29.2 percent in CY 00 after declining

first in CY 98 to 27.0 percent from 27.4 percent a year earlier.

Group-wise performance of banks in credit extension, shown in Table 6.7, reveds three digtinct
features. Firgt, foreign banks had to curtail their loaning activities sgnificantly, due to the crunch

101



State Bank of Pakistan Annual Report FY 01

faced by them following their high exposure to
FCAs. Second, the continued dominance of

Table6.7: Advances Sructure of Scheduled Banks

o , CYJ CY% CYM CYD
NCBSs, as they were able to maintain their sharé. 3 guances (silion Rey 750 7921 889.8 10146
in total advances. Third, the aggressive (&% of GDP) 274 970 280 292
approach of private domestic banksin capturing  Advances share (percentage)
the credit market, reflected in their rising share Nationalized commerdial benks 457 447 457 455
from 11.4 percent in CY 97 to 13.8 percent in Privatized banks 147 146 146 149
CY00. Private domestic banks were the only Spedidlized barks 113 130 132 122
group that not only maintained their growth in GUACLALE ] Wle) gy B
double-digit level but also pushed it to 31.5 SRR LS L) dER) b B
. . . Advances gronth (percentage)
percent in CY00. With this high growth, they Nationlized commerdial berks 50 53 150 135
have surpassed foreign banks, in terms of share Privatized barks T
of advancesin CY 00, whereas three years ago Speclized barks Tl i kg e
their share was 5.5 percentage points lower than Private barks 02 130 126 315
thet of foreign banks. Foreign banks 2 T2 GE T
Overal 111 78 123 140

6.4 Banking Spreads
Trend in weighted average lending and deposit
rates, and the spread in between, is shown in

1 Represant gross advances.

Table 6.8: Weighted Average Lending & Depost Rates

= ! ' Deposit rates! Lending rates Spread

Table 6.8. Declining trend in both lending and o7 6.80 1455 775
depositsratesis clearly visble. Downward Dec-97 6.38 1471 8.33
pressure in lending rates was brought about by n-8 6.81 1564 8.83
the loosening of monetary stance by SBP. Dec8 6.69 1542 873
Therefore, redized trend in lending rates was Jn-® 649 1480 8.31
in line with monetary objectives, athough Dt Sid as 8.63
achieved with lags following the sharp -0 sS4 1352 8.05

Dec(0 539 1355 8.16

reductions in T-bill yields during FY 99,
needed to induce required investment portfolio
changes by scheduled banks.

! Induding zero rates

Downward trend in deposit rates was dmogt inevitable, keeping in view the pace of Rupee

withdrawa s from FCAs witnessed after the freeze in May 1998. One can argue that banks should
have maintained (if not increased) their depodt rates to arrest the declining growth in total deposits.
However, this was not possible because a times of eroding balance sheets, steady earnings are of
paramount importance. Consequently, banks tried to find creative ways of mobilizing deposits a low
returns. A case in point was the lottery deposit schemes initiated by HBL and adopted by other large
banks aswell. These schemes successfully mobilized additional deposits at considerably lower rates
of returns. However, they were closed down following the concerns that these schemes were not
consstent with the principles of Idamic finance.

Dueto inefficiencies of the large banks, the interest rate spread was very large a 7.8 percent in June
1997. Subsequently, the decline in deposit rates became larger (at 141 basis points) compared with a
decline of 100 basis pointsin lending rates between June 1997 and December 2000. This upward
trend is unlikely to persst in the future. In fact, preliminary rates for selected banks show that term
depost rates are moving up. However, as alarger share of term depositsis till locked up at old lower
rates, it may take some time for the weighted average deposdit rates to reflect this upward trend.

Rising spread can further be explained by the fact that term lending congtitutesa smaler proportion
compared with term deposit mobilization by banks. Hence, the increase in deposit rates take longer to
be trandated into weighted average deposit rates than lending rates. This dso explains the higher lag

of transmission of monetary policy to deposit rates compared with lending rates.
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6.5 Asset Composition
Assets of banking sector, as percent of GDP,
have been declining since CY97. Slowdownin

Table 6.9: Asst Structure of Schedule Banks
CY9” CY®8 CY® Cyo

, Assts (billion Ry)* 14365 1,556.1 16539 1,752.2
asset growth was al'so accompanied by (2% of GDP) 536 530 520 505
changing shares of different groups. As Assts share (peroentage)
expected, foreign banks were affected the most Nationalized commercidl beanks 467 487 491  48F
by the developments described earlier. As Privatized banks 155 154 161  15¢€
shownin Table 6.9 negative growth in their Specialized banks 6€ 6 6.€ 64
assets during CY 98 and CY 99 was the prime Private banks g 127 1BC 147
reason behind declining growth in overall assets ~ Foregn barks Did o deg IBE Ak
of the banking industry. Share of NCBs have AT (e RS
been decreasing since the new private banks NIRRT bS] AL SH0) ) A
. Privatized banks 119 75 111 2.6
were allowed to operate in 1992. However, the Sl 51 09 106 28
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helped improve their share in assets. The most 1 Represent assets net of provisions
important and positive change during this period was the rising share of private domestic banks. In
term of asset share, private domestic banks are now as large as foreign banks.

6.6 Problem Bank Management by SBP

State Bank of Pakigtan is the sole authority in Pakistan to supervise, monitor and regulate financial
ingtitutions in order to safeguard the interest of depositors and shareholders of the ingdtitutions. During
FY 01, SBP took actions againgt two private domestic banks, which began to undermine the financia
viahility of the system.

Indus Bank Limited (IBL): Onsite and off-gite surveillance system of SBP reported unsatisfactory
date of affairsin Indus Bank Limited. The bank was involved in misusing the export refinance
facility, in addition to unauthorized and fraudulent release of foreign exchange. It dso failed to dect
fresh directors and gppoint chief executive in accordance with the law for over ayear and a haf. It
aso showed reluctance in providing information to the inspection teams of SBP. On the basis of
these findings, the license of IBL was cancelled on September 21, 2000. IBL is now being liquidated
after getting permission from Peshawar High Court.

Prudential Commercial Bank Limited (PCBL). PCBL was found operating in a highly questionable
and non-transparent manner. The affairs of PCBL reveded that the board and management of the
bank indulged in sdif-serving and unscrupulous practices that were resulting in the erosion of their
capital base, deterioration in asset quality and reduction in the earning capecity of the bank. More
specificdly, the following irregularities were found in the affairs of PCBL.:

?? Concentrated lending (to specific groups) in violation of prudentid regulations and
established banking norms.

?? Funds drawn from SBP under export refinance were placed with other banksin lucrative
deposit schemes. Furthermore, it alowed export finance to certain parties, which had aready
defaulted in repatriation of full export proceeds.

?? Examination of treasury operations indicated a number of grave irregularities in money
merket deals. Further, bank aso failed in meeting the SLR requirements on a number of
occasions.
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In view of this imprudent management, the federal government issued 180 days moratorium order
against the bank on SBP' s request, which was effected from March 19, 2001. After successful
negotiations, management and control of PCBL was handed over to Saudi-Pak group.”

2 The group commenced operation with a new name * Saudi Pak Commercia Bank’ on September 20, 2001.
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