3 Performance of Commercial Banks during 1990s

The health of banking sector is discussed in this chapter under CAMELS framework, which involves
the analysis of following six groups of indicators: (1) capitd adequacy, (2) asset qudity, (3)
management soundness, (4) earnings and profitability, (5) liquidity, and (6) senditivity to market risk
(for detailssee Annex 3.1). For the purpose of anadysis, banks are divided in three groups, namely:
date-owned banks, private banks and foreign banks. After analyzing these groups separately, banking
sector as awhole is discussed at the end of the chapter. List of al banks under review in their
respective groupsis givenin Annex 1.1 ' Glossary of important terms used in the chapter is given in
Annex 3.2

31 Overview

During 1990s, total assets of commercia banks grew at a compound annua growth rate of 14.4
percent, from Rs 426 hillion at the beginning of decade to Rs 1,641 hillion by the end of 2000 (see
Annex 3.3. However, the growth trend indicated a structura break at the end of 1997. Specificaly,
annua average growth in the first period, up to 1997, was in double digit at 17.8 percent and
decelerated to 7.0 percent in the last three years. Higher growth in the first phase was spurred by the
entrance of new banks in the private sector and permission for residents to open foreign currency
accounts. Whereas the decdleration in the second phase was largely brought about by the overdl
dowdown in macroeconomic growth; increased returns on NSS instruments; painful phase of golden
handshake and branch closure program; crisis of confidence triggered by the freezing of FCAs
following nuclear detonation; and the accountability drive of late 1999 that further tightened the credit
expansion with dackening demand. However, with the inception of wide ranging banking reforms
and rationdization of interest rate structure towards the end of the decade, pace of dis-intermediation
had largely been arrested, as reflected in only 0.6 percentage point erosion of depasits in terms of
GDPin 2000 compared with 2.6 percentage point observed ayear earlier (see Table 3.1).

Amongst different groups, assets of private banks showed fastest growth during 1990s, followed by
foreign banks. Assets of foreign banks experienced asignificant drop in 1998 and 1999 following the
freeze of FCAsin May 1998. However, during 2000, these banks managed to build their assets by 2.7
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are followed by investment, having an average
share of 29.2 percent in total assets, however, its share (average) declined in the last three years of
1990s to 25.4 percent from 30.6 percent during 1990-97. This was primarily because of adropin

1 Banks closed during 1990s are not included in the analysis.
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investment during 1999 by dl groups and very nomind increasein 2000 (see Annex 3.3), a the back

of decreasein yield on government securities:

Table3.1: Asstsand Liabilities of Banking Sector During 1990s

2

percent
1990 1991 1992 1993 194 1995 199 1997 1998 1999 2000

Sharein total assts

Sateowned banks

Advances 51.3 459 41.6 46.1 42.7 4.7 4.4 42.3 40.3 43.2 46.9

Investment 265 28.6 34.3 30.8 333 31.6 29.9 29.6 30.6 25.6 22.9

Othersassets 22 25.5 24.1 231 24.0 23.7 25.7 28.1 29.1 31.2 30.2

Private banks

Advances 35.2 35.1 40.6 46.5 44.8 47.3 47.1 48.4 54.0

Investment 414 34.4 30.0 22.4 245 35.2 32.3 23.7 21.6

Othersassats 23.4 30.4 29.4 31.0 30.6 175 20.6 27.9 24.3

Foreign banks

Advances 520 41.6 41.8 37.7 40.6 46.0 42.0 4.7 45.8 495 51.6

Investment 21.8 32.0 35.9 37.3 33.6 25.7 31.2 29.1 26.8 129 20.5

Othersassats 26.3 26.4 22.2 25.1 25.8 28.2 26.9 26.2 27.3 37.6 27.8

All banks

Advances 513 454 414 44.3 42.3 45.0 44.0 434 42.1 44.8 48.7

Investment 26.2 29.0 34.8 31.9 331 30.0 29.6 30.1 30.3 23.3 22.3

Others assts 25 25.6 23.9 23.8 24.6 25.0 26.4 26.5 27.8 31.9 29.0

Sharein total liabilities

Sateomned banks

Deposits 87.4 88.0 87.8 88.0 87.6 88.3 88.2 86.2 87.5 86.4 87.8

Borrowing 6.0 4.9 51 4.8 54 5.2 5.0 53 5.2 6.5 5.0

Others 6.6 7.1 7.1 7.2 7.0 6.5 6.8 85 7.4 7.1 7.2

Private banks

Deposits 725 72.3 75.1 75.4 78.3 83.3 82.3 775 77.3

Borrowing 155 13.7 13.8 12.2 10.7 120 14.6 18.8 19.0

Others 12.0 14.0 11.2 12.4 10.9 46 3.1 3.7 3.7

Foreign banks

Deposits 80.7 84.7 84.6 85.3 86.9 87.8 90.0 89.4 88.7 80.3 79.6

Borrowing 10.5 8.2 9.4 8.4 7.5 6.6 5.8 5.7 7.3 15.7 16.0

Others 8.8 7.0 6.1 6.3 5.6 5.6 4.2 49 4.0 4.0 4.4

All banks

Deposits 86.9 87.6 86.9 86.8 86.7 87.2 87.6 86.5 87.1 84.4 85.1

Borrowing 6.3 5.3 6.0 5.7 6.2 5.9 5.6 6.1 6.6 9.3 85

Others 6.8 7.1 7.2 7.4 7.1 6.9 6.7 74 6.3 6.3 6.3

As percent of GDP

Assts 49.7 49.6 53.1 56.0 56.1 54.6 55.8 545 54.5 52.6 51.5

Deposits 41.4 41.7 44.1 46.4 46.5 455 47.0 457 44.8 422 41.6

On the liability sde, deposits have remained the single largest source(almost 87 percent) of funds of

the banking industry in Pakistan. Being prime support for the banks, fluctuations in deposits had

direct bearing upon the congtitution of asset portfolio and, thereby on profitability of the banks.
Although its share in totd liabilities remained stable over the period under review except for the dight

fal in last two years, growth of deposits declined significantly after 1996. Besides dl the factors

discussed above, an important reason for this dow growth in banks deposits was the diversion
towards NSS instruments, with the increasing returns on these schemes from 1996 (see Figure 3.1).

Downward revisons in yields on NSSin 1999 and ban on ingtitutiona investment in March 2000,
helped banks in increasing their deposit base towards the end of the decade (for details see Section

4.2).

2 Investment in government securities remained more then 80 percent of total investment during 1990s.
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In group-wise andysis, both private and foreign banks were taking the lead in growth of deposit base
till freeze of foreign currency accountsin May 1998. This apparent higher growt in private banks
deposits was primarily due to their eagerness to expand their low deposit base by offering relatively
higher return. High growth in deposits of foreign banks was explainable given their reliance on

Foreign Currency Accounts (FCAs). Compound average growth in the deposits of state-owned banks
was significantly lower than the other two groupstill 1997; however, comparatively higher growth
recorded during next two years was mainly attributed to lottery schemes introduced by few banksin
this group to capture the Rupee withdrawas from frozen FCAs. With the exception of these two
years, performance of foreign and domestic banks was relatively better on this account.

Borrowing has remained a supplementary source of funding for the banking industry in Pakistan. Its
sharein tota liabilities of the banking system increased during the period under study, especidly after
1997, which added to financia cost of banks and, thereby affected the profitability in this period.®

3.2 Sate-owned Banks®

Being the largest group, performance of state-owned banks significantly affects overal indicators of
the banking industry. However, its rdative size declined continuoudy during the last decade, mainly
due to the entry of new banks, especidly domestic banks in the private sector after 1992. Moreover,
if two privatized banks were excluded from this category, the share of state-owned banks declined
even further (see Table 3.2). With growing competition from private sector, the state-owned banks
were finding it difficult to maintain their market shares in terms of assets, deposits, advances and
investment. In addition, palitical intervention, over-staffing, over-branching and inefficiencies in this
group had led to the problems of large non-performing loans, high adminigtrative expenses, huge
losses and eroding capita base. Some of these inadequacies for the two large banks were addressed
through capita injections and ingtitutiona restructuring meesures (see Chapter 2).

Table3.2: Share of Sateowned Banksin Banking Sector

Percent
1990 1991  19%2 1993 194 1995 1996 1997 1998 1999 2000 2000

Assts 922 891 87 801 784 767 723 687 705 718 706 540
Advances 921 90 81 834 793 761 730 670 676 692 681 502
Investment 935 879 826 772 788 809 730 674 717 789 723 548
Deposits 930 898 854 821 802 788 741 699 717 746 737 562
Capital 854 804 655 606 578 526 417 208 56.6 506 556 47.1
NPLs 950 958 926 944 958 941 925 917 909 889 881 721

*: Thislow ratio is due to the intensity of capital erosion in 1997 due to Rs 35 hillion loss shown by two large banks.
adj: Excluding two privatized banks (MCB and ABL).

3.2.1 Capital Adequacy
Capita adequacy focuses on the tota amount

Table 3.3: Capital Ad Indicat
of bank capital, which isvital in reducing the oo aple Adatey Tndiesters

. . . - percart

rls_k of insolvency and potgrfud cost of bank’s T & 5 A
fallure. In other words, this determines the Capital to risk-weighted assets 06 108 100 95
robustness of financial ingtitutions against No. of barks below 8 peroent CRWA A a v

shocks to their balance sheets. Althoughit is
useful to track capita adequecy ratios that take into account mgjor financia risks (like credit risk,

3 It isimportant to note that higher share of borrowing after 1997 was primarily due to private and foreign banks, as theee
two groups took the main toll of the freeze of FCAs.

4 Banks having government’s equity greater then zero are included in this category. Thisincludes Nationaized Commercial
Bank (NCBs) i.e,, NBP, HBL, UBL and FWBL; denationalized commercia banksin duding MCB and ABL; and two
provincia banks namely Bank of Punjab and Bank of Khyber.
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foreign exchange risk, interest rate risk, and risks involved in off-baance sheet operations), dueto
data limitation we have used two basic indicators for capital adequacy: (1) capitd to riskweighted
assets (CRWA) ratio; and (2) capitd to liabilities (CL) ratio.

In CRWA, which is the most commonly used indicator of capital adequacy, assets are calculated on
the basis of risk weights determined under Basd Accord for each baance sheet item. Thisratio is
available since 1997 only, when SBP introduced the risk-based system for capital adequacy consstent
with the BASEL Committee requirements.” Asshown in Table 3.3, CRWA ratio was only 0.6
percent in 1997, considerably lower than the 8 percent benchmark set by the BASEL Committee and
indicated severe solvency problem in that year. Although four out of eight banks in this group were
below the criterion, the prime reason for this low ratio was huge losses suffered by two magjor banks
of the group. Asaresult, in 1998 both the banks required capital support of Rs 30.7 hillion from SBP,
in addition to revauation of fixed assats by Rs 13.9 hillion, thereby raising the CRWA to 10.8

percent. Unfortunately, growing non-performing loans continued to erode the capital base of one of
these banks during the 1999, thus leading to a gradua declinein thisratio. SBP had to again provide
capital support of Rs 8 hillion to that bank during 2000.

Another measure of capital adequacy isthe

bank’s capitd to its liability ratio that shows
the extent to which capitd and reserves of a
bank provide coverage to liabilities (primarily [\ y

to depositors). Although thereis no 4
benchmark, a high CL ratio signals strong \/\ /
position of abank. Asevident fromFigure 3

3.2 CL ratio was declining from the very \ /
beginning d the decade, indicating erosion of P

capital base. However, the crunch camein \/
1996 and became more severe in 1997, when

CL ratio reached its lowest point. All the four
Nationaized Commercia Banks (NCBS)
suffered lossesin 1996 (Rs 5.0 billion), while 0
huge losses by two of these banksin 1997 were

Figure 3.2: Capital to Liability Ratio
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responsible for this sharp decline. Capitd
injection and revauation of fixed assats in the next year explain the subsequent recovery in 1998.
However, SBP again supported one of NCBs through capita injection in 2000 that posted alossin
1999. Thisresulted in theimprovement in CL ratio in that year (see Figure 3.2).

It is important to note that the increase in capital dong with profit earned (see Section 3.2.4) could
not prevent CRWA from declining in 2000 (see Table 3.3). This may be due to rising share of riskier
assetsin their portfolio.® In overal terms, the frequent support from SBP to two large banks was one
of the main factors that helped in arresting the erosion of capital of these banks and set it in the right
direction only at the end of 1990s.

3.2.2 Asset Quality
The solvency risk of afinancid ingtitution often originates from the quality of its asset portfolio.
Therefore, it isimportant to examine the asset quality by using indicators, such as earning assets to

SBPRD Circular No. 36, dated 4" November 1997.
61n 2000, as shown in Table 3.1, share of advances (riskier asset) increased to 46.9 percent of total assets against 43.2

percent ayear earlier. Thiswas possible mainly due to subsequent decline in the share of investment (mainly in government
securities).
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total assets, NPL s to advances, loan defaults to advances, and recovery to default ratios (see Table
3.9.

Table3.4: Asst Quality Indicators

percart

1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000
Earning assets to total assets 802 758 770 778 772 770 750 734 713 706 716
NPLs to gross advances 180 199 186 221 256 233 235 265 254 277 244
Loan defatsto grossadvances 107 108 114 112 128 122 132 2.9 189 160 148
Provisioning to gross advances 66 74 93 81 80 76 90 141 137 127 132

Cash recoveriesto total default 12.0 6.8 6.5 53 8.2 8.6 91 9.5 6.3 8.0 8.4

More specificaly, alarger share of earning Figure 3.3: Earning Assetsto Total Assets Ratio

assets would lead to higher profitability at =2 Assets —— Earning assets to total assets (RHS)

given leve of expenses.” Asshown in Figure 1400 -
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Another indicator of asset quality isthe ratio of

non-performing loans to tota loans (gross).
Anincreasing trend in thisratio signds
deterioration in the quality of asset portfolio
and, consequently, in financia ingtitutions

cash flows, net income, and solvency.® State-
owned banks had the largest share in total nort
performing loans of the banking sector, which
was much greater than their share in assets or
deposits (see Table 3.2). Although this share
dedinedin later part of 1990s, this was more
due to increase in NPLs of private banks rather
than any improvement in state-owned banks
(see Section 3.3.2).

Figure 3.4: Non-perfroming L oans
C—NPLs(LHS) =) Advances (LHS)
NPLs/gross adv.

Defaults/gross adv.

billion Rupees

Asshownin Figure 3.4, theratio of non-
performing loans to gross advances increased
from less than 17 percent in 1990, to 27.7
percent in 1999. Thiswas due to substantia

" The earning assets are defined as the sum of net advances, net investment and money at call.

8 The assets are net of provision.

9 Cash and bank balances, operating fixed assets, income receivables and other assets are taken as nonrearning assets.

0 Adequate loan classifications are essential to have meaningful ratio of non-performing loans to total advances. Theratio
may lose itsimportance if banks tend to reschedule their loans that otherwise should become non-performing - a practice
a0 described as *ever greening'.
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loans provided by NCBs on palitical grounds, especidly during the early and mid 1990s that resulted

in NPLs after atimelag. Furthermore, banks were reluctant in writing off the ‘historicaly’ bad loans
mainly because of: (1) poor quality of underlying collatera, and (2) to avoid any possible legd
complication due to lacunasin the respective judicid framework. This also contributed in pilling up

of bad loans in the asset portfolio of these banks. 1n addition, dtrict disclosure requirement put in
place by SBP in 1997, forced banks to disclose the true classification of their loans, hitherto
undeclared as NPLs. This disclosure resulted in asubstantial risein NPLs. However, alarger
increase in advances and dmaost stagnant value of NPLs a 1999 level, led to afal in this ratio during
2000." Nevertheless, the volume of NPLs severdly constrained the earning capacity of these banks as
depicted by declining share of earning assetsin totd assets (see Figure 3.3). Cash recoveriesto
defaults ratio, however, witnessed some signs of improvement, mainly attributed to steps taken with
regard to internd restructuring of these banks to strengthen their loan recovery mechanism, and
accountability and recovery drive initiated in October 1999 (see Table 3.9).

3.2.3 Management Soundness

A sound management is one of the most important pre-requisites for the strength and growth of any
financid ingdtitution. Since indicators of management quality are primarily specific to individua
ingtitution, these cannot be easily aggregated across the sectors. In addition, it is difficult to draw any
conclusion regarding management soundness on the basis of monetary indicators, as characteristics of
a good management are rather qualitetive in nature. Nevertheless, total expenses to total income,
operating expense to total expenses, earnings and operating expense per employee, and interest rate
spread are generaly used to gauge management soundness.

In particular, a high and incressing expenses to

Figure 3.5: Expenditureto Income Ratio
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and, to some extent, Golden Hand Shake
(GHS) schemes offered by three mgjor
nationdized ba']ks.lz 1. Interest income? by Rs 2.2 bin dueto? in NPLs by Rs 9.8 bin and
provisioning (expensef??By Rs 8.3 bin.

2. Operating expenses? due to ? in provisioning (Rs 26.5 bln) and GHS.
Interest rate spread could also be used as an 3. Provisioning® by Rs 20.6 bin.

important indictor of management efficiency,
when seen in relation to profitability of the banks. Thisis because higher spread may be caused either
by higher operating cost reflecting management inefficiencies, or by banks' desire to earn more profit.
It is important to note that this interest rate spread is not the smple difference between weighted
average lending and deposit rates, rather it reflects the difference between effective returns on earning
asts and interest expense on interest paying liahilities (see Annex 3.2). Thisindicator coversall the

1 Although quality of these advances could be judged only after couple of years, falling CRWA in this year may indicate
riskiness of these assets.
2 The trend shows major provisioning in 1996 and 1997, though NPLs were rising in earlier years as well.
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interest earnings and interest paying activities of banks, whereas the spread between weighted average
lending and deposit rates ignores the interest earned on investment and interest cost of borrowing, etc.
Interest rate spread, therefore, is a better indicator than the spread between welighted average lending
and deposits rates.

Table 3.5: Management Soundness Indicators

Percent

1000 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000
Total expenses tototd income 957 942 912 909 928 940 1057 1220 1017 1018 9638
Operating expensesto totdl expenses 301 385 395 400 394 396 366 513 385 417 429
Earnings per employee (million Ry 04 04 05 06 07 08 08 12 14 14 15
Interest rate spreed 39 42 42 46 44 50 34 50 53 56 55

Operating expense per employee (millionRs) 015 015 018 022 024 0.29 0.30 067 0x4 061 0.63

It was expected that entrance of new banks in the private sector would increase competition for state
owned and foreign banks, thereby compelling them to improve efficiency. However, the rising trend
in this spread with low and further deteriorating profitability indicated the growing inefficiencies of
gate-owned banks, which could also be retraced to higher operating expenses to tota expenditure
ratios. As discussed earlier, sgnificantly large proportion of non-performing loans and provisioning
thereon (required by SBP as a part of reform process) affected the earning profile of these banks
negatively, and resulted in higher banking spread during second half of 1990s.** More importantly,
Sizeable deduction of advance tax from the banking industry was another factor behind rising interest
rate spread, as these advance taxes were non-earning assets and treated as expense in income
statements.

3.2.4 Earningsand Profitability

Strong earnings and profitability profile of abank reflects its ability to support present and future
operations. More specifically, this determines the capacity to aosorb losses by building an adequate
capital base, finance its expansion and pay adequate dividends to its shareholders. Although there are
various measures of earnings and profitability, the best and widely used indicator is Return on Assets
(ROA), which is supplemented by Return on Equity (ROE) and Net Interest Margin (NIM).*

Asshownin Table 3.6 the profitability of state-owned banks deteriorated, especially after mid 1990s.
This was the upshot of falling share of earning assets, mounting burden of NPLs coupled with
increased provisioning requirements and, to some extent, cut in rates on government securities. On
the expenditure side, the rising share of borrowing in total liabilities (partly due to dow growth in
deposits), caused expenses to rise faster than income and, hence, reduced the profitability.

Table 3.6: Earnings and Prdfitability Indicators

Percent

1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000
Net profit to asset ratio 0.4 0.5 0.5 0.7 0.2 0.2 -0.3 2.3 05 07 0.1
Net profit to equity ratio 105 134 153 192 75 59 148 2439 115 198 2.8
Net interest margin 3.2 3.2 3.3 37 34 39 1.9 3.2 3.5 3.8 4.1
Tota incometo total assets 9.6 9.1 8.9 100 9.6 102 9.6 107 106 10.0 9.5

B |t isimportant to note that NPLs not only constrain the earning opportunities of banks, but provisioning againgt these so
increase the operating expenses, thereby compelling them to maintain profitability by increasing the spread.

¥ NIM isthe net interest yield on net earning assets. It is calculated as the difference between net earning asset yield (total
interest income / net earning assets) and break-even yield (totd interest expenses/ net earning assets).
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In addition, banking has remained a heavily taxed industry in Pakistan and high tax deduction dso
contributed towards low after -tax profit. More distressing thing for state-owned banks has been the
problem of advance taxes. Since banks had to pay 30 percent withholding tax on T -bills and 10
percent on FIBs, a significant increase in the volume of their transactions during 1990s created a
serious advance tax burden for banks.™ It isimportant to note that advance tax is a common practice
in many countries, however the fact that CBR is currently assessing the actud tax ligbilities of mid
1990s for these banks, shows the intensity of this problem.

In terms of net interest margin, the ratio over

. Figure 3.6: Net Interest Margin
the period increased gradualy from 3.2 percent

in 1990 to 4.1 percent in 2000, excent 1996 e

(see Figure 3.6). The higher provisoning in 40 P
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return on assets ratio indicates that banks are

earning more on their assets, thus giving way to increase in profitability. In terms of state-owned
banks, both ratios have remained low throughout the last decade. More specificaly, in 1996 these
ratios had turned negative due to provisioning (se Figure 3.7 and 3.8). However, stable trend of totd
income to total assets indicated that expenses increased disproportionately.
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3.2.5 Liquidity and Sensitivity to Market Risk

In terms of liquidity position, afdling liquid assetsratio or arising loans to deposits ratio indicates
problems for banks. Asshownin Table 3.7, these two ratios seem to indicate some signs of difficulty
for these banks after 1998 (see Figure 3.9. However, signs of stress should be interpreted with

5 For foreign banks withholding tax on T-bills was 50 percent till June 1998, however, the actud tax paid by
these banks was closed to their true tax lishilities. Private banks aso did not face this problem.
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caution, asthiswas consciously brought about by the monetary policy changes by SBP. In FY 99,
both the cash reserve requirement (CRR) and the statuary liquidity requirement (SLR) were reduced

to tackle the increased withdrawals of deposits due to freezing of FCAs. These steps were reinforced
by declinein SBP s discount and T -hill yields during FY Q0.

Table 3.7: Liquidity and Senstivity Indicators

Percent

1990 1991 1992 1993 1994 1995 199%6 1997 1998 1999 2000
Liquid assetsto total assets 322 40.5 44.8 418 461 439 426 39.8 40.1 38.3 34.3
Loans to deposits 61.0 541 49.0 54.3 50.5 52.2 514 49.6 48.2 51.8 55.8
Gap (billion Rs) 376 621 -689 -70.6 883 -106.6 -1379 -1582 -1769 -2103 -199.9
RSA/RSL 89.3 84.6 85.7 86.9 85.8 85.1 82.3 81.0 80.6 78.8 80.6

Notee GAP=RSA - RY * RSA = Rate eandtive acsdts - RS = Rate sanditive liahilities

In addition to liquidity problems, banks faced other risksaswell. For example, alarge investment in
voldtile assets would make banks more vulnerable to fluctuations in the prices of those assets.
Similarly, a concentration of advances in afew sectors would increase default risks if these sectors do
not perform well. Furthermore, interest rate and foreign exchange risk tend to have significant impact
on financial ingtitutions assets and liabilities. However, due to data limitations, we have focused

only on interest rate risks, i.e., the gap between rate sensitive assets (RSA) and rate sengtive liahilities
(RSL) and their ratio.

In thisregard, a higher RSL than RSA indicates that banks are risk sengitive to changesin interest
rates, an increase in interest rate may affect them negatively, and vice versa (see Table 3.7). Looking
a date-owned banks, the growing gap (or declining ratio) during 1990-98 showstheir exposure to
rising interest rates (see Figure 3.10). Although the gap was reduced during the last two years of
1990s, this was due to higher growth in rate sengtive assets, primarily in advances, and relaively
dower growth in deposits (the largest component of RSL).

Figure 3.9: Liquidity Indicators Figure 3.10: RSA/RSL
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3.2 Private Banks

One of the objectives of banking reforms was to improve efficiency of the banking sector by ingtilling
competition among banks. Accordingly, in August 1991, permission for opening of ten new banks
was granted, of which eight started functioning. Subsequently, one more bank in FY94 and three in
FY 95 were established, thus raising the number of banks in the private sector to twelve. Afterward,

Mehran bank was merged with NBP in February 1995. As shownin Table 3.8, these banks have
firmly established their niche in the banking industry.
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Table 3.8: Share of Private Banksin Banking Sector

percart

1992 1993 1994 1995 199 1997 1998 1999 2000
Assets 38 5.2 6.3 85 9.7 11.3 114 11.9 136
Advarces 32 42 6.1 8.8 9.9 12.3 128 12.8 15.1
Investment 46 5.6 5.7 6.3 8.0 132 122 12.2 132
Deposits 30 41 5.2 6.9 8.2 103 10.6 10.6 122
Capitdl 100 105 124 184 20+ 283* 148 17.8 165
NPLs 35 2.1 2.0 25 2.9 36 4.2 7.2 7.8

*: These high vaue of thisratio is due to capital erosion of stateowned banks

3.3.1 Capital Adequacy

X h . Table 3.9: Capital Adequacy Indicators
Although the capitd to risk-weighted assets

. . ; percent
ratio for private banks has remained well 1907 1998 1999 2000
above the required level of 8 percent (see Capital to risk-weighted assets 155 147 132 111
Table 3.9), this has been persistently No. of banks bdlow 8 % CRWA o 0 0 2

declining during last three years of 1990s.
However, this has to be seen in the context of post-detonation scenario, where a monetary ease
resulted in afal in yied of government securities, and hence banks' investment therein.
Disinvestments of government securities (being zero-risk weighted asset) coupled with higher

provisioning against NPLs and aggressive lending practices of these banks to expand their sharein the
banking industry, led to afdl in this ratio. *°

Similarly, capitdl to liability ratio aso showed downward trend during 1990s (see Figure 3.11)."
However, compared to state-owned banks, private banks still enjoy stronger position (see Section
3.2.1).

Figure 3.11: Capital to Liability Ratio Figure 3.12: Earning Assetsto Total Assets Ratio
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3.3.2 Asset Quality

It might be mideading to rely on asset quality indicators of private bankstill mid 1990s. Erratic
trends therein are mainly due to opening of new banks. Earning assets to total assets ratio was
continuoudy declining till 1995 (see Figure 3.12). However, the improvement during 1997 reflectsa

16 Higher provisioning negatively affects the capital base through profit and loss account, while higher growth in advances
may increase the weight of risky assetsin assets portfolio. Both lead to declinein CRWA rétio.
T Theincrease in 1995 was due to entry of three new banks in the industry.

48



Performance of Commercial Banks during 1990's

sudden shift in asset composition. More specifically, better returns on government securities attracted
large investment despite afdl in SLR from 25 to 20 percent in May 1997. Asaresult, share of
investment in total assets jumped from less than 25 percent in 1996 to 35 percent in 1997.® However,
the El ratio again started declining after 1997 (see Table 3.10).

Table 3.10: Assst Quality Indicators

peroat

1992 193 1994 1995 199%6 1997 1998 1999 2000
Earning assets to totd assets 828 751 742 710 717 845 8.1 775 792
NPLs to gross advances - - 7.6 5.9 5.9 6.3 6.8 135 107
Loan defaults to gross advances 0.0 11.2 6.6 4.4 4.2 5.5 6.1 10.4 8.3
Cach recoveries to totd default - - 14.0 135 19.4 8.1 34 35 8.4

The ratio of NPLs to gross advances remained below 10 percent except in the last two years of 1990s
(see Figure 3.13). As mentioned earlier, the sharp increase after 1998 was on account of aggressive
lending undertaken by these banks. In terms of loan defaults to gross advances, the ratio has moved
upward with the development of their loan books after inception of their operationsin early 1990s.

This ratio seemed to be settling around 8 percent at the end of the decade, which was much lower than
that of state-owned banks.

3.3.3 Management Soundness

Selected indicators of management soundness represent mixed trend over time (see Table 3.11). Tota
expenses to totd income ratio showed a rising trend especidly after 1996. Thiswas primarily
because of higher growth in expenses (see Figure 3.14). In order to maintain amomentum in
advances againgt a dowdown in deposit growth, these banks resorted to borrowings, which wasa
prime reason for high interest expenditures after 1996.

Table 311: Management Soundness I ndicators

peroent

1992 1993 19 1995 1906 1997 1998 1999 2000
Total expensesto total income 66.6 62.8 66.5 734 74.4 813 89.9 87.2 88.8
Operating expenses to tota expenses 51.4 317 293 27.1 26.7 26.9 27.8 23.0 294
Earnings per employee (million Rs) 0.6 1.7 19 2.2 25 31 3.4 3.1 31
Interest rate spreed 2.2 5.4 52 4.9 45 42 45 3.9 38
Operating expense per employee (million Rs) 0.2 0.3 04 0.4 0.5 0.7 0.8 0.6 0.8

However, after rising in 1993, interest rate spread has been faling overtime. Anecdota evidence
suggests that these banks, being new entrants, are offering relaively higher returns to carve out their
niche in the banking industry and to compete for alarger share of deposits. Share of operating
expenditures in total expenditures depicted mixed trend; the rising vaue during 1996-98 may be
linked to provisioning againgt mounting NPLs and defaulted loans.

3.3.4 Earningsand Profitability

The declining spread and rising share of NPLs and defaulted loans in gross assets have played amgjor
role in reducing the profitability of private banks (see Table 3.12). In particular, adrop in earning
assets to total assets ratio coupled with continuoudy diminishing net interest margin is the reflection
of fdling return on assets and equity, especidly after 1997.

18 |n contrast, shares of cash and bank balances and other assets declined.
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Table 3.12: Earnings and Prdfitability Indicators

percant
1992 1993 194 1995 1996 1997 1998 1999 2000
Net profit to assetsretio 0.7 19 15 14 1.5 1.0 0.6 0.6 0.3
Net profit to equity ratio 6.3 20.0 17.2 144 16.6 133 80 8.4 4.6
Net interest margin 2.3 5.2 4.7 40 3.4 3.9 35 2.6 2.8
Totd income to total assets 4.3 10.3 10.5 11.7 12.3 12.7 131 11.5 10.2
Figure 3.13: Non-performing L oans Figure 3.14: Expenditureto Income Ratio
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3.3.5 Liquidity and Sensitivity to Market Risk

Liquid assets to totd assets ratio of private banks saw arapid decline in first haf of the 1990s
primarily due to reduction in SLR from 45 percent in early 1990s to 25 percent in 1994. Further cuts
in SLR during 1995 to 1998 did not precipitate a sharp dedline in the ratio as the period saw an
increase in the yields of government securities. However, during the last two years not only the SLR
was reduced to 15 percent but dso yields witnessed afall, leading to a decline in this retio due to
lower investment.

The negative gap between RSA and RSL is showing risk sengtivity towards liability side. Except for
1997, this gap constantly widened over the period (see Table 3.13). In 1997, the gap showed an
abrupt contraction due to sharp increese in investment, especialy in government securities.

Table3.13: Liquidity and Senstivity Indicators

peroart

1992 1993 1994 1995 1996 1997 1998 1999 2000
Liquid assets to total assets 554 531 490 416 404 400 417 388 333
Loansto deposits 547 536 593 685 628 616 617 67.6 748
Gap (billion Rs) 12 -11 -38 70 -109 51 -146 212 -244
RSA/RSL 1060 964 916 898 832 9.2 903 87.0 879

Note: Gap=RSA —RSL; RSA = Rate sendtve asts; RSL = Rae sendtive lighilities

Although the financid indicators of these banks have been deteriorating especidly after 1997,
performance of this group was far better than that of state-owned banks. Relativey low leve of nor

performing loans enabled these banks to keep interest rate spread relatively low, which was necessary
for them to compete as an infant in the industry.
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3.4  Foreign Banks

The number of foreign banks, interestingly, is dmost equa to that of domestic banks at the end of
2000. This shows the degree of openness of the banking system in Pakistan. Although the share of
foreign banks had been growing till 1997, freezing of foreign currency accounts in May 1998 severdly
affected their performance (see Table 3.14).

Table 3.14: Share of Foreign Banksin Banking Sector

percent

1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000
AssHis 7.8 109 125 147 152 148 180 201 181 163 158
Advances 7.9 100 126 125 146 152 172 207 197 180 168
Investment 6.5 121 129 171 154 127 189 194 161 9.1 145
Deposits 7.0 102 116 137 146 143 177 197 178 148 141
Capital 146 194 245 288 298 200 363 509 285 316 279
NPLs 5.0 4.2 38 35 22 3.4 46 47 5.0 3.8 40

*: The high vaue of this ratio is only due to capital eroson of stateowned banks

3.4.1 Capital Adequacy Table 3.15: Capital Adequacy Indicators

The CRWA of foreign banks was well above the bt

required level during the last four years of 1990s — 1997 199 109 XD
(see Table3.15). However, therising ratio in Capitdl to riskeweighted assets 8] Lzl i) Ak
1998 and 1999 was more due to a contraction in No. of banks below 8 % CRWA 1 0 0 0

their assets following freeze in FCAs and
resulting fal in deposits (see Annex 3.3). Nevertheess, risng trend in capitd to liability ratio (dmost
throughout the decade) showed improvement in capita adegquacy overtime (see Figure 3.15).

3.4.2 Asset Quality

Asshown in Table 3.16, earning assets to total assets ratio remained stable (around 75 percent),
except for 1999 when it fell to 64.9 percent. Since more than 95 percent investment of foreign banks
were in government securities, adeclinein interest rates thereon resulted in sharp fdl in earning assets
to total assetsratio in 1999 (see Figure 3.16).

Table 3.16: Asset Quality Indicators

peroart

1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000
Eaming asseis to total assets 772 767 801 771 760 729 744 744 737 649 750
NPLs to gross advances 18 83 56 59 34 45 53 50 53 51 51
Loan defauits to gross advances 123 88 47 53 27 37 38 41 54 50 37
Cash recoveriesto total defalt 07 188 27 49 70 49 182 84 13 29 122

Asregard NPLs, these had increased from Rs 2.1 hillion in 1990 to Rs 7.0 billion in 2000. However,
its retio to gross advances remained stable in the range of 4 to 6 percent for most of the period (see
Figure 3.17). Besides, low defaults to advances ratio and relatively high recovery rate againgt
defaulted loans helped this group in maintaining the qudity of their assets.

3.4.3 Management Soundness

In terms of indicators for management soundness, the sharp increase in expenses to income ratio
during 1998 was due to freezing of FCAs (see Table3.17). It isimportant to note that after 1998,
both income and expenditure declined in amost equal proportions (see Figure 3.18).
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During second haf of 1990s, operating expenses to total expenses ratio of foreign banks was the
lowest among dl the groups. This ratio declined during the first half of 1990s, but started increasing
during the last three years of the decade. Earnings per employee were not only the highest for this
group but dso increased over the period. As regards expense per employee, their high levels showed
that foreign banks offered lucrative packages to their employees compared to the first two groups.

Table 3.17: Management Soundness Indicators

Percent
1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000
Total expensesto total income 710 573 539 694 764 834 805 812 886 868 872
Operating expensesto tota expenses 306 331 317 325 284 219 257 229 233 261 292
Earnings per employee (million Rs) 16 2.2 3.1 4.0 4.5 48 6.3 9.0 9.7 93 84
Interet rete oreed 44 55 6.6 5.8 583 42 4.8 6.3 5.7 74 4.6
Operating expense per employee (million Rs) 0.3 0.4 0.5 0.9 1.0 0.9 1.3 1.7 2.0 21 21
Figure 3.15: Capital to Liability Ratio Figure 3.16: Earning Assets to Total Assets Ratio
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3.4.4 Earningsand Profitability

Despite showing better asset qudity, adequate capital base and sound management, foreign banks
failed to retain their profitability during 1990s. Despite indicating comparatively better position than
competitorsin the banking industry, the first three indicators showed declining earning capacity and
thereby congraining profitability for this group, especidly after 1997 (see Table 3.18). Giventhe
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fact that they were mainly dedling in foreign currency accounts, their freezing in May 1998 severdly
affected the earning capacity of fareign banks.

Table 3.18: Earnings and Profitability Indicators

Percent

1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000
Net profit to essets ratio 0.8 1.9 2.6 1.2 0.8 0.4 1.0 13 0.4 0.7 0.6
Net profit to equity ratio 109 271 308 135 8.7 49 128 159 4.8 7.0 6.5
Net interest margin 35 4.8 6.2 5.1 4.2 25 3.2 44 3.5 4.0 34
Total incometo total assets 119 111 121 121 126 125 125 146 152 139 115

345 Liquidity and Sensitivity to Market Risk

The freezing of FCAsin May 1998 led to a decline in deposits of foreign banks, thereby affecting
ther liquidity podtion (see Table 3.19). Both the loans to deposits and liquid assets to total assets
ratios were indicating liquidity problem for this group after 1998. However, foreign banks continued
to hold larger securities than the minimum required under SLR. This showed their relative reluctance
in undertaking credit extension compared with their local competitors.

Table3.19: Liquidity and Senstivity Indicators

Percent

1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000
Liquid assets to total assets 375 506 507 549 510 443 485 476 460 403 393
Loansto deposit 69.7 529 540 486 513 576 506 543 567 682 716
Gap (Rshillion) 23 53 -48 -89 -135 199 -294 -354 363 -552 -30.2
RSA/RSL 916 889 930 906 883 848 843 850 842 748 86.6

Note: Gap=RSA —RSL; RSA = Rate sengtive assets; RSL = Rate sengtive lighilities

35 The Banking Industry

Performance indicators of overal banking industry (see Table 3.20) depict atrend similar to that of
gate-owned banks, which is understandable due to their predominant share. It is, however, important
to note that the financia performance of private and foreign banks was far better than that of overall
banking industry, especialy before the freezing of foreign currency accountsin May 1998.

In terms of the hedlth of the banking industry, very small improvements, or arrestsin earlier declines,
could be discerned in some of the CAMELS indicators after 1997. These improvements need to be
seen in the context of various negative factors that affected the banking industry after 1997. While
SBP, in that year, required banks to enhance capital adequacy, strengthen asset qudity, improve
management, increase earnings and reduce sensitivity to various market risks; the freezing of foreign
currency accountsin May 1998 ingtilled new pressures of capitd and deposit erosion, and dis-
intermediation in the financid system. Persisting eavironment of low economic growth had also
added a dampener to demand for credit, and at the same time the supply of credit was negatively
affected, due to over cautious attitude of the banks during the drive for accountability and loan
recovery that began in October 1999.

Pakistan banking industry has remained heavily taxed. Although the tax rate on banking system was
gradually brought down from 66 percent at the beginning of 1990s to 58 percent towards the end, it
was dill very high compared to other sectors, like 45 percent for corporate and 35 percent for
individuas. Since the provision against NPLs and the interest income in the suspense account was
not exempted while calculating the tax liabilities, this was another source of concern for the barking
businessin Pakistan. Moreover, the problem of advance tax further drained the funds available to the

banks; however, this problem basicaly pertained to the state-owned banks (for detail see Section
3.2.4).
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Table 3.20: Performance Indicators of Banking Industry

Percent

1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000
Capital Adeguacy
CRWA - - - - - - - 60 125 122 114
No. of banks below 8% CRWA - - - - - - - 5 0 1 3
Capitd to liability ratio 43 42 45 49 47 48 40 32 59 53 56
Asst Quality
Earning assets to totd assets 800 759 7/6 776 768 759 746 749 728 705 732
NPLs to gross advances 176 189 174 200 217 193 192 201 195 220 195
Loan defaults to gross advances 108 107 103 105 111 103 108 166 149 135 122
Recoveries to totd default 110 7.8 6.3 51 83 85 100 94 58 73 8.5
Management Soundness
Totd expenseto tota income 934 893 846 857 880 902 963 1068 971 9.8 939
Operating expense to totd expense 385 381 389 386 371 358 338 402 340 36.6 387
Earnings per employee (million Rs) 0.4 0.5 0.6 0.7 0.8 1.0 11 1.7 1.9 19 1.9
Interest rate spread 4.0 4.4 44 4.8 4.6 4.9 38 5.2 53 56 51
Operating expense per employee (million Rs) 02 02 02 02 03 03 03 07 06 07 07
Earnings and Profitability
Net profit to assets ratio 0.4 0.6 08 08 04 03 01 -12 05 -03 0.2
Net profit to equity ratio 105 158 182 176 9.1 7.2 21 -388 9.1 -63 4.1
Net interest margin 3.2 3.3 37 40 3.6 3.7 23 35 35 37 3.8
Tota income to total assets 9.8 9.3 92 103 101 107 104 117 117 108 9.9
Liquidity and Sensitivity to Market Risk
Liguid assets to tota assts ratio 326 416 460 444 470 437 434 414 413 387 349
Loansto deposits 616 540 497 534 510 541 522 518 512 559 603
Gap (hillion Rs) -40 -67 -3 81 -106 -134 -178 -199 -28 -287 255
RSA/RSL 85 851 873 878 865 854 832 835 823 792 825

Note Gap=RSA - RSL; RSA = Rate sensitive assats; RSL = Rate sengtive lighilities

3.6 Conclusion

Our analysis of performance of commercia banks during the reform process strongly points toward
the need for continuity of banking sector reforms. Despite aradicd change in the ownership structure
of the banking sector, which had resulted in reduction in share of state-owned banks (excluding MCB

and ABL) in total assets from 92.1 percent in 1990 to 54.0 percent in 2000, solid signs of
improvements are difficult to spot. However, the problem of capitd erosion has been addressed in
addition to some improvements in recovery of defaulted loans.

In order to improve the hedlth of banking industry further, following areas require focused attention:

?? Morevigor isrequired to ded with the mounting burden of non-performing and defaulted
loans, especidly historical loans. Further improvement in judicia and lega framework is
needed to define the fate of historical bad debts. This will help banks in reducing their
operaing cogt and ultimately the spread between lending and deposits rates. In this regard,
CIRC has aready been formed, which will purchase the NPLs of the banking ingtitutions.®

 The Corporate and Industrial Restructuring Corporation Ordinance dated September 22, 2000.
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?? Thereisaneed to speed up the undergoing restructuring process of Nationalized Commercia
Banks (NCBs) to make them viagble for privatization. Thiswill help in insulating these banks
from undue interference and politica pressuresin credit and investment decision-making.

?? Itisimportant to reduce the tax rate on banking industry. Moreover, the issue of advance
taxes paid by banks needs attention.

?? Itisvitd to further rationdize the yields on NSS instruments in order to minimize the
possibility of dis-intermediation occurring in future.



