6 Impact Analysis of Financial Reforms

The objectives and nature of reforms in the financid sector during 1990s have been discussed in the
first four chapters. How these changes have transformed the financial markets was also discussed in
the previous chapter. This chapter assesses the impact of reforms on financid structure, degpening,
intermediation, and efficiency by using macro-financid indicators. It dso reviews developmentsin
debt management, monetary transmission mechanism, and banking supervison. Sequencing issues
have aso been discussed briefly. Thefirst section of this chapter gives areview of macroeconomic
indicators of the economy and the subsequent sections appraise the reforms. The last section presents
an evauation of financial developmentsin peer countries.

6.1  Role of Macroeconomic Factors

The extent of financia sector transformation depends not only on the quaity of reforms and
implementation process, but aso on overal macroeconomic environment. A conducive growth
environment is likely to provide a better support to the reform process, besides permesting the spirit
of reformsacross the entire financia sector. It is, therefore, important to examine the behavior of
various macro economic variables during the decade, before ng the impact of reforms.

6.1.1 Economic Growth Figure6.1: Growth in Real Sector
In 1990s the country witnessed real GDP ==Red GDP _ LS manufacturing
growth rates lower than those of 1980s. o Vholesdle and retail trade
Growth rate was 6.1 percent (on average)
during 1980s, which fell to 4.4 percent in 16
1990s (see Table 6.1 and Figure 6.1)." Low \
growth rates often weaken the debt-servicing 12
capacity of the domestic borrowers, worsen the @ o A
problem of loan defaults and increase credit g
risk. Thiswas exactly the casein Pakistan 4
where loan defaults grew tremendoudy during v
the last decade despite the process of financid 0 A
reforms and liberdization.
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performance of GDP is aso very important for

financia sector. A dump in sectors where financia inditutions loans and investment are
concentrated, has an adverse impact on the soundness of the financial system. In Pakistan, large-scade
manufacturing sector, mainly financed by banks credit, dow ed down during last decade. The
sectord dumps deteriorated the quality of financid indtitutions' portfolio and profitability margins,
besides lowering their cash flows and reserves.

6.1.2 National Savings

Public and private savings are among the mgjor sources of funds for the banking sector. During
1990s, average nationd savings in Pakistan declined sgnificantly (see Table 6.1). Nationd savings,
which was 14.8 percent of GDP during 1980s, declined by one percentage point to 13.8 percent
during 1990s. Mgjor reduction was in private savings, by about one-half of a percentage paoint from
13.0 percent of GDPin 1980s to 12.4 percent in 1990s. Public savings aso declined but with lesser
extent. However, public savings witnessed a significant reduction during the second half of 1990s.

1 Average growth rate of GDP during first half of 1990s was 3.7 percent against 6.8 percent in the first half of 1980s.
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Table 6.1: Macroeconomic Factors Affecting the Financial Sector

1980s 1990s FY90 FY91 FY®R FY93 FYH FYSS FY®% FY97 FY® FY9 FY00

Economic Growth (%)
Red GDP 6.1 44 46 51 82 2.3 45 53 &5 1.7 3'5) 4.2 3.9
Magor crops 33 40 -0.1 57 155 -156 12 87 6.0 -43 83 0.0 151
LS manufacturing 7.8 35 47 5.4 79 4.1 41 17 31 -21 76 36 02
W & R trade 7.2 35 35 53 7.3 2.9 28 47 6.1 0.7 -11 3.0 29
Nationdl savings (% of GDP)
Public 18 1.5 2.8 0.7 4.3 1.6 25 1.9 1.5 1.00 01 0.9 0.3
Private 130 124 114 135 128 120 132 125 103 108 145 108 135
Totd 148 139 142 142 171 136 157 143 118 118 147 117 138
Inflation 7.3 9.7 6.0 127 106 98 113 130 108 118 78 5.7 3.6
Money supply (M2 growth) 140 152 175 174 262 178 181 172 138 122 145 62 94
Fisca sector
Tax to GDPratio 138 134 140 127 136 133 132 137 144 134 132 134 128
Budget deficit (% of GDP) 70 69 -65 -87 74 -80 59 56 65 63 77 61 -64
External sector
CAD (% of GDP) 27 39 34 30 -18 64 -32 35 69 5H6 -27 -38 -04
Liquid foreign exchange
Resaves!(billion US$) 0.8 1.2 0.4 0.4 05 0.8 12 26 1.6 1.0 13 1.2 15
Equivaent weeks of imports 7.3 6.2 2.9 2.4 29 4.2 71 132 7.2 4.5 6.7 6.6 7.6
ternd debt to GDP ratio 347 494 385 414 404 443 477 485 505 51.8 554 577 56.2
rtfolio investment/FPP (%) 104 246 -2.2 -3.8 395 309 449 340 157 282 269 55 135
vauation 83 82 -32 103 -33 -75 -113 413 -11.7 4132 -120 -105 -1.2
112-month end period average
2FP1: Foreign private investment
3 Exduding PTC vouchers
6.1.3 Inflation

Inflation is one of the mgjor factors affecting the performance of the financid system. Highinflation
reduces the demand for money, persuading people to prefer rea assets over monetary assets. During
1990s, inflation was very high a around 10 percent on the average compared with 7 percent during a
decade exlier. Although inflation was low during the last couple of years of 1990s, but the people
remained reluctant to adjust their behavior accordingly, due to other economic and political factors.

6.1.4 Balance of Payments

Current Account Deficit

A riseintheratio of current account deficit to GDP is generdly associated with large externd inflows
that are intermediated by the domestic financid system and enhance turnover of banking services.
However, alarge current account deficit dso signals vulnerahility to a currency crisis with negative
implications for the liquidity of the financid system, especidly if this deficit is financed by short-term
capital inflows. Financia crissmay occur if investors consider current account deficit to be
unsustainably large. In Pakistan current account deficit (CAD) remained high during 1990s as
compared with 1980s, which made the financid sector vulnerable to externd shocks. At the same
time, banks dso enjoyed flow of foreign fundsin this period, especidly up to May 1998,

After the nuclear detonation and freezing of foreign currency accounts, financia ingtitutions faced
liquidity problems. CAD declined in FY'98, due to impostion of dua exchange rate regime to tightly
manage payments and recaipts of foreign exchange. Later decline in CAD largdly reflectsthe
restructuring of external debt agreed with internationa financia and commercid inditutions.

102



Impact Analysis of Financial Reforms

Foreign Exchange Reserves Position

A low leve of internationd reservesis seen, particularly by investors, as amgor indicator of
vulnerability. The domedtic financid system aso comes under pressure due to possible actions taken
by the central bank to contain externa outflows and preserve foreign exchange reserves. Reserves
position in Pekistan seldom remained satisfactory. Foreign exchange reserves could finance around
six weeks of imports, on average, during the last two decades. Inadequate level of reserves has a
bearing on the business of banks that may face redtrictions and constraints on forex based activities.

A high external debt to GDP ratio indicates stress on the external sector of the economy. Increasing
nesd for payments on account of debt servicing leaves a smal amount with the domestic financial
system for other transactions. External debt to GDP ratio aso had an increasing trend in Pakistan.
During 1980s, this ratio was 34.7 percent, which increased to 49.4 percent in 1990s. Another
potentia source of riskfor the financial system is higher proportion of portfolio investment in tota
foreign investment. In Pekistan this share increased from 10.4 percent in 1980s to 24.6 percent in
1990s. Similarly, the volatility in the exchange rate can also increasethe risk for the financid system.
Voldtility in the exchange rate could cause difficulties for financid ingtitutions by creating currency
mismatches between banks assets and liahilities and making decision process difficult. Exchangerate
in Pakistan remained highly volatile during the last decade. The leve of variance of monthly
exchange rate during 1980s was 10.5 which increased to 95.5 during 1990s, indicating an increesein
volatility after implementation of financid reforms.

6.1.5 Fiscal Position

A low tax to GDP ratio coupled with high budget deficit forces the government to take recourse to the
banking system. High government borrowing from the central bank could leed to inflationary
pressures and affect the financial system. However, government borrowing directly from the
scheduled banks has afavorable implication for banks asset qudity and aso for their profitability if it

is done on market-based rates of return. Increased borrowing may, however, crowd out the private
sector credit. During 1990s, both taxto GDP ratio and budget deficit were dmogt at the same level as
during 1980s. But asrates of return on T -bills were liberalized during 1990s, the banking sector of
Pakistan benefited from this devel opment.

6.2 Impact on Financial Structure, Deepening and I ntermediation

6.2.1 Impact on Financial Structure

Financia reforms that permitted private sector to establish banks, and the process that led to
privetization of MCB and ABL in early 1990s (see Section 2.1.1) began to transform the structure of
not only the banking sector but the overdl financia system aswell. Both the asset composition and
deposit shares changed dramaticaly during the decade of 1990s. Within the banking sector,
ownership structure changed radicaly. Asset share of banking ingtitutions in the privete sector
jumped from 7.8 percent in 1990 to 46.0 percent in 2000.> Moreover, the pace of growth of assets and
depositsin private sector banking institutions was even more dramatic. Compound annua growth
rates of the assets and deposits in private sector were more than fourfold that of public sector.
Consequently, the dominance of public sector was reduced from 92.2 percent in 1990 to 54.0 percent
in 2000 asshown in Table 6.2. In terms of GDP, assets of private banking institutions leapt from
only 3.9 percent in 1990 to 23.7 percent in 2000. Deposit structure also underwent asimilarly
remarkable transformation during the decade under review as shown in Table 6.2

2 shareof private sector banking assetsislikely to go up to 55.5 percent after the envisaged privatization of
UBL in 2002
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Overdl financid system, including banks,
NBFIsand CDNS also experienced a
significant transformation in terms of
ownership between private and public sector.
Asset share of private sector financia
indtitutions increased from 5. 3 percent in 1990
to 3.0 percent in 2000 as shown in Table 6.3.
Although the share of public sector financid
ingtitutions was reduced from 94.7 percent in
1990 to 70.0 percent in 2000, it is ill high due
to the dominant share of CDNS in resource
mobilization (see T ables 4A.10in Annex 4).

6.2.2 Financial Depth

The most commonly used indicator of financia
sector degpening is the ratio of monetary assets
(defined as M, in case of Pakistan) to Gross
Domestic Product.” A higher M,/GDPratio
represents a more developed and efficient
financial sector. Clearly people will prefer to
hold monetary assets only when they fed
convenient to keep their wedlth in monetary
ingruments with underlying nature of liquidity,
risk, return and efficiency in payments. Such
types of instruments are offered by awell-
developed financia sector.

In Pakistan, Mo/GDP rdtio is not only low but
aso has remained stagnant for the last couple

of decades. During the 1980s, monetary assets
(on average) were around 40 percent of GDP
while during 1990s, about 44 percent. There
was only a one-time jump in the monetary
assets from 41.7 to 44. 4 percent of GDP,
during FY93, mainly due to the introduction of
resident foreign currency depositsin FY 9L
Signs of further improvement in M, to GDP
ratio were not visible during the rest of the
decade (see Table 6.4 and Figure 6.2).
Things would be even worse if we consider the
underground economy.* Thus, despite the
process of liberalization and other reform
measures, the financia sector of Pakistan was
unable to strengthen and widen its scope in the
economy. Asaresult, alarge part of the
economy is gill nortmonetized.

Table 6.2: Dynamics of Banking Sector during 1990s

Amt. (binRs) CAGR  Shares(%) As% of GDP
1990 2000 ) q000 2000 1000 2000
Asdts
Private 33 755 36.6 7.8 46.0 39 237
Public 392 885 85 922 54.0 458 27.8
Total 426 1641 144 100.0 100.0 49.7 515
Deposits
Private 25 579 37.0 7.0 438 29 182
Public 330 744 85 93.0 56.2 385 234
Total 355 1323 141 100.0 100.0 414 416

Notes: Private sector includes private banks, MCB, ABL and foreign
banks; the public sector excdludes MCB and ABL.

CAGR: Compound annud growth rate

Table 6.3: Dynamics of Financial Sector during 1990s

Amt. (binRs) CAGR  Shaes(%)  As%of GDP
1990 2000 0t 1990 2000 1990 2000
Assts
Privale 43 856 349 5.3 300 50 269
Public 649 1771 10.6 947 700 758 556
Total 691 2626 14.3 1000 1000 808 825
Deposts
Private 27 614 36.7 6.2 32.6 3.2 193
Public 482 1436 115 93.8 674 56.3 45.1
Total 509 2050 150 100.0 100.0 505 644
Notes: Same as those of Table 6.2 a
Figure 6.2: Monetary Assetsto GDP Ratio
— M2/GDP
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M, = currency in circulation + demand deposits + time deposits + residence foreign currency deposits.
41f underground economy is taken into account then M,/GDP ratio becomes 24.1%, 26.8%, and 29.7% during 1980-81,
1990-91 and 1999-00 respectively (Ref: “A Non-linear Model to Estimate the Underground Economy in Pakistan”, an in-

house study of Research Department by Adam Khan, Faroogq Arby, and Amin Lodhi).
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Money Multiplier is another important

indcator of financia sector degpening. High
but stable multiplier indicates a well-deve oped
and active financid sector. A low money
multiplier, on the other hand, indicates a
shallow and passive financia sector, having
low responsiveness to central bank policy
changes. An unstable money multiplier renders
the results of monetary policy measures
unpredictable and thus makes monetary
management more difficult. Low and unstable
multiplier, therefore, indicates a wesk
mechanism of monetary policy transmisson.

Vaue of money multiplier showed rising trend
during last two decades (see Table 6.4). A
sgnificant jump in the money multiplier may
be noted during mid 1990s (see Figure 6.3)
because of frequent devaluation of domestic
currency during this period, which made
holding of Pak Rupee less dtractive; as a result
currency to deposit ratio declined and money
multiplier increased. This could aso be dueto
the remova of cgps on maximum lending rates
of banks and NBFls, together with the
elimination of credit to deposit ratio that
resulted in quicker expansons in domestic
credit. Asfar as ability of money multiplier
is concerned, it witnessed high fluctuation
during the 1990s compared with the 1980s.
Variance of monthly money multiplier was

Table 6.4: Indicators of Financial Sector Degpening (percant)

M,/GDP MM CCITD CCRD
Fral 37.6 25 50.1 50.1
Fy 82 35.9 25 481 48.1
Fy83 40.1 26 459 45.9
Fraa 38.9 26 471 47.1
Fy 85 39.0 26 45 44.5
Fy 86 41.0 2.7 431 43.1
Fy 87 41.9 24 455 45.5
FY83 39.9 25 48.6 48.6
FY89 377 24 514 51.4
FY90 39.9 24 514 51.4
FYol 39.3 24 52.6 54.6
FY92 417 24 433 49.4
FY93 4.4 28 393 46.0
FYo 4.7 29 36.0 43.9
FY95 43.8 27 3B7 43.2
FY 9% 44.3 30 336 42.4
FYor 429 32 304 42.2
FY98 45.1 33 294 42.1
FY99 436 32 29.2 33.2
FY 00 4.0 2.8 343 38.5
Avaaes
1981-85 383 26 471 47.1
198690 40.1 25 480 48.0
1991-95 42.8 26 412 47.4
199600 44.2 31 314 39.7

MM = Money Multiplier, CC/TD = Currency in Circulation to Total
Deposit Ratio, CC/RD = Currency in Circulation to Rupee Deposit
Ratio

0.1261 during 1990s compared with 0.0915 during 1980s. These fluctuations were mainly due to
frequent policy changes undertaken during the decade of 1990s.

6.2.3 Financial Intermediation

The extent of financia intermediation can be
assessed by the currency to deposit ratio.
Currency and bank deposits are two competing
financid assets. People like to keep both
currency and depositsin a certain proportion
depending upon their taste, spending habits,
cost of holding currency in terms of interest
rates and inflation, quality of financid services,
and efficiency of payment system. A low
currency to deposit ratio indicates public
preference towards bank deposits and vice
versa. In Pekigtan, currency to deposit raio
generdly had a declining trend during 1990s
(see Table 6.4 and Figure 6.3). It declined

Figure 6.3: Money Multiplier and Currency to
Deposits Ratio CC/TD =— MM (RHS)

60 4.0
> U \ N
VS 3.2

value

40 S( .
A\ X

30 _/\/\A / \v} 2.8

20 —_ 2.4

N+ 717717177+ 20

percent

FY81
FY83
FY 85
FY87
FY 89
FY91
FY93
FY95
FY97
FY99

from 50.1 percent in FY 81 to 29.2 percent in FY99. If resident foreign currency deposits are
excluded, then currency to rupee deposit ratio declined to 33.2 percent in FY99. However, during
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FY 00, both the ratios -- currency to total deposit as well as currency to rupee deposits -- increased
sgnificantly.

The reversd of trend in currency to deposit ratio is witnessed despite high red interest rates on
depositsin recent years. The whole decade of 1990s, except the last two years, withessed negative
real interest rates due to high inflation. During the last two years, red interest rates were positive. It
seems puzzling that when redl interest rates were negative, currency to deposit retio was declining, but
astheredl rates of returns became positive, it has gone up. The solution of this puzzle may be linked
to other macroeconomic, social and political developmentsin the economy. Some d the possible
factors behind this phenomenon may include: (1) the fal ininflation in FY 00, which reduced the
opportunity cost of hoarding money; and (2) the accountability drive launched in Ociober 1999

created a clear incentive to hide persona wedth, and cash is clearly the most convenient and
untraceable avenue for this purpose.

Figure 6.4: Bank Deposits

Deposits of commercid banksincreased Overal Exdluding RFCD

Seedily during 1990s, athough growth dow ed
down after FY98 (seeFigure6.4).
Introduction of resident foreign currency 1000 -~
account scheme went along way in boosting //
the deposit base of commercia banks. Rupee
deposits aso grew with generaly increasing

rate during the period, except for some
duggishnessin FY97 and FY00. The growth

in deposits aso benefited from entrance of new
banks in the banking industry. However, the
thrust of deposit growth came from RFCDs and
the dollarization. Nevertheless, deposit growth
was only marginaly ahead of the nomind
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growth in GDP during the decade. Consequently, the ratio of depositsto GDP has gone up from 29.5
percent in FY 90 to 33.8 percent in FY00.°

6.2.4 Financial Savings

Financid savings can be defined as the amount of deposits and other savings held by the financid
ingtitutions for the households, business organizations and other ingtitutions. Four major components
of financid savingsare deposits of scheduled banks, deposits of NBFIs, investment in government
debt instruments by non-bank, and currency in circulation. Gregter availability of savingsand
checking deposits and other financia instruments contribute to the expansion of financia savings.
However, the structure of financial savings shown in Table 6.5 depicts a fdling share of banks
deposit in totd financid savings in the second half of 1990s. The same trend was witnessed in terms
of deposits of NBFIs. Although the share of currency in circulation declined during 1990s, this
hedlthy development was countered by an intense pressure of financia dis-intermediation, which
caused the share of government debt instruments (non-bank investment, mostly in CDNS schames) in
financid savings to increase from 25.8 percent in 1995 to 35.1 percent in 2000.

The darming strength of dis-intermediation during 1990s was dso visble dlearly in terms of trendsin
growth rates of components of financial savings, as wdl as their ratios to GDP. Investment in
government securities by non-banks showed an increasing trend at the expense of deposits of both
banks and NBFIs that showed a declining trend in growth. These trends not only resulted in avirtualy
stagnant ratio of stocks of financid savingsin term of GDP, but a markedly declining trend in the

>The value of deposit to GDP ratio reported here will not tally with those in other sections. Deposits used here
ae part of M, and exclude deposits of government and non-residents.
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yearly flows of financid savings to GDP. Financia savings, being a subset of nationa savings (see
Figure 6.5), therefore, caused the latter to decline as well.

Table 6.5: Components of Financial Savings
FYOL FY®R FY9B FY¥ FY% FY% FY97 FY9®8 FY® FY0

Financia savings (billion Rupees) 724 958 1143 1346 1552 1777 2016 2251 2427
Stocks as percent of financial savings
Depodits of schedule banks 475 503 51.2 519 53.0 53.3 52.9 521 494 47.0
Deposits of NBF's 3.5 40 5.2 5.6 5.3 54 6.6 5.0 41 3.2
Govt. debt instruments (non-berk) 30.1 273 26.1 264 258 26.2 26.8 294 336 35.1
Currency in dirculation 18.9 18.3 174 16.2 16.0 151 13.7 135 128 14.7
Financid savings 100 100 100 100 100 100 100 100 100 100
Stocks as percent of GDP
Deposits of schedule banks 338 344 36.6 377 379 390 387 39.2 379 358
Deposits of NBFIs 2.5 2.7 3.7 4.0 3.8 4.0 49 3.7 32 24
Govt. debt instruments (non-benk) 215 18.7 18.6 19.2 184 19.2 196 221 258 268
Currency in circulation 135 125 124 11.7 11.5 11.0 101 10.2 98 112
Financid savings 713 683 714 72.7 71.5 73.2 732 75.3 766 762
Flows as percent of GDP
Depodits of schedule banks 6.4 6.0 5.5 6.5 6.4 5.4 46 4.2 21 0.9
Deposits of NBH's 0.6 0.7 1.3 0.9 0.4 0.6 14 0.7 -0.2 0.5
Govt. debt instruments (by non-bank) 2.2 0.6 1.8 33 24 2.8 28 4.3 5.6 3.0
Currency in circulation 21 12 11 11 1.6 0.9 04 1.1 0.5 21
Financid savings 113 85 9.7 118 10.8 9.7 9.3 8.9 8.0 5.5
Nationa savings 142 171 136 15.7 14.3 118 11.8 14.7 117 138

The process of dis-intermediation was fuelled by the increasing distortions in the term structure of
interest rates, as a result of introduction of new
costly schemes by CDNSin 1993 and drastic Figure 6.5: National and Financial Savings
upward revison in profit rates of its main
certificates. For example, compound annual 20

National savings Financial savings

average rate of profit of DSCs was revised

upward from 15.6 percent set in June 1981 to 17 /\

16.0 percent in November 1993, and thenagain | & ,, PN A

to 18.0 percent in November 1996. It wasonly | 2 v S\
in May 1999 that a process of rationalization of E11 as

profit rates of NSS was started that reduced the S \/ \
DSC ratefirst to 15.9 percent, and thento 140 | 4 8 \
percent in July 2000. Unfortunately, the rate :

was again revised upwards to 15.0 percent in

July 2001, and later reduced to 14.1 percent 2 -—

after linking it to the yield of tenryear PIB from
January 2001.
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6.3  Impact on Financial Efficiency

The efficiency of the financia system can be measured by two important indicators. (1) interest rate
spread; and (2) distribution of bank credit among various sectors. The trend in both of these
indicatorsis discussed below.
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6.3.1 Interest Rate_Spread _ Figure6.6: Interest Rate and Banking Spread

The 5prea_d between I,endl ng and depOSt raes —Yieldon earning assets —— Cost of interest liabilities
(the banking spread) is the measure of ——W. A. lending rates ——W.A. deposit rates
intermediation cost of banks, which has 16

increased over timein case of scheduled banks /_/\
in Pakistan (see Table 6.6 and Figure 6.6). It 14 N
was 2.4 percentage pointsin FY 90, which 12 /_/-l ﬁ\
increased sharply to 7.9 and then to 8.1 = / /\/\/

percentage pointsin FY 96 and FY 00 S 10

respectively. Although during 1990s lending g

rates increased significantly, the banks were 81

unable to pass on their interest earnings to 6 \A /_\\
depositors to the same extent. Theincreasein

spread between lending and deposit rates can 4 T T T T T T T T T

be linked to high adminigtrative cost,
overgtaffing, higher risk of business defaullt,
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increasing volume of bad loans of financia
indtitutions, and to alesser extent the volatility of interest rate.

Increase in banking spread should, however, be interpreted with caution. In pre-reform period,
interest rates were controlled from both sides, with the floors on deposit rates and ceilings on lending
rates. Their widening after the reforms largely indicated the change from a repressed to a liberdized
interest rate regime. In addition, computed weighted average lending rates do not reflect the true
market rate and have downward bias. Since the share of this concessional credit in total credit to
private sector has gone down substantially from 44.2 percent in the beginning of 1990sto 31.4
percent a end June 00, the smple comparison of weighted average lending rates over the decade
might be mideading.

Interest rate spread is comparatively a better Table66: Indicators of Financial Efficieng

measure than the banking spread, becausethe , Concessionary credit

former takes into account lending as well as Bankingspread 595 of total credit

investment whereas the latter does not (see 90 24 4.0

Section 3.2.3). Nevertheless, interest rate ol 48 455

spread also widened from 4.0 percent in 1990 to Yoo 6.9 448

4.5 percent in 2000, showing that the reforms 93 79 475

did not succeed in increasing the efficiency of Fro 75 459

banking sector. Y5 75 439
FY9% 7.9 408

6.3.2 Credit Allocative Efficiency FYo7 7.8 381

The credit dlocative efficiency can be assessed Fros 8.8 218

by the share of concessiona and mandatory Fy99 8.3 B4

credit in the private sector credit, and Y00 8.1 314

diversification of asset portfolio. There are two Averages

dimensions of portfolio diversification: (1) by e iz 57

economic sectors like industry, agriculture, etc.; oo o . 489

and (2) by different economic agents like e 6.8 455

government, public sector enterprises, private 109500 8: ) 35:7

sector, etc.

Concessional and Mandatory Credit
An increase in the share of concessionary and mandatory credit leads to an increase in the shadow
cost of intermediation to banks. The mandatory credit discourages market forces to determine the
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alocation of resources while concessionary credit deprives the banking ingtitutions of earning market
rates of return. Thus in both cases, distortions in the market mechanism are created and efficiency is
log. A decline in the share of concessionary and mandatory credit, on the other hand, indicates
improvement in the dlocative efficiency of credit. It shows that the banks are giving more loans to
those sectors, which offer competitive rates of returns. The average share of concessionary and
mandatory credit in the total private sector credit declined from 58.7 percent during 1980-85t0 35.7
during 1995-00 (see Table 6.6). Although the performance of banking system in Pekistan is
admirable in this regard, share of concessiond credit is dill too high.

Sectoral Distribution of Credit

Efficient dlocation of credit also requires diversfication of asset portfolio. Concentration of credit in
few sectors of the economy makes the financial sector vulnerable to the performance of these sectors.
Financia reformsin Pakistan did not appropriately address this problem. In total credit, the share of

large-scale manufacturing sector, which was Table 6.7: Allocation of Credit Among Different Sectors
highest in the prereform period, further and their Sharein GDP
increased during later half of 1990s (see Table A. Percentagesharein total aredit - Syear average
6.7). It isworth noting that the share of ‘ 1960-85 1985-90 1990-95 1995-00
manufacturing in real GDP is less than that of Agriculure, forestry, & ez z22 2he
agriculture but its share in banks creditismore ~ MiNng & quamying t4 101219
than twice compared with the credit share of BT A Al czs el
agriculture. Declining share of agriculturein olw
banks' credit also has unfavorable implications g S A
for the heelth of overal economy. CE e & 4y BE GR
Construction 26 33 2.4 1.8
During the pre-reform period, agriculture sector ~~ Beiay. gsésnitay 55 53 53 2
was receiving m&hdaory and concessiond Commerce 214 20.7 19.4 14.9
credit to fulfill its needs. However, after the Transport, storage & 8 L3 - it
introduction of reforms, banks failed to communications : : : g
substitute the concessionary and mandatory Sarvices 3.8 11 12 12
credit with the credit on commercid basis. It Oters 58 6.3 8.0 8.0
was largdy due to: (1) inability of commercia B. Percentage shares of setorsin real GDP -5 year averages
banks to introduce new financid instruments Agriculture, forestry, & 89 263 %50 258
for the agriculture sector where credit risk Mining & quarrying 0.4 0.5 0.5 0.5
management required a different type of Manufecturing 16.0 17.2 18.1 16.8
goproach vis-avis industry and commerce; (2) Construction 4.3 4.2 4.1 3.7
lack of commercialism and competitiveness on Electricity, gas & sanitary 23 28 36 42
the part of agriculturdists; (3) legd SEVIOS
impediments such as a dlear land title and e sorege & 182 A8e e el
difficultiesin collateral enforcement; and (4) TR s 9.9 9.8 100 100
presence of sizeable informd financia markets Cthers 199 201 201 208
in the agriculture sector.

Looking at Table 6.7, construction seemed to be an underserved sector, as its credit share remained
significantly lower than its share in GDP. Since construction sector includes loans and advances for
buildings, roads, harbors, water channels etc., declining share of credit may have adverse implications
for the economy as awhole. Within construction, it is difficult to specify the share of housing sector,
asit is merged with loans and advances for kuildings. However, besides the banking sector HBFC is
aso catering to the credit needs of this sector.

User Digtribution of Credit
There was only anomina change in the share of users, in the credit of scheduled banks during the
past decade (see Table 6.8). In terms of alocation of resources, it can be argued that larger the share
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of private sector in credit, more efficient will be the dlocation. The financia reforms of 1990sdid
not succeed inthisregard as no noteworthy reallocation of resources took place during this period.

Table 6.8: Allocation of Gross Domegtic Credit among Different user Groups (Shares)

Scheduled banks credit SBP credit Gross domestic credit
Government PSEs Privatessctor [Government  Private* | Government PSEs  Private sector

Fy82 335 11.3 553 81.9 181 46.6 8.2 452
Fy83 33.2 126 54.2 85.0 150 48.4 8.9 27
Frsa 26.8 115 61.7 85.3 147 44.9 7.9 47.2
FY85 251 114 635 85.5 145 45.0 7.6 474
Fr86 23.0 11.3 65.7 83.2 16.8 40.8 7.9 513
Fr87 23.2 8.0 68.8 80.2 19.8 38.8 5.8 55.4
Fr8s 29.6 6.8 63.6 81.0 190 43.8 4.9 513
FY89 27.8 5.3 66.9 80.5 195 42.6 3.8 53.6
FY90 24.4 5.0 70.6 82.1 179 415 35 55.0
FYol 27.6 4.3 68.1 829 17.1 435 3.1 534
FY92 318 4.4 63.8 92.6 74 48.6 3.2 48.2
FY93 34.0 3.4 62.6 92.2 78 49.8 2.5 47.7
FY94 36.3 3.1 60.6 90.3 9.7 48.6 2.4 49.0
FY9%5 34.4 35 62.0 89.7 103 47.2 2.7 50.1
FY 96 36.2 3.7 60.1 90.1 9.9 48.8 2.9 483
FY97 35.6 4.6 59.7 92.0 80 49.2 3.5 47.3
Fy98 38.1 5.2 56.8 91.1 89 48.3 4.2 47.6
FY99 33.7 51 61.3 89.8 10.2 48.3 3.7 480
FY00 29.3 6.2 64.5 93.1 6.9 51.6 4.0 44.4
Averages

FY80-86 29.6 117 587 84.4 15.6 46.2 8.2 456
FY85-90 25.6 7.3 67.1 814 18.6 415 5.2 533
FY90-% 32.8 3.8 634 89.5 105 475 2.8 49.7
FY95-00 34.6 5.0 60.5 91.2 88 49.2 3.7 47.1

* credit to NBFIs

6.4

Impact on Domestic Debt M anagement
Objectives of the debt management reforms, undertaken from the beginning of 1990s, were to
rationdize the cost of domestic debt servicing over the long run, eiminate segmentetion in
government debt market, establish a market based rate of return structure for government securities,
and provide a supporting environment for reorientation of monetary policy from direct towards

indirect monetary control.

In order to achieve the aforementioned objectives, important steps undertaken included: (1) replacing
the tap system of sale of government securitieswith that of auction; (2) establisrment of 3-Day repo
window inlieu of discount window ; (3) introduction of six-month market treasury bills and a long
term auctionable government paper ; (4) introduction of SBP purchase of T -bills a market determined
ratesin lieu of adhoc T-hills at only 0.5 percent; and (5) discontinuation of highly expensive Khas
Deposit Certificates (KDCs).°

6.4.1

Impact on Cost and Sustainability of Debt
At the start of reformsin the beginning of 1990s, both the level and cost of servicing were quite high,
alegecy that started in mid 70s due to introduction of costly national saving schemes and subsequent

6 For a comprehensive coverage of debt management reform measures, see section 2.2 of Chapter 2.
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unabated flow of resourcesin these. It was expected that various measures would help in stabilization
of domestic debt to a sudtainable level in the long run. However, interest costs as well as debt levels
continued to rise a afast pace in pogt-reform decade, abeit a a pace lower than that observed in pre
reform decade. Some of the measures taken in the early years of reform did succeed in decelerating
the interest costs, but others worked in opposite direction resulting in an unchecked increasein
domestic debt and servicing burden. Increasing burden of domestic debt from the pre to post-reform
decadeisshownin Table 6.9.

Table6.9: Burden of Domestic Debt
Burden in terms d GDP, which was 44.5

X i Prereform Beginning Pogt-reform
percent in FY 90, rose to 51.6 percent in FY 00.

FY80 FY8 FY0 FY% FYQ0

Burden in terms of revenue reveds a ill more Outstanding
worrisome picture. It was about two and ahalf  debtleves 597 1530  38L3 80767 16414
times the revenue in FY 90 and grew to over end period, billion Rupess
three times thetotal revenuein FY 00. As percnt of GDP
However, it must be acknowledged t the Domestic debt 255 324 445 429 516
outset, that thg domestic debt burden was P o a5 e amA
dready very high when reforms started, and the .

. . Floating debt 150 155 169 156 204
rates of increase in debt levels were extremely T 19 o1 61 119 210
high in prereform decade as shown in Table ' : ' ' '
6.10. As % of total revenue

Domestic debt 1552 1976 2401 2540 3058

Reforms had a favorable impact in decdlerating Pamanentdebt 344 476 621 913 605
the nomind aswell asred debt levels. The Hoating debt 911 944 913 925 1206
prereform decade of 1980s witnessed a per Unfunded det 297 556 867 702 1247

annum growth rate of 20.4 percent, whereas
post-reform decade of 1990s registered 15.7 percent per annum increase in domestic debt.

If welook a growth rates of components of domestic debt in Table 6.10, and compare first half of
post-reform decade with second half of pre-reform decade, a significant decline can be seeninthe
growth rate of unfunded debt from 26.2 percent to 10.2 percent.” This was due to the discontinuation
of Khas Deposit Certificates (KDCs) from February 1990, which accounted for about 68 percent of
unfunded debt as on end June 1989. However, this deceleration could not be sustained in the second
half of post-reform decade due to introduction of Specid Saving Certificates and Accountsin FY 91
and Regular Income Certificates in FY 94, and upward revision in rates of return on these and other
saving schemes in second half of post-reform decade. Failure of reforms, as far as unfunded debt is
concerned, was due more to their effective reversal just after the successful measure of
discontinuation of KDCs®

Indicators of the servicing burden of domestic debt are shown in Table 6.11. At the start of reforms
in FY90, servicing kurden was 4.3 percent of GDP and 23.2 percent of revenue, which could hardly
be labeled as sustainable. After five years of reform process, servicing burden increased to 4.8
percent and further five years down the road to amost 7.0 percent in FY00. In terms of debt
components and burden on GDP, a success could be discerned, again in unfunded debt, whose
servicing burden declined from 2.0 percent to 1.3 percent during first five years, due to the reasons
described above, but later increased to 2.8 percent of GDP in FY 00 because of effective reversa of
reformsin nationa saving schemes.

" Domestic debt is categorized in Pakistan into permanent, floating and unfunded. Permanent debt can also be labded as
longterm debt; floating debt as short-term debt; and unfundedcan aso be labeled under another name. The word
‘unfunded’ seems superfluous, but usedtraditionally.

8 The possibility that ceiling on government borrowing from the banking system, under IMF conditionality, might have
forced the government to reverse these measures, can not be ignored.
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Table6.10: Expansion Rates of Domestic Debt

percent per annum
Prereform period Pogt-reform period
I half 2™ half 1980-0 1% half 2" half 199000
1980-85 198590 1990-%B 1995-00
Nominal debt
Domedtic debt 20.7 20.0 20.4 16.2 15.2 15.7
Permanent debt 22.7 218 222 241 2.3 12.6
Floating debt 158 14.7 15.2 15.2 171 16.1
Unfunded debt 304 26.2 28.3 10.2 24.6 17.1
Real debt
Domestic debt 11.3 129 121 45 6.8 5.6
Permanent debt 131 145 138 116 -5.2 2.8
Hoating debt 6.8 7.8 7.3 36 8.5 6.0
Unfunded debt 20.3 18.6 19.4 -09 15.4 6.9

Although a part of negative impact on burden and servicing of unfunded debt could be attributed to
effective reversal of measures related to NSS, rest of the measuresdid contribute negatively. Reform
measures taken in respect of permanent debt and floating debt played an important role in worsening
the servicing debt burden (see Table 6.11). Servicing burden in terms of GDP, for permanent debt
rose from 1.3 percent in FY'90 to 1.9 percent in FY 00 due to introduction of Federd Investment
Bonds a very high coupon rates, whichcontributed to increase the effective interest rate on

permanent debt from 11.5 percent in FY 90 to 18.6 percent in FY00.° It may be noted that comparable
10-year Federa Government Market Loans were being issued through subscription a around 10.5
percert per annum before the introduction of FIBs.

Table 6.11: Servicing Burden of Domesgtic Debt

Prereform years Beginning Pogt -reform years
FY80 FY85 FY90 FY% FY00
Nominal debt costs
As percent of GDP
Domestic debt 11 2.3 4.3 4.8 7.0
Permanent debt 0.4 0.7 1.3 1.8 1.9
Floating debt 0.3 0.4 0.7 0.8 15
Unfunded debt 0.3 1.0 2.0 1.3 28
As percent of total revenue
Domestic debt 7.0 138 23.2 28.6 41.3
Permanent debt 24 4.2 7.1 10.6 112
Floating debt 2.1 25 35 5.0 9.2
Unfunded debt 1.6 6.0 10.7 7.9 16.8
As percent of debt levd
Domestic debt 4.5 7.1 9.6 11.3 135
Permanent debt 7.0 9.0 115 116 18.6
Floating debt 2.3 2.9 3.9 5.4 7.6
Unfunded debt 5.4 116 12.3 11.3 135

Note: Domestic debt includks interest payments on provincia and other obligations.

Similar isthe case in repect of servicing burden for floating debt in terms of GDP, whichrose from
0.7 percentin FY90 to 1.5 percent in FY 00 due mainly to the replacement of tgp T -hills (with yidd of
6 percent), to auction T-hills (with yields ranging from 8 to 17 percent), and also due to replacement
of adhoc T -hills held by SBP (at ayield of only 0.5 percent) to auction determined yields. Effective

9 FIBs carried coupon rates of 13, 14 and 15 percent respectively for bonds of three, five and ten-year maturities.
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interest rate on floating debt rose from 3.9percent in FY 90 to 7.6 percent in FY00. Expansion rates
of domestic debt servicing are shown in Table 6.12.

Table 6.12: Expansion Rates of Domestic Debt Servicing

percent per annum
Prereform decade Pog-reform decade
1% half 2 half Full 1 half 2" half Full
1980-85 198590 1980-0 1990-95 199500 199000
Nominal debt costs
Domedtic debt 317 28.1 29.9 19.8 195 19.7
Permanent debt 28.2 285 28.3 24.3 12.4 18.2
Floating debt 19.1 23.6 21.3 230 255 24.3
Unfunded debt 49.6 29.5 39.2 8.3 29.0 18.2
Real Debt Codts
Domestic debt 214 20.4 20.9 7.8 10.8 9.3
Permanent debt 18.2 20.8 195 11.8 4.2 7.9
Hoating debt 9.8 16.2 13.0 10.6 16.3 134
Unfunded debt 38.0 218 29.6 -2.6 19.6 79

A dedineis vishle both in expansion rates of nominal and real domestic debt servicing, from pre
reform decade to post-reform decade. However, in case of floating debt, rates of expansion for
nominal aswell asreal cost went up from pre-reform to post-reform period.” Increasing burden of
domestic debt and its servicing in the post-reform decade affected the fiscal account adversely. Table
6.13 presents fiscal indicators for selected prereform and post-reform years. It is difficult to spot any
improvements except for the appearance of surplusin primary balance.

All other indicators, both as percentage of GDP and revenue, show either a continuous deterioration,
or a best no improvement at al. Budget deficit in terms of GDP in FY 00 stood dmogt & the ssame
level asthat of the beginning of reforms. In terms of revenue it had deteriorated alittle. Revenue
deficit has worsened, indicating the increasing reliance of government to finance its current
expenditure. A declining trend is darmingly visible in development expenditure, and a perverse
increasing trend in interest expenditure. Government was spending alittle over one-third of its
revenues on development, and a little less than that on interest payments at the beginning of reforms.
However, in FY 00, it ended up paying dmost one-half of revenues asinterest on accumulated debt
and less than one-fifth on development expenditure. Interest expenditure rose to 8.3 percent of GDP
in FY 00 from 5.5 percent of GDP in FY 90, which forced the government to reduce development
expenditure. Revenue effort did not improve, due to difficulty in implementing fisca reforms, and
debt management reforms pushed interest expenditure on upward direction, with disastrous
consequences amply, reflected in various fiscd indicators.

Interest expenditure on total public debt as percent of GDP has shown phenomena growth over the
period FY 80 to FY 00 increasing from 2.1 percent to 8.3 percent of GDP (see Table6.13 and Figure
6.7). However, it isimportant to take notice of the fact that dmost dl of the increase in interest
expenditure is brought about by increase in interest payment on domestic debt, which shot from 1.1
percent in FY 80 up to 6.7 percent in FY00. Contrary to the popular view, interest expenditure on
externa debt has shown little increase during the same period, from 1 percent to 1.4 percent of GDP.
During the decade of 1980s as well as 1990s, comparatively higher rates of return on domestic debt
weremainly responsible for the growing trend in total public debt. Furthermore, during 1990s as the

0 High government borrowing from the banking system through T -billswas mainly responsible for acceleration in floating
debt.
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sources of concessiona externa borrowing

! - ) ’ Figure 6.7: Interest Expenditure (as % of GDP)
dried up, a heavier rdiance on domestic debt
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sources was witnessed. 9
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further mounting pressure on domestic debt servicing. Pekistan's experience is not unique in this
respect. Cole and Slade (1999) have shown that premature liberdization of government debt markets
in less developed countries does not lead to fiscal restraint, rather it becomes easier for these countries
to get into trouble through rapidly rising interest expense on domestic debt.™

Table 6.13: Fiscal Indicators

Prereform Years Beginning Pog-rform Years
FY80 FY85 FY90 FY% FYQ0
As percent of GDP
Totd revenue 16.2 16.4 18.6 169 16.9
Totd expenditure 230 24.7 259 228 234
Interest expenditure 21 35 55 52 8.3
Norinterest expenditure 20.9 212 204 176 15.0
Current expenditure 138 17.7 19.3 184 204
Deve opment expenditure 9.2 7.0 6.5 44 3.0
Budget deficit 6.2 78 6.5 5.6 6.5
Revenue deficit 24 13 0.8 15 33
Primary defidt 40 43 11 0.4 (19
As percent of total revenue

Totd expenditure 141.9 150.9 139.6 1347 1385
Interest expenditure 132 214 294 306 495
Norrinterest expenditure 128.7 129.6 110.2 104.1 89.0
Current expenditure 85.3 108.2 104.3 108.8 120.7
Development expenditure 56.6 27 353 259 17.8
Budget deficit 381 475 353 331 385
Revenue deficit (147) 82 43 88 19.8
Primary deficit 249 262 5.9 25 (110

Note: 1. Figuresin parentheses indicate a surplus in the corresponding yesr.
2. Net lending to PSEs has been induded in Current Expenditure.

Mounting of domestic debt and rising servicing burden can be attributed to the improper sequencing
followed in design and implementation of economic reforms. Within the broader set of economic
reforms encompassing the redl, financid, fiscal and trade sectors, the supply side reforms may

I Cole, David C. and Betty F. Sade, “ Premature Liberalization of Government Debt Markets” , Conference paper for
Research workshop “Financia Liberdization: How Far? How Fast?’, World Bank, March, 1999.
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precede others (as was witnessed in case of Pakistan in early 1980s) and the fiscal reforms should
precede financid reforms. However, opposite sequencing was followed in case of Pakistan with
regard to the latter. Among the financial and fisca reforms, and within the financial sector reforms,
liberdization of domestic debt is, perhaps, the easiest to implement. Main and direct stakeholders of
domestic debt reforms are only four -- government, central bank, commercid banks, and non-bank
financia inditutions, with the latter three as beneficiaries. Government is the loser, so is the private
sector, which isonly an indirect stakeholder, but also deeply affected by the reform process. Fiscal
reforms are the hardest to implement affecting amost every agent in the economy. Neglect of fiscd
refor?;s intheinitial stages of financia reforms proved disastrous for fisca deficits and domestic
debt.

Administrative exigencies, and implementation of conditiondities under various agreementswith
IFls, rather than a carefully chalked out plan of reforms, were perhaps the overriding factors that
resulted in the implementation of debt management reforms. These reforms failed in dmost every
objective except that of providing supporting environment for reorientation of monetary policy from
direct to indirect control. Cost of domestic debt seemed to have been escdated instead of being
rationdized. Segmentation from government debt market could not be eliminated, athough reforms
did succeed in establishing a market-based yield structure of government securities.

6.5 Impact on Reorientation of Monetary Policy

One of the objectives of debt management reforms, supported by various ingditutiona and monetary
management measures was the reorientation of monetary policy away from direct control, towards
indirect control through market-based instruments. This reorientation triggered two important
changes. Firgt isthe increasing assertiveness of the SBP in initiating and implementing its monetary
policy, dbet within the framework of Annua Credit Plans, and second is the significant ateration in
monetary policy transmission mechanism.

6.5.1 Impact on SBP’s Conduct of Monetary Policy

Effectiveness of acentral bank depends on its professona competence and independence in the
conduct of monetary policy. Professional competence largely depends on quality of its human
resources in the areas of banking, finance, economics and management. Independence can bein god
setting, or target independence, if central bank fixes for itsdf the monetary policy target, which is
usualy inflation; or it can be operationally independent, if central bank is free to use its indruments
independently to achieve atarget set outsde centra bank. Independence in decison-making can
come from law, practice, or both. A centrd bank can be de facto independent, because of tradition,
without being de jure independent. On the other hand, it is possible for a centrd bank to be de jure
independent but def acto not independent. This Situation can arise because of three interrelated issues:
first relates to operationa independence in managing its own currency, second to operationd
independence in managing its foreign exchange reserves, and third, to financing arrangement between
itself and the exchequer.

I ndependence encompassing above three issues can come from a combination of legidative aswell as
extralegidative processes. In the post-reform period, State Bank of Pakistan has made tremendous
strides in the first two. In the prereform period, monetary policy was largely subservient to
government’ s objectives of directed credit to priority sectors, with the highest priority given to the
government sector itsalf. Important monetary policy changes, like thosein SLR or CRR were
communicated to the SBP by Finance Divison with SROs rather than initiated and implemented
through SBP Circulars. SBP was empowered to change these ingtruments only after its legidative

2 For further detail see Y agub, Muhammad, “Financial Sector Reforms in the Emerging Market -based Economies’,
Opening Remakes at the symposium of SEANZA Central Banks Governorsin Karachi, November 1994. Reprinted in
“Magjor Policy Issuesin Pakistan”, StateBank of Pakistan, 1998.
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independence in 1994, through amendmentsin SBP Act, 1956. In the beginning of 1995, another
important step, which strengthened the independence of SBP in its conduct of monetary policy was
that the auction cut-off decision was given to SBP. By that time, a supporting infrestructure in terms
of awell developed primary market of T-bills and afairly developed repo market in these bills and
FIBswaswdl in place. Monetary policy objectives, since then, are being achieved through changes
in SBP Repo Rate (discount rate), auctions of T-bills, open market operations and less frequent use of
CRR or SLR. SBPis now instrument independent in the area of managing its currency.

It is aso important to keep in mind that the exchange rate policy was exercised by the Government of
Pakistan through Foreign Exchange Regulation Act, 1947, both in prereform and post-reform period.
It was only in July 1999 when an amendment in the State Bank of Pakistan Act enabled it to purchase
foreign exchange from any entity in Pakistan, and after the unification of exchange rate in May 1999,
that SBP got the effective power to intervenein the interbank market of foreign exchange. After
remova of the cap imposed in floating inter -bank market, link of money market and forex market was
established and put SBP under pressure to defend Pak-Rupee through monetary policy measures.
Government can il take independent measures legally under Foreign Exchange Regulation Act

1947; however, the practice has dready been changed and SBP is teking al the measuresto control
foreign exchange reserves. Therefore, SBP is now de facto independent in managing its forex
reserves.

Third area of independence, which relates to direct financing arrangements between SBP and Ministry
of Finance, has not changed significantly in the post-reform period. An automatic system of
replenishment of federal government account is till in place, practicaly without any limits, through
the creation of treasury hills. Direct financing arrangements can weaken the independence easly. It
should aso be kept in mind that for countries having perennia budget deficits, direct financing
arrangemerts can not change in the short-term. Until and unless revenues of the government become
commensurate with its expenditure, legidative measures to contral direct financing may prove
fruitless.

In sum, SBP is now operationaly independent, both de jure and de facto, in managing its currency
and operationaly independert, (de facto but not de jure in managing its foreign exchange reserves.
Moreover, level of professona competence, which is required to assert independence in an effective
and useful manner, has also increased in the post-reform period through restructuring of its
departments, merit based recruitment and training of its existing human resources.

6.5.2 Pre-reform Transmission Mechanism

Monetary transmission mechanism (see Box 6.1), prior to reforms, was largely determined by the
ingtruments of direct control. Statutory liquidity requirement determined the alocation of credit
between the government and private sector supported by the system of bank-by-bank credit cellings.
Monetary policy set in Annud Credit Plans worked its way mainly through availability of credit,

while interest rates played a secondary role because of various controls on lending as well as deposit
rates. Indirect instruments like discount rate, cash reserve requirement and open market operations
were not relied upon because of lack of awell-functioning market for government securities. Directed
and subsidized credits were used to promote various activities in agriculture, industry and export.

The result of these direct control measures was that although sectors like agriculture and
manufacturing were given priority, the distribution of credit within them was not commensurate with
their demand. Thus, the scope of monetary policy had been limited and macke ineffectivein
simulating activitiesin al sectors of the economy. The priority sectors became more and more
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Box 6.1

Monetary Transmisson Mechanism

One of the most important objectives of any central bank isto maintain price stability without jeopardizing the growth
and employment prospects for the economy. The effectiveness of amonetary policy requires the impact of policy
changes to be felt on macroeconomic variables like consumption, investment and net exports. | mplementation of
monetary policy, through any or a combination of its instruments triggers a chain of reactions, or impacts, in various
sectors of the economy. These impacts can be felt only if arobust transmission mechanismis present. Immediate
impacts become visible in the financial markets, especially in money market. Later reactions work through banks,
non-bank financial ingtitutions, firms and households and end with an effect on the price level, after having transient
effects on growth and employment. This chain of reactions, or impacts, is known as the transmission mechanism of
monetary policy.

Various channel's have been explored and discussed by the economists both theoretically and empirically, mainly in
the context of developed countries. These channels can be divided into four groups, namely, money channel, credit
channel, exchange rate channel and asset price channel.

Money channel
Itisalso known astheinterest rate channel, as a chain of reactionsis stimulated after achangein the interest rates.

Major components of GDP, i.e., investment and consumption expenditures are affected by achangein interest rates.
A strong interest rate channel, with significant intered rates effects on consumer spending and investment is
empirically found to be present in industrial countries® This channe is usually wesk in developing countrieswith
shallow financial sectors.

Credit Channel

The credit channel works through the bank lending operations and balance sheet effects? It is suggested that open
market sales by acentra bank drain reserves and, hence, limit their ability to make loansand vice versa. A fal in
loans from banks reduces the credit availability in the market, thereby reducing investment expenditure and aggregate
demand. The balance sheet effect, on the other hand, is the result of direct and indirect influence of monetary policy
on the balance sheet of aborrower. Both the direct and indirect effects lead to two results. First, adeclinein net cash
flow of afirm, asaresult of an increase in outstanding short-term debt ensuing from an increase in interest rates.
Second, an increase in interest rates shrinks the asset prices, thereby reducing the value of the collateral. The credit
channel, however, is not supposed to be a distinct channel but is regarded as a set of factors shoring up the interest
rate effects.

Exchange Rate Channel

Exchange rate channd is the standard effect of a change in monetary policy through interest rates on exchange rate
and, therefore, on net exports and aggregate demand. An increase in money supply lowers the interest rates and
depreciates the domestic currency. The lower value of domestic currency makes foreign goods more expensive,
thereby promoting domestic production. Thisincreases net exports and aggregate output leads to increase in average
pricelevel.

Asset Price Channel

T hisworksthrough two channels: first, the Tobin’s g theory of investment and second, the wealth effects on
consumption. Tobin's g theory provides a mechanism through which monetary policy affects the economy viaits
effect on the vauation of equities. The wealth effect, on the other hand, is based on Modigliani’s famous life cycle
consumption model. Thismodel suggests that the lifetime resources of consumers, which are made up of human
capital, real capital and financial wealth, determine consumption spending. A major component of financial wedlthis
common stocks. When stock prices fall, the value of financial wealth decreases, thus decreasing the lifetime
resources of consumers, and consumption should, accordingly, fall.

1See John B. Taylor, “The Monetary Transmission Mechanism: An Empirical Framework.” The Journa of Economic Perspective,
Voal. 9, No. 4, Fdl 1995.

2See Ben Bernanke and Mark Gertler, “Inside the Black Box: The Credit Channel of Monetary Policy

Transmisson.” The Journd of Economic Perspective, Vol.9, No.4, Fall 1995.
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dependent on concessionary financing, and lethargic in generating their own resources. These
concessiond funds tried to make them artificialy competitive and hence hindered improvement in
their efficiency. Any change in the concessond rates or the availability of credit through such direct
measures had a direct bearing on the economic activity through changes in direct investment
expenditures or net exports. Since the economy was not open for foreign portfolio investment and
domestic portfolio investment was limited, credit controls had little effect on portfolio investment.
On the other hand, banks were aso tied up for lending to specific sectors, which limited their efforts
to achieve optimal credit alocation and compromised their carefulness in credit distribution, resulting
in increasing bad loans.

In short, pre-reform transmission of monetary policy was taking place primarily through credit
channd but without the efficacy of interest rates, which were controlled. Exchange rate channel was
also working, but not through interest rates. Impact on net exports was coming through the changes
made in the exchange rate independently of interest rates. Money channel and asset price channd
were amost non-existent. Figur e 6.8 shows the pre and post-reform transmission mechanism.

6.5.3 Pogt-reform Transmission Mechanism

The financial sector reforms initiated in FY90 with the objective of transforming the exigting financia
structure from a controlled regime to a market-based system, has had a deep impacton the
transmission mechanism of monetary policy. A diversion from direct to indirect control, dongwith
the opening up of the externa sector and a market-based exchange rate regime, has made the task of
monetary policy al the more complicated, especidly given the voldility in exchange rates. However,
the digtribution of resources is becoming more redigtic and banks are becoming more independent in
their credit dlocation decisons. After the introduction of financia sector reforms, the effects of
monetary policy changes through interest rates were not so visible since the credit market was
controlled through the ceilings and then credit-deposit ratio (CDR) till September 1995 while the
exchange rate was on managed float.

After the removal of caps on maximum lending Figure 6.9: T-bill and Lending Rates
rates of banks and NBFIsfor trade related
modes of financing in March 1995, and for

= 6-month T-bill rates

W.A. Lending rates

project financing in October 1995 along with 20

the abolition of CDR, the changesin interest 18

rates have become al the more important. 16 =
Consequently, the earlier mode of transmission = 14 / \ / V\w\'\\r\. N
through credit channel underwent a 3 ,___,.J ] \A WA
transformation to reflect increasing efficacy of 8 12

interest rates in influencing volume of bank 10 V™
lending. In this context, the effects of changes 8 \ I
in SBP 3Day Repo Rate and the T -hill rates N~
ae being increasingly reflected in Gg L g 5 8 2 8
corresponding induced changes in lending rates 3 = 3 3 3 3 3

of commercid banks -- dbeit, with lags and

diluted by the perceived notions of the market
about persistence of these changes. Figure 6.9 shows that despite a sharp hike in T-bill rates during
the firgt haf of the 1990s, commercia lending rates did not change much. In the second half,
however, fdl in T-hill rates have been followed more vigoroudy by the commercid lending rates.
Figure 6.9 aso shows that it is the persstent or durable changesin interest rates that are transmitted
to lending retes.
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Figure 6.8: Transmission M echanism of Monetary Policy in Pakistan
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The change in exchange rate regime to a free float in July 2000 aso defined a new chain of
transmission. A changein short-term interest rates began to affect the exchange rate and vice versg,
cresting additiond voldility in exchange rate induced by varigbility in very short-term interest rates.
Consequently, during the recent episodes of exchange rate volatility, monetary operations have been
extensively used to bring stability in foreign exchange market. Exchange rate channd is, therefore,
fully functional now viathe interest rates, athough the inflation passthrough effects and net export
effects were, of course, strongly present earlier.

In developed countries, monetary policy has a strong influence on the capitd markets. A changein
theinterest ratesis keenly followed by achangein stock prices. This relationship, however, is not so
strong in the developing countries. Thisis due to the reason that equity markets are not yet well
entrenched in the domestic investment culture In Pakistan, the capital market is accessible, largdly,
to big companies, and to asmall fraction of the population living in big cities. Moreover, people have
little knowledge about capitd markets. Although monetary policy changes are not reflected directly
on the stack prices, they do have awesk relationship through the badla rates.™

Other avenues of investment for public include real estate, gold, and government securities.
Government paper is an attractive option for genera public and is considered to be the safest
investment with high returns. Since the differentia between return on government paper and bank
depositsis quite high, asmdl change in interest rates hardly initiates a substitution of government
paper with bank deposits and vice versa. Asaresult, government expenditures are rarely affected
through this channel. Similarly, other assets like red estate or gold aso have aweek relationship with
theinterest rates.

With the increasing trend in consumer banking, banks have been moving towards financing of
consumption expenditures especialy of durables. Housing finance, credit cards and persona loans
are becoming more popular and, quite obvioudy, these financing activities are affected by changesin
the interest rates. So far, banks have been offering such finances at relatively higher rates and only a
nedigible fraction of the population is having benefit of these credit schemes. Still, other sources like
personal savings and loans from close relatives or friends are used for the purpose of durable
purchases. Therefore, it is believed that the effect of changesin interest rates on such expendituresis
not so significant.

To regp the full benefits of a market-based financia sector in simulating growth in the economy, we
ill have to go along way. Financid sector deepening is the only way to achieve this, but it will
require a change of mindset of the public in favor of financid savings, and expansion and
modernization of the financia services.

6.6  Impact on Banking Supervision

A cruciad set of reforms that started to have asignificant impact on banking industry, was initiated
quite latein 1997 in the reform process. Impact of many of theseis yet to be redized due to the
medium to long-term nature of their objectives on the one hand, and inherent complexities and
dynamics of ingdtitutiona reforms, on the other. These reforms encompassed not only the ingtitutiona
strengthening and restructuring of banks and DFIs, but also those of supervisory authorities (see
chapter 2).

After the regulatory and supervisory powers of SBP were consolidated by dissolving the Pakistan
Banking Council in May 1997, disclosure standards for banks and NBFIs were revised by SBPin
August 1997 to bring them in conformity with Inter national Accounting Standards, and consequently

B Badlais an informal source of financing, widely used in Pakistan's stock exchanges. For detail see page 109, Annual
Report 2000-2001, SBP.
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Box: 6.2: CorePrinciplesfor Effective Banking Supervision®

Basel Committee on Banking Supervision has prepared a set of twenty-five core principles, after years of consultations
and deliberations with banking supervisorsin every part of the world. These principles were released in September

1997 and the Basel Committee encouraged the supervisory authorities throughout the world to endorse the Basel Core
Principles. These principles set out minimum requirements that need to be complied by a supervisory system to be
effective. In many cases, minimum reguirements may need to be supplemented by other measures designed to address
particular conditions and risksin the financid systems of individua countries. The twenty-five Core Principles are
categorized into seven mgjor aress.

Preconditions For Effective Banking Supervison — Principle 1

The first principle emphasi zes the need for having clear objectives and responsibilities for every supervising agency of
banking organizations. It further highlights the need for having a suitable legal framework and arrangements for
sharing information between supervisors. Operational independence for supervising agencies has also been highlighted
inthefirst principle.

Licensang and Structure — Principles2to 5

These principles delineate the importance of having a standard licensing process by the authorities for establishment of
banks and limiting the use of word ‘bank’ to prevent confusion amongst depositors. The licensing process must include
an assessment of ownership structure, management, operating plan and projected financial condition. Supervisors must
have the authority to review major acquisitions or investments by a bank.

Prudential Regulationsand Requirements — Principles 6 to 15

Focus of these principlesison the need for establishing a comprehensive system of risk management for banks.
Principles highlight the necessity of developing and enforcing prudentia regulations to monitor and minimize the risks
confronted by banks. Regulations relate to capital adequacy, asset qudity, loan loss provisioning, portfolio
concentration, connected lending, risk management and internal controls.

Methods of Ongoing Banking Supervision —Principles 16 to 20

These principles emphasi se the necessity of adopting both on-site and off-site supervision, with the latter based on
analysis of reports and return from banks, and the former on independent validation through on-site inspection and
regular contact with bank management. Supervisors must also be able to supervise the barking group on a consolidated
bess

Information Requirements — Principle 21
This principle points to the need for banks to maintain adequate records with consistent accounting policies and
disclose regular statements that truly reflect their financial conditions and profitability.

Formal Powers of Supervisors — Principle 22
This principle states that banking supervisors must have adequate enforcement and corrective action powers including
recommendation to, or revoking of banking license.

Crossborder Banking — Principles 23 to 25
These principles highlight the need for supervising banks, both their domestic and international operations, on global
consolidated basis through cooperation of home and host supervisors.

1 Complete list of these principlesis repraduced in Annex 6.1

a CAMELS framework was adopted by SBP to assess their performance on the basis of off-site
aurveillance and on-site ingpection. Furthermore, SBP moved very quickly to implement the core
principles of effective banking supervision, or the Basdl core principles (see Box 6.2).

Implementation status of these principlesis shownin Table 6.14. Banks were also asked to comply
with the core principles of banking, in addition to applying the system d risk-weighted capitd
prescribed by the Basd Committee.

Foreclosure standards of banks have considerably improved since then. All four nationdized
commercial banks are now largely compliant in terms of having rdiable financid statements and
evauating asset quality; three are largely compliant in managing country and transfer risk; and two in
managing market and dl materid risk, having adequacy of internd controls and MIS to identify
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concentration, and in knowing their customer rules. Two privatized banks are in compliance with all
of the above core principles, so do a greater part of private banks. Only three, out of 39 banks had
lower than 8 percent capita to riskweighted assets ratio by the end of 2000. Banks and NBFIs were
a0 asked to get themsalves credit rated by 30" June 2001 and by now, out of 80 financid
ingtitutions, ratings of some 50 banks/NBF s have been completed.

Table 6.14: Basd Core Principles Implementation Status

Satus* CorePrinciples

Compliat 1 2 4 7 10 16 17 18 19 21 22 23 24 25
Largely compliant 3 5 6 8 9 12 14 15

Materialy non-compliant 1 13 20

Non-compliant Nil

* Compliant- essentid criteria met without any dgnificant defidendies Lagdy compliant-- essentid  criteria met with minor
shortcomings, Materidly non-compliant- sufficient short comings but substantive progress towards compliance; Non compliant- No
substantive progress towards compliance.

With the adoption of CAMELS framework by SBP in December 1997, and strengthening of its on-
steingpection and off-site surveillance capabilities, SBP had become more adept in finding the
weaknesses of banks and NBFIs, besides becoming proactive in taking concrete actions for their
resolution. Capahiilities of SBP in problem bank management have significantly improved after 1997.
For example, the board of directors and management of Bankers Equity Limited (BEL) were removed
in August 1999 by SBP under section 41-A and 41-B of Banking Companies Ordinance, 1962, after it
was found guilty of mismanagement, concealment of information, falsification of the balance shedt,
mis-reporting of datato SBP, provision of loan without proper securities, writing-off of loans without
adhering to the due process, failure to comply with instructions of SBP etc.

SBP made interim arrangements for prudent management of BEL during its petition in Sindh High
Court and subsequent order for winding-up of BEL and appointment of an officid liquidator in April
2001. Depositors of BEL were dlowed to withdraw a maximum of Rs.100,000 against their
investment from October 1999. In February 2000, it was decided that depositors be paid principa
amount in phases on the basis of recoveries in each quarter. Subsequently, principa amount was paid
to dl such depositors whose total investment with BEL did not exceed Rs 10 million, and only 33
depositors with larger baances remained unpaid.

Similarly, quick resolution action was taken with regard to Indus Bank Limited (IBL) &fter on-siteand
off-dite surveillance system of SBP reported unsatisfactory state of affairs. The license of IBL was
cancelled on September 21, 2000 and it is now in the process of liquidation. Supervision system of
SBP dso found Prudential Commercia Bank Limited (PCBL) operaing in a highly questionable and
nortransparent manner. In view of thisimprudent 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,
which commenced operation with a new name “ Saudi-Pak Commercial Bank” on 20" September
2001.

Above examples eucidate the increasing quality of off-gite surveillance by SBP suppemented with
in-depth probing through on-site ingpection. Human resource quality of SBP ingpectors has
considerably been improved through extensive training. With the creetion of asubsidiary - State
Bank of Pakistan Banking Services Corporation (SBPBSC) -- SBP will be able to concentrate more
on its core functions of banking supervision and regulation, monetary policy and research, and foreign
exchange and debt management. Capacity of SBP islikdly to further improve in near future with
regard to its core functions.
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6.7  Impact on Non-performing Loans
Non-performing loans (NPLs) of financid institutions continued to mount throughout the decade,

from Rs 66.1 hillion in December 1990 to Rs 271.4 hillion in December 2000. However, their annud
average rate of increase has come down from 17.4 percent during the first seven years of the decade to
10.1 percent during January 1998 to December

2000. Asshownin Figure6.10 theratio of Figure 6.10: Non-performing L oans
NPLs to gross advances has also been T P21 gross adv. (RHS) Grossadvances
gradudly increasing, except for atemporary 1400 28
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of the most crucia set of reforms as aready

explanedin Section 6.6. Adoption of avigorous standard of loan classfication in 1997, and their
gtrict enforcement by SBP first caused atemporary rise in the volume of NPLsin FY99. Prior to that,
some of the public sector banks and DFIs were reporting only default or overdue position of their

Table6.15: Volume and Concentration of NPLs*

billion Rupees

1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000
All banks & NBFIs 66.1 67.3 74.9 1011 1305 1426 1723 2034 2135 2637 2714
All banks 411 46.8 50.3 71.2 86.5 949  106.7 1309 1343 1700 1736
Stateowned banks 39.0 44.8 46.6 67.2 82.8 89.3 98.7 1200 1221 1523 1530
Private banks - - 18 15 1.7 24 31 a7 5.6 111 13.6
Foreign banks 21 2.0 19 25 19 32 49 6.2 6.7 6.6 7.0
NBFIg 25.0 20.5 24.6 29.9 4.1 47.7 65.6 724 79.1 93.7 97.8
DFls 22.8 175 20.9 25.2 38.2 39.6 56.5 62.3 68.0 80.0 83.4
HFC 0.6 14 2.0 2.7 3.4 43 53 6.3 7.6 8.6 9.3
Others 1.6 15 1.7 2.0 2.3 37 35 29 2.8 3.4 3.0

Sharein NPL s (percent)

All banks & NBFIs 100.0 100.0  100.0 1000 100.0 1000 1000 1000 1000 100.0  100.0

All banks 62.1 69.6 67.1 70.5 66.2 66.5 61.9 64.4 62.9 64.5 64.0
Stateowned banks 59.0 66.7 62.2 66.5 63.5 62.6 57.3 59.0 57.2 57.7 56.4
Private banks - - 24 15 13 17 18 23 2.6 4.2 5.0
Foreign banks 31 29 26 25 15 23 2.8 31 31 25 2.6
NBFIs 37.9 30.4 329 29.5 33.8 335 38.1 35.6 37.1 355 36.0
DFls 34.6 26.1 280 24.9 29.3 27.8 32.8 30.6 31.9 30.4 30.7
HFC 1.0 2.0 27 2.7 2.6 3.0 31 31 3.6 383 34
Others 2.4 2.3 22 19 1.9 2.7 2.2 19 1.6 1.9 1.9

memorandumitem
Stateowned Inditutions 96.9 97.1 95.0 96.0 97.1 96.0 95.2 94.2 93.9 92.6 91.6

L. Datafor Schedule banks and NBFIs are of end calendar and fiscd year respectively
2 Leasing, Modaraba and Venture Capital Companies are excluded due to non-availability of data
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NPL s instead of total outstanding amounts of such loans. This adjustment aone has added to the
volume of non-performing loans.

Although credit culture is changing very dowly, nevertheless, decrease in growth of NPLs and ratio
of NPLsto gross advancesin the last two yearsis encouraging. This trend shows that new loans are
being disbursed relatively more prudently; leading us to conclude that perhaps the ratio of NPLsto
gross advances has reached a plateau and thus likely to decline in future-albeit dowly. However, the
volume of NPLs may continue to rise in near future because the credit cultureis unlikdly to change
dramatically in ashort period of time.

Another reason that points to the likely continuation of decline in the ratio of NPLs to gross advances

is the structure of concentration of NPLs. Asshown in Table 6.15, state-owned banks and DFIs
together held 87.1 percent of total NPLsin FY 00. With the merger of the largest DFI, i.e., NDFC with
NBP, liquidation of BEL and restructuring plan of rest of public sector DFIs, new projectloaning is
less likdly to turn into bad loans. Capitd adequacy of state-owned banks is now much better than

earlier even after incorporation of full provisioning. Therefore, these banks are also likely to show
substantia improvement in their ratios of NPLsto gross advances in near future.

6.8 Financial Development in Peer Countries

Many of the problemsin the financia sector of Pakistan were common to other countries of
comparable development and financid sructure like India, Bangladesh, Sri Lanka, Philippines,
Maaysiaand Turkey. This section provides a short comparative evauation of transformation in their
macro-financia landscapes during 1990s. Comparison is based on two points in that period -- 1990
and 2000. Their macroeconomic environment is discussed first, followed by a comparison of
financia degpening and intermediation indicators.

6.8.1 Macroeconomic Environment

At the beginning of the decade, except for Maaysia, inflation was a serious chalengefor dl countries
of this group with Turkey having anomaoudy higher inflation of about 60 percent per annum (see
Table 6.16). Fiscd deficit was high in South Asian Countries. Philippines and Pakistan had severe
problems of current account imbalances compared with other countries. Foreign exchange reserves
positions were aso not very encouraging in most of the countries. Only Mdaysiaand Turkey had
high reserve positions among this group.

Table 6.16: Macroeconomic Indicators

Pakistan India Bangladesh ~ SilLanka  Philippines Malaysia Turkey
1990
GDP per cpita (USH) %16 389.1 194.4 4727 7207 2478.8 2,682.2
Inflation 9.1 9.0 61 215 13.2 2.6 60.3
Fiscel deficit 5.4 -76 na -7.8 35 2.9 3.0
Current acoount balance” -4.2 -2.2 -1.9 -3.7 6.1 2.0 4.7
Foreign exchange resarves ™ 0.3 12 0.6 0.4 0.9 9.3 6.0
Exchange rate (per USS) 21.8 181 3538 402 28.0 2.7 2,930.0
2000
GDP per capita (US$) 7.0 5607 264.9 8422 97.2 3840.1 3,024.7
Inflation 4.4 40 2.3 6.2 4.4 1.5 5.9
Fiscal deficit -5.9 4.7 - -69° 4.1 3.7 -12.2%
Current account balance” -0.4 0.7 -08 6.5 12.2 16.0° 4.8
Ford gn exchange resarves ™ 1.5 37 15 1.0 12.9 28.6 2.3
Exchange rdte (per US$) 58.0 4638 54,0 826 0.0 38 673380

* 0% of GDP, ** Billion US$,  # for 1999, (Source IFS year book 2001)
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At the end of 1990s, the macroeconomic indicators of these countries gave amixed picture of their
economies. Except for Turkey, inflation in al other countries was under control. Current account
balances were dso a sugtainable levels. However fiscd deficitsremained high and deteriorated over
the decade for mogt of the countries, especidly in Turkey.

6.8.2 Financial Deepening and I nter mediation

At the beginning of reformsin Pakistan, al countriesin the group, except for Madaysa, had shdlow
financial sectorswith alow M:to GDP ratio. Pakistan was close to theleve of financid depth as that
of India, but better than that of Philippines, Turkey, Sri Lanka and Bangladesh (Table 6.17).

However, even after a decade of far-reaching reforms, financia depth, in terms of M.to GDP rioin
Pakistan improved only marginaly from 39.2percent in 1990 to 46.5 percent in 2000 and itsrelative
position within the peer group worsened.

One of the factors that limited the degpening of financial marketsin Pakistan seemsto be the large
sze of informd financid and non-financia markets, which has not yet been addressed directly by the
financial sector reforms. Currency to GDP ratio isindicative of the size of informal economy.
Pakistan was the only country in 1990, which had this ratio & double-digit leve (i.e., 14.7 percent).
After a decade of reforms, the ratio has gone down only to 12.9 percent, gtill indicative of fairly large
size of informa economic sector. Interestingly, this ratio for India has gone up from 8.8 to 9.9
percent during this period, again indicating the presence of alarge informd financid and non-
financia sector in India

Table 6.17: Indicators of Financial Depth and Efficiency

percent

Pakisan India Bangladesh SrilLanka Philippines Malaysa  Turkey Median
1990 Vaue Country
M2 / GDP* 39.2 2.7 31.8 285 34.2 64.4 239 34.2  Philippines
Currency / M 376 20.7 128 241 16.8 14.6 12.1 16.8  Philippines
Currency / GDP 147 8.8 4.1 6.9 5.7 9.4 2.9 6.9 Silanka
Money multiplier 2.2 3 3.9 28 2.6 4.2 3.3 3  India
Demand depositst 61.3 17.6 175 254 8.9 21.6 311 216 Mdaysa
Time deposits 387 82.4 825 74.6 911 78.4 68.9 784 Madaysa
Credit to government? 485 494 10.6 41.3 1.7 4.5 1.7 10.6 Bangladesh
Credit to private sector? 515 50.6 894 58.7 98.3 95.5 98.3 894 Bangladesh
2000
M, / GDP 46.5 56.9% 433 382 62.5 102.6 44.6 465 Pakigan
Currency / M, 27.8 175 14.2 13 9.3 6.4 5.6 13 S Lanka
Currency / GDP 129 9.9 6.2 5 5.8 6.6 2.5 6.2 Bangladesh
Money multiplier 3.2 4.1 4.6 4.7 4.7 4.1 5.6 4.6 Bangladesh
Demand depositt 432 14.9 145 133 10.6 174 12 145 Bangladesh
Time deposit? 56.8 85.1 855 86.7 894 82.6 88 855 Banglalesh
Credit to government? 418 44.5 222 27.8 234 2.2 52.7 278 SilLanka
Credit to private sector? 58.2 55.5 77.8 72.2 76.6 102.2 47.3 722 SiLanka

* Mz ismoney plus quas money; ! percent of total deposits 2 percent of total credit;  # for 1999 (Source: IFS Year Book 2001)

Comparison of money multiplier reveals a contrasting picture in terms of values, but smilar in terms
of deepening. Vaue of money multiplier for Pakistan dthough marginally increased from 2.2 in 1990
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to0 3.2 in 2000, but had remained the lowest vis-&-vis other six countries, indicating the shalowest
financial system.

In terms of one of the intermediation indicators, share of demand deposits to total deposits, Pakistan
again stood out as the odd country with the highest share both in 1990 and 2000. Not only these
shares were highest in Pakistan, but aso the difference from peer country average (excluding
Pakistan) was huge. Preference for demand deposits over time depositsin Pakistan is extremely
pronounced, athough it has decreased from 61.3 percent in 1990 to 43.2 percent in 2000.

While the above ratio describes a quditaive Table 6.18: Financial Deepening and Efficiency in Pakistan visa-
characteristic of mobilization side of VisPesr Countries
intermediation, share of credit to private sector Qualitative change during 1990 Rark*
indicates the crowding out phenomenon from Abslute ~ REAIVEI0 1655 oo
the credit extension Side. Thisratio is again on JLE
the lower side among peer countries, bothinthe 2/ &P JIERISIEL | REERENED | &

L. Currency / M2 Improvement No change 7 7
beginning and at the end of reform decade. _—

. . . ency / GDP Improvement No change 7 7

However, a minor _| mprovement was wi tn_wd Money mutiplier Improvement | No chenge 7 7
from 51.5 percent in 1990 to 58.2percent in Demand depasits Impovemet  Nochnge 7 7
2000. Mdaysia, in terms of this share stands Time deposits Improvemet  Nochange 7 7
out as the best performer. Table6.18 Credit to government Improvement  Improvement 6 5
summarizes the qudlitative change during the Credittoprivatesector  /Mprovement  Improvement 6 5

decade in financia deepening and efficiencies * 1isfor best and 7 isfor worst
in Pakistan in absolute term as well as in relation to the group of peer countries.

Above evauation shows that dthough the level of financial development in Pakistan is much lower in
comparison with most of peer group of countries, financial reforms nevertheless had a measurable,
though small improvement on financial deepening and intermediation. Needlessto say that not only
much remains to be done, but keegping the reform process going is aso necessary.
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