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Quarterly Performance Review of the Banking System
September 2009

1. Overview

Table 1.1: Selected numbers of Balance Sheet and Profit & Loss Statement The general SIOWdOWn |n eC0n0m|C aCt|V|t|eS

o o o oo S o T ees: and  associated deterioration in the business
Total Assets 3043 3660 4353 5172 5511 5627 6,087 6105 environment continued to reflect in slow grOWth
Investments (net) 679 800 833 1276 1028 1080 1409 1593 of banking System and increase in non-
Advances (net) 1574 1991 2428 2688 3089 3183 3176 3,119 .
Deposis sas osw sz s ace a2 ases s Performing loans  (NPLs), as the overall
Equiy a2 2 a2 s s2 s 63 s [MACrOECONOMIC outlook with slight

Proftpefore Tax (PET) 62 94z aor @240 jmprovement  on  a few fronts remained

Profit After Tax (PAT) 35 63 84 73 53 43 29 42 2 .

bosonngChages 11 19 22 e sz w6 2 e tenuous®. The NPLs of the system after showing

NorPerorming Loans 200177171218 2rs 3 38 42 SOmMe let up in last quarter, again increased at
relatively fast pace during the quarter under
review, while the asset base with shift in asset
mix from advances to investments and decline
in deposit base remained stable. Due to growth
in capital as well as further decline in risk-
adjusted exposures, the base line indicators of
solvency improved, though the risk to solvency
from heightened credit risk and deteriorating
asset quality increased further.

Table 1.2: Highlights of the quarter ended Sep-09 The asset base Of the banking SyStem Wlth
Sepos Cvos Waros e semos.  Marginal growth remained stable during the
Asset Growth o0 88 16 6o o3 quarter under review. The deposits base, which
Loans Growth 57 183 (66 50 18 grew significantly during the last quarter,
Depost Growth 50 94 0082 (D contracted over the quarter under review. On
Investments Growth (8.4) (15.4) 20.0 8.5 13.1 . . . B
Equity Growth o1 34 15 47 a0 the asset side, decline in advances took place in
Captal Adequacy us 123 129 135 w3 both public and private sector lending.
Capitalto Total Assets 0200 103102105 However, lending to private sector corporations
NPLs (o Loans B dos s s 24 in power & energy sector actually showed
Net NPLs to Net Loans 1.9 3.4 3.9 3.7 4.1 . . .
ROA (Before Tax) 20 12 18 17 1e Significant growth. As the funds realized from
ROE* (Before Tax) 18 114 177 160 151 the retirements of loans and advances were

Liquid Assets/ Total Deposits 38.7 38.2 41.5 41.7 42.7 malnly Invested in federal government papers
Advances to Deposit Ratio 76.0 75.5 71.7 69.6 69.6 . "
Note: Growth rates are on quarterly basis, except for CY08 that represents annual growth an d th e bO ndS Of p U b I | C SECtO I’ Utl I |ty
* Average Equity & Surplus . .
e corporations, the overall assetmix further
shited from loans and advances to

investments.

The increased macroeconomic vulnerabilities
and constrained repayment capacity of
borrowers have resulted in significant increase

1The report presents performance of the banking system on the basis of unaudited Quarterly Report of Condition submitted by

banks for the quarter ended 30th September, 2009.

2 MF6s Worl d Ec orrOotoher 200Dpwetlidtsahatkvorid Gross Domestic Product (GDP) would decline by 1.0

percent in 2009 followed by around 3 gbksegrewéynonly 20rpercent turing RYO2i0 1 0 . Paki s
the lowest for the outgoing decadei while the projection of 3.3 percent for FY10 also remains modest.
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in NPLs of the banking system during the last
three quarters or so. The quarter under review

witnessed an inch up in infection rate as the

NPLs accumulated at relatively faster rate of 6.0
percent to Rs422 billion. Due to a reduction in

loans and advances, the infection ratio
deteriorated. The inflow of fresh N PLs occurred
mainly in OAEM (for agriculture) and Loss
categories. Due to zero  provisioning
requirements for former category as well as the
Forced Sale Value (FSV) benefit in provisioning
requirements, the provisioning coverage of
NPLs slightly receded to 69.7 percent and
capital impairment ratio inched up to 19.9

percent for the banking system (17.6 percent

for commercial banks).

The significant increase in loans loss
provisioning moderated the earnings of the
system; year to date profits grew at slightly

slower than the proportionate rate and their

level remained lower than the corresponding
quarter of the last year. The baseline indicators
of Return on Asset (ROA) and Return on Equity
(ROE) with slight contraction over the quarter
were also lower than the corresponding period
of year, though still higher th an entire year
results of CYO08. The overall profitability of the

system has remained fair, however, the

earnings were largely skewed towards large and
medium-sized banks as the bottom line of most
of small sized bankswas low or in negatives.

Accumulation of year to date earnings and
equity injections raised the equity base of the
system. This growth was also augmented by
improvement in revaluation surpluses on equity
investments, and the leverage of the system
slightly came off. Moreover, improvement in
eligible capital and reduction in Risk Weighted
Assets (RWA) as the banks shifted their asset
mix from private sector credit to investments in

Federal Government papers, improved the risk
based Capital Adequacy Ratio (CAR).

The reduction in deposit base during the
quarter under review was accompanied by
concomitant decline in advances and increase in
short-term federal government papers, thus
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slightly improving the fund-based liquidity
indicators of the system. However, reduction in
deposit base and slow growth in monetary
aggregates (M2) coupled with banksbincreased
investments in government papers kept the
market liquidity under strain for most part of

the quarter under review. However, the market

risk of the system remained subdued. A strong
recovery by capital market not only covered the
revaluation losses, which accumulated during
later half of CY08, but also posted aggregate
mark-to-market surplus. Interest rate risk with

slight increase also remained low, as the slight
inch up in interest rates by the end of quarter
led to depreciation in the value of fixed income
securities, while  re-pricing  mismatches
remained within acceptable ranges.

Going forward, the heightened credit risk and
increase in infected loan portfolio will remain
the major challenge for the banking system.
Nevertheless, the system shows strong capacity
to withstand unusual shocks in the major risk
factors and chances of any systemic risk
remains contained. In the wake of traditional
pick up in the economic activity during outgoing
quarter, the credit to private sector is likely to
gain momentum. However, slow growth in
deposit base, increased risk aversion of banks
and public sectords increasete
credit could strain the flow of credit to private
sector and slightly shift the asset mix further
towards government papers. Even in the face of
dampening impact from increasing NPLs, the
earnings are expected to remain fair on
aggregate basis. However, depending on their
size and respective earning capacity, individual
banks could post divergent results.
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Figure 2.1: Quarterly Growth Rates of Total Assets

cvos —cYos

——cvo6

——cvor ——cvos —e—CY09

Percent

Table 2.1: Trends in Total Assets
(billion Rupees)

CYO5 CY06 CY07 CY08 Jun-09 Sep-09
PSCBs 724 836 1,036 1,042 1,173 1,152
LPBs 2,483 3,102 3,836 4,220 4539 4,583
FBs 339 224 173 234 241 234
CBs 3,547 4,162 5044 5496 5953 5973
SBs 113 120 127 130 134 132
All Banks 3,660 4,282 5,171 5,627 6,087 6,105
Figure 2.2: Composition of Banks' Total Assets
. 100%
90%
80%
0%
60%
50%
40%
30%
20%
iliiillm
" 0%
(bilionRupees) | CY05 CY06 Cyo7 CY08 | Mar-09 | Jun-09 | Sep09
M Other Assets 189 275 401 521 535 567
® Advances 1,991 2,389 2,688 3,183 3,024 3,176 3119
Investments 800 823 1,276 1,080 1,298 1,409 1,593
® _ending to Fls 212 210 191 188 216 242 180
®Cash & Balances 468 586 617 654 671 685 646

Figure 2.3: Growth  in Advances & Deposits
79 12

Percent

64 6
Dec07 | Mar-08 | Jun08 | Sep08 | Dec08 | Mar-09 | Jun09 | Sep09

= Deposits Growth 44 | 08 | 78 | (30) | 38 | 00 | 82 | (12
mmmLoansGrowth | 95 | 43 | 40 | 57 | 37 | (56) | 50 | (18)
ADR (LHS 699 | 723 | 698 | 760 | 759 | 717 | 696 | 6956

2. Balance Sheet Analysis

In line with seasonal pattern of economic
activity and established trend, the asset base of
the banking system remained almost stable
during Sep-09 (see Figure 2.1 and Table 2.1).
However, the relative share of two key assets
components i.e. advances and investments
continued to follow the trend that has been in
vogue for the last one year or so. That is, the
ongoing economic slowdown has significantly
influenced the flow of deposit to the banking
system as well as the asset allocation strategy.
The private sectorodos |
i s reinforced by
heightened credit risk. In this scenario, public
sector has emerged a leading user of banks
credit - both in the form of GoP papers for
budgetary support as well as the borrowings for
commodity operations and public sector
enterprises (PSEs) which are facing financial
constraints mainly due to intra-corporate
receivables. Accordingly, the composition of the
asset base has been shifting away from
advances to investments - and internal
composition of advances from private sector to
public sector and from SME and Consumer to
Corporate segment.

During the quarter under revi ew, both advances
and deposits of the banking system marginally
declined, while investments continued to
witness significant growth. Accordingly, the
asset and funding structure changed over the
quarter (see Figure 2.2 and 2.3).
Cross-Sectional __Analysis &  Market
Structure:

Disaggregated analysis along the major banking
group shows that unlike PSCBs and FBs, LPBs
witnessed a marginal increase in their asset
base though the constituent banks witnessed
mi xed results. Decl i
was also largely contributed by one large bank,
while other banks registered modest growth.
Similarly, a couple of FBs which are following
expansionary strategy posted strong growth
which, however, was neutralized by decline in
the asset base of other banks (see Table 2.1).
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Figure 2.4: Funding Structure of the Banking System On indiViduaI baSiS’ r_elativ_el_y med_ium-Sized
EEEE . O ! o banks performed better in building their market

=| Share. The share of top five and top ten banks

> slightly came off to 50.5 and 72.9 percent,
| respectively. Details of market structure along
™1 key factors and risk indicators are given at

30%

Annexure-lll.

(billion Rupees) CY05 CY06 cyo7 cvos Mar-09 Jun-09 Sep-09

Growth & Dynamics of  Different
o | s | | s | | s | s | o Components of Assets and Liabilities:
, - : Deposits of the banking system, declined
Figure 2.5: Composition Trend of Banks' Deposits . .
EEEEEEE-" marginally by 1.7 percent. Since the Iater_half
- of CY08, the banking system has been facing a
- tough competition from Central Directorate of
o Nati onal Savingsd (CDNS) sch
o the additional funds. Total investment in CDNS
scheme further increased by 5 percent over the
- quarter (28 percent YoY basis); these
v oroe T ooy T v s T omos T oones | ™ investments now come to around 34 percent of
S T 0 A banksd domestic deposits as
R T T T T T T in corresponding quarter of the last year.
Disaggregated analysis of the deposits shows
Figure 2.6: Composition of Banks' Borrowings that over the quarter decline was Iargely

contributed by Financial Institutions deposits

© and current accounts, however, the overall

10 composition of deposits remained more or less

. stable at previous quarter 6s l evel (s
2.5).

2 Banks made good the decline in deposits

10 through borrowings which increased by 11

o5 | o | owr | cus | wass | anes | seots | percent by the end of quarter. However, the

internal composition of borrowings changed

Percent

from unsecured to secured borrowings as the
increased level of GoP papers, inter alia,
allowed the banks to replace their unsecured
borrowings with secured ones (see Figure 2.6 ).

The buildup of year to date profits, cap ital

injections by a few banks for meeting the

Minimum Capital Requirements (MCR), and
improvements in revaluation surpluses led to a

stronger increase (as compared with growth in

asset base) in sharehol/ dersé equity
worth. Accordingly, the leverage (total assets to

equity) of the system slightly came off.
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Table 2.2: Composition of Banks' Advances

(in percent)

CY0s CYO7 Jun-08 CY08 Mar-09 Jun-09 Sep-09

Public 81 76 80 108 110 174 175
Private 919 924 920 892 80 826 825

Figure 2.7: Segment -wise Advances

(bilion Rupees)

Sep08

Sep09

HOthers

B Staff Loans

B Commodity Financ

399

® Consumer Finance

280

B Agriculture

154

B SMEs

319

B Corporate Sector

1,520

1927

2,016

1,953

1954

100%
90%
80%
70%
60%
50%
40%
30%
20%
10%
0%

Table 2.3: End-use of Advances (net)

Dec-07

Dec-08

Jun-09

(@amountin billion Rupees, share in percent)

Sep-09

Amount

Share

Amount

Share

Amount Share

Amount

Share

Fixed Investment
Corporate Sector
SMEs

Trade Finance
Corporate Sector
SMEs

Working Capital* 12316

Corporate Sector
SMEs
Agriculture
Commodity Financing
Consumer Finance
Credit Cards
Auto Loans
Consumer Durable
Mortgage Loan
Other personal Loans
Staff Loans
Housing Finance
Others
Others

Total 2,700.9

609.2 226
549.0 203
60.3 22
4159 154
348.0 129
67.9 25
45.6
623.2 231
309.1
150.8 5.6
148.4 55
3714
46.8 17
111.4 4.1

11 0.0
67.4 25
1447 5.4
522 19
36.8 14
15.4 0.6
206 08
100

738.1
694.2
43.9
480.6
438.3
42.3
1,562.9
883.3
288.8
155.5
235.4
3322
40.7
95.3
03
66.9
128.8
645
46.7
178
135
31918

231
217
14
151
137
13
49.0
217
9.0
4.9
74
104
13
3.0
0.0
21
4.0
2.0
15
0.6
04
100

766.9
721.9

238
22.6

39.0 12
4741 147
435.8 135

38.3 12

1,596.0 49.5

788.9 245
257.9 8.0
150.5 4.7
398.7 124
299.8 93

35.8 11

79.1 25

0.2 0.01

61.7 19
123.0 38
69.7 22

50.2 16

19.4 0.6
195 06

3.225.9 100

8282
788.5
39.7
4749
436.5
38.4
1523.0
729.0
240.8
1543
398.8
280.1
342
725
0.2
62.2
111.0
719
53.2
18.6
76
3,186

26.0
248
12
149
137
12
478

* Agriculture and commodiy finance are added in this category for analysis in this section only.

September

G

Crude
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Sugar
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Source:IMF and World Bank,
Courtesy:EAD, SBP.

-25

Figure 2.8: Percent Change in Price

YoY

change

50

75

As mentioned earlier, advances of the banking
system declined slightly during the quarter
under revi ew. Unl i ke

growth in public sector advances, the decline
was observed both in public and private sector
advances. Due to low aggregate demand in the
economy as well as abroad, high borrowing
costs on account of tight monetary policy,
unresolved political and security issues, and the

ast

heightened credit risk in the economy, bank s 6

lending to private sector has reduced
significantly since the inception of the outgoing
year. This reduction has been mainly taken up
by public sector enterprises and commodity
operations (see Table 2.2)%. Though aggregate
advances showed reduction during the quarter
under review, dynamics of different components
and end-uses of advances show some
instructive trends. The corporate sector,
specifically the private sector corporations in
energy & power sector, has in fact increased
the bank borrowings; while reduction in overall
advances portfolio mainly came from SME and
Consumer sectors. Accordingly, the segment
wise composition of advance with slight change
remained dominated by Corporate (see Figure
2.7). The end-use analysis of advances shows
that reduction in advances mainly occurred in
Working  Capital  finance, while Fixed
Investments and Trade Finance showed
increase ieven for SME sector. This
development indicates some revival in the
entrepreneur sbo outl ook
coming days that they have started to invest in
capital goods. Moreover, the reduction in
working capital in itself could be traced to the
reduction in commaodity prices and easing out of
Whole Sale Price Index (WPI) (see Figure 2.8),
suggesting that businesses now, in rupee terms,
need lesser inventories for maintaining the
same level of operations as compared with last
year (see Table 2.3).

Investments , particularly the investment in
government papers and bonds of public sector
utility corporations, have been attracting

% The analysis of advances in the following paragraphs is mainly based on domestic operations.
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increased preference of banks since the last
B EEEE” qua_lrter of _CYO8. During t_he quarter under
- » | review, the investments again posted a strong
0% increase of 13.1 percent i mainly in the
o government papers followed by bonds of public
ao% utilities and a marginal increase in equity
™ | investments (see Figure 2.9). The further

20%

10% breakup of GoP papers indicates that shortterm

0%

Figure 2.9: Composition of Banks' Investments

(olonRupees) | Sepos | Decos | Margs | nos [ sepoo Market Treasury Bills (MTBs) were the focus of
M Other Investments 119 85 81 85 102 A
® Fully Paid up Ordinary Share 46 46 56 59 61 b an k SO p re f erence. T h € | eve
SubsdaresgAssocte | 30 | 40 | 47 | 46 | 48 Pakistan Investment Bonds (MTBs), which are
B TFCs, Bonds, PTCs 127 140 22 208 250 . . . ..
B Govt Papers 719 779 909 1027 | 1,148 SUbJeCt to hlgher market ri sk and carry limited

eligibility for the statutory liquidity reserve
requirement (SLR), remained stable (see Figure
2.10).

Going forward, the traditional pick up in the
economic activity during last quarter is likely to
increase the | ewoed While banks
reducing its commodity operation borrowings
for wheat, the public sector is likely to borrow
for rice and fertilizers. Nevertheless, the private
sector credit is expected to rise during the
quarter under review. However, banks ability to
ensure smooth flow of credit to productive
sectors of the economy and build up their
portfolio of earning assets will largely depend

Figure 2.10: Break up of Federal Government Securities

EMTBs

HPIBs

Others

Sep09

upon their ability to mobilize additional deposits
and divert assets from liquid assets to loans and
advances. The latest available statistics for the
first week of Nov-09 show significant growth in
investments accompanied by moderate growth
in loans advances, while deposits showing some
stagnancy.
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Figure 3.1.1: Movement of Advances and NPLs

NPLs/Loan

14%

12%

10%

8%
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Figure 3.1.2: Total ~ Advances of the Banking System

3,000
H
2500 &
5
'3

(billion Rupees) ~ CY05 CY06

CYo7 CYo8

Mar-09 Jun09

Sep09

== PSCBs 380

528 632

616 671

662

| PBs| 1,485 1,843

2,165 2,599

2,468 2,586

2,556

FBs 173

91 105

100 93

SBs 104

95 101

102 105

108

—CBs | 2,038 2,430

2,783 3,336

3,185 3,351

3,304

Table 3.1.1: Concentration of Lending in the Banking Syst

(in percent)
Banks
Top 5 Top 10 Top 20 Industry

Sep-07 48.2 71.8 92.6 100
CY07 48.8 72.6 94.1 100
Mar-08 48.8 72.6 94.1 100
Jun-08 48.2 71.7 93.3 100
Sep-08 48.2 71.5 92.9 100
Dec-08 52.9 74.2 93.6 100
Mar-09 52.7 73.9 93.4 100
Jun-09 53.5 4.7 93.5 100
Sep-09 53.5 4.7 93.5 100

Table 3.1.2: Composition of Banks' Advances.
(in Percent)
Public Growth in Private Growth in
Sector Public Sector Private
Period Loans Sector Loans Sector
CYO05 8.0 7.7 92.0 22.2
CY06 8.1 13.0 91.9 12.0
CY07 7.6 55 92.4 13.1
CYO08 10.8 68.0 89.2 14.1
Mar-09 11.0 (2.9) 89.0 “4.7)
Jun-09 17.4 67.8 82.6 (1.8)
Sep-09 17.5 (1.0 82.5 (1.3)

3. Risk Assessment of Banking System
3.1.  Credit Risk

The asset quality

of the banking system further

deteriorated during the quarter. Owing to a
number of factors including the continuous
recessionary trends, poor law and order
situation, energy shortfall and uncertain
external environment, the system has been

experiencing a

consistent and significant

increase in NPLs for the last one year or so.

Since there was

a reduction in overall lending

portfolio of banks, the infection ratio (NPLs to
Loans) of the system further inched up during
Sep-09 (see Figure 3.1.1).

The group wise analysis show decline in

advances of all
Banks©é6

groups except SBs. Foreign
(FBs) portfolio

witnessed the most significant decline followed

by PSCBs (ge

Figure 3.1.2). However, the

relative share of different groups in the overall
loan portfolio remained stable. Similarly, the
reduction in loans and advances was prevalent
in all banks, irrespective of their size (see Table

3.1.1).

The decrease in lending is shared both by
private and public sector. Advances to private

sector continued
the period saw a

its declining trend. However,
small contraction of 1 percent

in public sector lending, which is contrary to last
quarter growth of 67.8 percent (see Table
3.1.2). The declining trend in lending to private
sector can be associated with a combination of

higher financing

costs, the risk aversion by

banks and attractiveness of risk free avenues of
government papers, bonds of and lending to
public sector enterprises (PSEs). However, the
composition of public sector and private sector
advances in overall mix showed negligible
changes on QoQ basis.

Domestic and foreign composition of advances
shows that the decline in overall advances has

been somewhat
increase of 16.4
(see Table 3.1.3).

neutralized by a healthy
percent in foreign advances
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Table 3.1.3: Composition of Domestic and Foreign Gross Loans

(bilion Rupees)

% Share of

% Share of

Domestic Domestic. Foreign Foreign.
Sep-08 3,055.3 92.3 253.8 7.67
Dec-08 3,191.8 92.9 2447 7.12
Mar-09 3,048.5 92.8 238.1 7.24
Jun-09 3,225.9 93.3 229.8 6.65
Sep-09 3,185.6 93.4 226.6 6.64
Figure 3.1.3: Credit risk indicators
450 140
400 120
350
100
2 300 °
£ 250 80 &
'3 o
§ 200 60 5
= a
3 150
4.0
100
50 20
0 — 0.0
CY05 CY06 Ccyo7 Ccyos Mar-09 Jun09 Sep09
— NPLS 177 175 206 359 379 398 422
m— Provisions 136 137 175 250 263 279 294
NetNPLs 41 39 31 109 117 119 128
——NPLs o Loans(th: 8.3 6.9 7.2 105 115 115 124
—NPLstoLoans(net)(rh 2.1 16 11 3.4 39 3.7 41
Table 3.1.4: Concertation-NPLs to Loans
(in percent)
CY05 CY06 CY07 CY08 Mar-09 Jun-09 Sep-09
Top 5 Banks 8.2 6.8 6.8 9.0 102 103 108
Top 10 Banks 7.6 6.0 6.9 9.6 108 108 114
Top 20 Banks 7.6 6.2 6.7 101 112 112 119
Industry 8.3 6.9 7.2 105 115 115 124

Figure 3.1.4: Category -wise Breakup of NPLs

300

250

200

150

100

billion Rupees

(bilion Rupees) OAEM Sub-standard Doubtful Loss
5 Sep08 15 57 36 1

# Mar-09 15 71 84 210
209 9 66 %2 230

= Sep09 18 68 77 258

The asset quaity of the banking system
deteriorated further with a 6 percent and 7.9
percent increase in NPLs and net NPLs
respectively. This increase coupled with decline
in advances increased the infection ratio to 12.4
percent and net infection ratio to 4.1 percent
(see Figure 3.1.3). Most of th e increase in NPLs
was contributed by LPBs and SBs. The analysis
by size of banks show the infection ratio of
large banks is below the industry average, while
the medium and small sized banks have higher
infection ratio which is impacting the overall
ratio of the system. Increase in infection ratio in
small sized banks indicates inverse relationship
between the strength of the bank and infection
ratio (see Table 3.1.4).

Category-wise breakup shows that substantial
part of the overall increase in NPLs occurred in
loss category, which explains 5.1 percent
increase in provisions. NPLs in OAEM, which
nearly doubled over the quarter, represent flow
of fresh NPLs in Agriculture sector (see Figure
3.1.4). This increase in OAEM cateyory indicates
that in case banks are not able to recover these
loans, they will have to provide for additional
provisions in periods ahead, thus bringing
earning under stress.

It would be relevant to highlight that SBP
enhanced the benefit on FSV from 30 percent to
40 percent, which will impact the infection

indicators in  multiple ways; decrease
provisioning  requirements, reduce NPLs
coverage ratio and increase net infection ratio
(Net NPLs to net loans). Another obvious impact
would be the increase in capital impairment
ratio, which has already increased by 90 bps to
19.9 percent in Sep-09. Nonetheless, the
benefit of collateral value for making provisions
is an international norm. Further, keeping in
view the present down turn, the move will

facilitate banks in improving their performance.

Ancillary development is the interim instructions
issued for facilitating the
rescheduling/restructuring of those loans which
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Table: 3.1.5: Sector-wise Advances and NPLs

(billion Rupees)

Jun09

Sep9

o S S e
Chemical & Pharmaceuticals 1612 33 963 830 125 359 881 124
Agrbusiess 19891 576 1449 728 19070 559 1575 826
Textie 60799 1759 11416 1878 58625 1718 12057 2057
Cement 8769 254 997 1137 001 264 999 1110
Sugar 7% 24 18 1020 525 168 1072 18713
Shoes & Leather garments 294 086 26 1170 206 062 265 1261
Automobie & Transportation equiprent 688 22 1S 17065 738 216 1073 148
Fnancel 535 1% 668 1246 815 14 1R 150
hsuance 126 004 000 007 058 002 000 02
Bectronic & transmission of energy U523 999 2816 8.16 40070 1174 2198 6.98

ndiiduals 4926 1300 436
Others 141854 4105 14636
Total 3455.75 100.00 397.94

9.87
1032
1152

45858
1,362.67
3412.26

B4 %60 122
3093 15001 1108
10000 42163  12.36

are facing delinquencies due to economic
recession. As banks were already rescheduling/
restructuring loans, these instructions will
provide further incentive for keeping those
promising businesses alive which are facing
problems only due to macroeconomic
conditions.

Sector Analysis:

The loans to corporate, representing 61 percent
of the overall portfolio, observed a negligible
decline over the quarter. Increase in lending to
electronics and transmission of energy
increased the share of corporate sector in
overall advances (see Table 3.1.5). Increased
demand of loans for establishing power project
to meet the power shortfall explains the
increasing share of energy sector. The Chemical
& Pharmaceuticals and Cement were other key
sectors which gained some share at the back of
increasing cement export and demand for
fertilizers and pesticides to support agriculture.

Advances to Sugar, Textile, Automobile &
transportation, Financial and other sectors
decreased during the quarter. In the backdrop

of current sugar crises, banks have recovered
outstanding loans from sugar mills, whereas
textile sector is currently faced with the
electricity and gas shortages and lower export
demands. The slowdown in business activity has
also resulted in lower demand for loans within

financial sector thus creating a considerable
decline. The auto assemblers were effected by
low demand due to shrinking auto loans,

continued inflation and declining rupee value in
relation to Japanese Yen and US $ which made
their imported parts more costlier.

Accordingly, the infection ratios of Chemical &
Pharmaceutical, Cement, Aubmobile &
transportation and transmission of energy
decreased over the quarter. The infection ratio
for sugar sector increased by phenomenal 36
percent. However, the textile sector due to its
constraining factors continued to have the
highest NPLs both interms of infection ratio and
absolute amount.
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Table 3.1.6: Segement-wise advances and NPLs

(billion Rupees)

ftems

Jun-09

Sep-09

Loans _Share in Loans

NPLs

Ratio

Loans _ Sharein Loans

NPLs _ Ratio

Corporate Sector
SMEs Sector
Agriculture Sector
Consumer sector

i. Credit cards

ii- Auto loans

iil. Consumer durable
iv. Mortgage loans.

v. Other personal loans
Commodity financing
Staff Loans

Others

Total

2,083.38 60.29
345.15 9.99
150.76 4.36
327.67 9.48
36.50 1.06
80.47 2.33
124 0.04
76.53 221
3.85
1155
2.02
231

100.00

132.94
398.99
69.91
79.88
3,455.75

251.09
77.42
25.09
29.95

2.80
5.35
0.10
9.09
12,61
3.95
0.79
9.65
397.94

12.05
2243
16.64
9.14
7.67
6.65
7.75
11.88
9.49
0.99
113
12.09
1152

2,081.54
330.75
154.75
308.05

35.02
73.82
118
77.40
120.64
399.34
72.14
65.68

3,412.26

61.00
9.69
454
9.03
103
2.16
0.03
2.21
3.54

1170
211
192

100.00

263.79
75.85
32.72
34.20

3.18
6.05
0.09
10.98

1267
2293
2114
1110
9.07
8.19
.79
1418
13.90
3.25
0.84
10.97
421.63

1152
0.81
117

16.71

12.36

Table 3.1.7: NPLs to loans by end use

(amount in bilon Rupees, ratio in percent)

Sep08 Jun-09 Sep09
Loans NPLs Ratio| Loans  NPLs Ratio | Loans  NPLs Ratio
Fixed Investment 794.9 86.0 108 810 1154 139 8922 1188 133
Working Captal 15162 1300 86| 16548 1902 15| 15846 1999 126
Trade Finance 4809 06 64| 4924 520 106 4896 569 116
Others 517.1 36 6.1 4715 404 85 445.9 460 103
Total 3,309.0 2782 8.4 | 34557 3979 115 | 34123 4216 124

Segment analysis:

Segment analysis show increase in advances
and share of Corporate, and Agriculture and
related Commodity Finance However, overall
segment concentration remained in line with
previous quarters with minor changes.

Infection ratio increased for all segments except

Commodity  Finance. A considerable
deterioration occurred in agriculture, where

infection ratio worsened by 4.5 percentage to

21.1 percent. Increase in NPLs of SME remains
main area of concern as infection ratio reached

22.9 percent (see Table 3.1.7).

The Consumer Loans continued their downward
slide with increasing NPLs as banks are avoiding
the risks associated with these facilities, the
rate of interest on these loans remain high and
inflationary pressures restrained the purchasing
power of the consumers. The consumer credit
contracted by 6 percent on QoQ basis while its

infection ratio increase by another 2 percentage

points to 11.1 percent. The deterioration mainly

took place in secured consumer loans;
mortgages increased marginally over the
quarter with a 230 bps increase in infection
ratio (see Table 3.1.7).

For the period under review, the end-use
analysis of advances (net) shows 8 percent
increase in fixed investments (long term loans)
for Corporate sector which depicts some signs
of capital intensive activity. However, the
working capital financing has shown declining
trend in Corporate and SME sectors over the
quarter (see Table 3.1.6). The movements in
the end-use of loans can be further explained
by a major increase in long-term loans which
were taken up by energy sector during the
quarter (see Table 3.1.8). Accordingly the
infection ratio for fixed investment declined
largely on account of improvement in corporate
sector capital formation, while it continue to
increase for working capital loans .
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Table 3.1.8: Credit shocks

Number of Banks with CAR

<0% 0% - 9% >9%
Pre-Shock 3 3 34
Post-Shock
15% of performing loans moving to
C-1  substandard, 15% of substandard to doubtful, 3 6 31
25% doubtful to loss
Tightening of loan classification i.e. all NPLs
under OAEM require 25% provisioning, all
C-2  NPLs under substandard require 50% and all 3 3 34
NPLs in doubtful category require 100%
provisioning.
Deterioration of loans to the textile sector
C-3  (25%) directly downgraded to doubtful 3 4 33
categor
25% of consumer loans (auto loans, personal
C-4  loans & consumer durables only) classified 3 3 34

into doubtful category.

Table 3.1.9: Credit schocks-impact on CAR

Shock

Imapct of Shocks

%point change in CAR Adjusted CAR after

after shock shock
Credit Shock C-1 (2.30) 12.00
Credit Shock C-2 (1.30) 13.00
Credit Shock C-3 (1.26) 13.10
Credit Shock C-4 (0.56) 13.80

In order to assess the resilience of the banking
system to adverse movements in credit risk
factors, lending portfolio has been stress tested
against four different types of shocks (see Table
3.1.9).

The credit shocks, G1 will have the biggest
impact on CAR, reducing it from current 14.3 to
post shock CAR of 12 percent (see Table
3.1.10.). The shock G4 will least impact the
CAR due to diminishing consumer portfolio. The
impact of C-2 and C-3 will be relatively
moderate. With increasing credit risk , Macro
Stress Testing of Credit Riskforecast increase in
NPL to loans ratio for Dec09 to by 0.5
percentage point to 12.95 (see 3.1.2: Macro
stress Testing of Credit RisK.
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Figure 3.1.1.1: Macroeconomic Indicators
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Table 3.1.1.1: Simulated NPL Ratios projected for Dec-09

Baseline  CPI LR LSM EXR CPHLR Al
Average 1295 1333 1339 1322 1361 1375 14.68
75P* 1387 1423 1434 1402 1449 1469 1543
90P* 147 1505 1521 1474 1529 1555 16.09
95p* 1519 1555 1571 1517 1579 1604 16.48
99p* 1614 1642 1672 1595 1669 1693 17.26
995P* 1648 1672 17.06 1626 17.03 1733 17.53

*P represents percenties

Figure 3.1.1.2:

——Baseline ——CPI

LR ——LSM ——CPI+LR

Frequency Distribution of Simulated results

ALL

Percent

3.1. 1 Macroeconomic Stress Testing of
Credit Risk

Macroeconomic stress testing is based on the
assumption  that the performance  of

macroeconomic variables impacts the NPL ratio
of the banking system. In this regard, the Credit

Portfolio View (CPV) nodel is employed’. The
new feature of the macroeconomic modeling
exercise, using the CPV conducted from Jun-09
onwards is the inclusion of Large Scale
Manufacturing (LSM) data in place of the
constructed GDP series. The inclusion of the
LSM data changel the significance of
macroeconomic Vvariables. For instance, the
exchange rate variable became significant which
was insignificant in earlier exercises’ (see Figure
3.1.1.1).

The Monte Carlo simulated NPLratio for Dec-09
using the data for Mar-97 to Sep-09 is
forecasted at 12.95 percent. In case of
unexpected events, the baseline (No Shock)
scenario, there is 1 percent probability that the
NPL ratio may increase beyond 16.14 percent
and 0.5 percent probability that it may exceed
16.48 percent. Similarly, if the lending rate (LR)
shock is applied on historical worst case
scenario, the NPL ratio may exceed 17.06
percent with 0.5 percent probability (see Table
3.1.1.1).

The probability distribution of the simulations
under various scenarios presents a clear
deviation of the NPL ratios from the baseline
scenario. In case of shocks applied to all the
macroeconomic Vvariables, the distribution is
significantly away from the baseline case (see
Figure 3.1.1.2).

Comparison of actual NPLratio with forecasted
NPLR over the last six quarters shows that
forecasts were close to the actual observed
ratios. However, there has been a significant
deviation in year CYQ9, primarily due to
abnormal recognition of NPLs by some leading

* The reasons for using the CPV model are (a) easiness of implementation and (b) its worldwide acceptability among financial
supervisory authorities.
5 See QPRs for the period Sep08, Dec-08 and Mar-09.
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Figure 3.1.1.3: Actual and Forecasted NPL

mmm NPLRF ——NPLR

Ratios

Forecast for 2009-Q4

Dec09

[m=nPLRE 772 832 | 885 9.48

12.48 12.04

12.95

‘_NPLR 7.75 8.41 ‘ 9.13 11.54

11.52 124

Percent

Table 3.1.1.2: Impact of Simulated NPL Ratios on Bank Profits and Capital

Shock Change in Profitabiity* No Of banks with CAR < 9 %
(biion Rupees)
12.95 Percent 19.04 3
16.14 Percent 127.16 6
16.72 Percent 146.9 7
17.03 Percent 157.43 8
17.53 Percent 174.43 8

* change in profitabiity indicates 100 percent provisioning

banks, which led to lower than projected value .
Given such data limitation some deviation is a
natural phenomenon.

For Dec-09, model has project NPLR to increase
to by 59 basis points to 12.95 percent. It would

be important to highlight that December quarter

results do not include the full impact of the

classified loans and actual impact is clear only
after the announcement of annual results.

Accordingly, these results also impact the NPLR
for March Quarter. Therefore, chances of
variance from the projected NPL ratio increase
for December and March quarters (see Figure
3.1.1.3).

The projected increase in NPL ratio will impact
both profitability and solvency of the system
(see Table 3.1.1.2). As the NPL ratio increases,
profitability and capital of the banks are wiped
out. In worst case scenario, 8 banks will fail to
meet the required minimum CAR.
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Figure 3.2.1: Volatility in Prices
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Figure 3.2.3: 3m & 10y PKRV Rates
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3.2. Market Risk

The quarter under review witnessed a decline in
t he vol atility of
volatility in overnight interest rates and
exchange rates that increased in the month of
Jun-09, gradually declined over the following
months; the volatility in stock prices also
remained low (see Figure 3.2.1).

In recent quarters, considerable volatility in
short-term overnight interest rates had
remained a significant challenge for both SBP as
well as the market. However, recently
introduced mechanism of Interest Rate Corridor
seemed to have helped in stabilizing the short-
term interest rates.

Interest rate risk, i.e. the risk of change in the

value of net worth and earnings of banks due t o
interest rates movements, is major component
of market risk. The interest rate risk of the

banking system with slight inch up remained
subdued during Sep-09. By the end of quarter
and afterwards, the yield curve with slight

decline in the short-terms tenors inched up for
longer tenors and turned out to be positively

sloped (see Figure 3.2.2). Similarly, the PKRV
rates for 3 months and 10 years tenor that
declined sharply in the first week of the quarter

under review and almost converged, gradually
rose by the end of quarter and the spread

between the both rates restored (see Figure
3.2.3). The inch up in rates however led to
deterioration in mark-to-market value of the
fixed income securities of banks.

Interest rate risk is significantly influenced by
the presence of major re-pricing GAPs exposing
the banks to re-pricing and yield curve risk
when there is large movements in interest
rates. The GAP position of banks however
remained within comfortable ranges i.e. + 10
percent of total assets. All the groups barring
SBs on aggregate basis also maintained more or
less wellcontained risk positions. Although
PSCBs and FBs carry slightly excess GAPs in 3
months to 1 year time bucket, however due to
shorter duration of the tenor, these GAPs are
likely to have only a limited impact on the
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Figure 3.2.5 Exchange Rate and Swap Points
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Figure 3.2.8 Exposure of Banks in Equities
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market value of equity in case of adverse
movements in interest rates (see Figure 3.2.4).

In case of Exchange Rate  risk, there has
been a gradual depreciation in exchange rate
since mid of last year. Though IMF package and
improvement in external account have
somewhat stabilized the exchange rate, PKR
depreciated during the quarter (see Figure
3.2.5). However, banks have effectively
responded to this exchange rate scenario by
generally maintaining a long NOP position (see
Figures 3.2.6 & 3.2.7).

Equity price risk primarily e mer ges fr
exposure in equity stocks and market. Capital
market maintained the pattern of recovery
during the quarter as KSE-100 Index with
slightly enhanced but contained volatility surged
by 31 percent to 9,350 by the end September,
2009. This recovery also enlivened the
i nvestords confi
investments of banks (including investments in
fully paid up shares but excluding equity
investments in subsidiaries and associates)
increased marginally by 3.2 percent to Rs61.3
billion. Group wise, LPBs continued to maintain
the highest equity exposure followed by PSCBs
(see Figure 3.2.8).

Disaggregated analysis shows that while
banking system carry contained equity
exposures, some individual banks are carrying
high exposures to equity risk. Thirteen banks
with market share of 32 percent hold equity
exposure greater than industry average of 9.6
percent of banks 6 avarth. Wherdas, 9
banks holding equity exposure higher than 15
percent of their equity have market share of 24
percent of the banking system (see Figure
3.2.9). Analysis further indicates that middle-
sized banks on average have relatively higher
equity exposures: top ten banks with 73 percent
market share have equity investment to capital
ratio of 8.6 percent; next ten medium -sized
banks have the ratio of 12.8 percent, while the
ratio comes to 6.8 percent for the remaining
small-sized banks (see Figure3.2.10).
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Figure 3.2.9 Investment in Fully Paid up Ordinary Shares
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Table 3.2.1: Stress Tests - Market Risk
Interest Rate Shock
IR-1 Increase in interest rates by 200 basis points.

IR-2 Shift coupled with flattening of the yield curve by
increasing 500, 300 and 200 basis points in the
three maturities respectively.

Exchange Rate Shock
ER-1 Depreciation of currency exchange rate by 25%.

ER-2 Appreciation of currency exchange rate by 25%.

Equity Price Shock
EQ-1 Fall in the equity prices by 50%.

EQ-2 Fall in the equity prices by 70%.

Table 3.2.2: Impact of Shocks

[ Number of Banks with CAR | CAR
[ <ow [0%-9% ]| 9%< | (Capital Adequacy Ratio)
Pre-Shock 3 3 34 14.3
% point
change in
CAR after Adjusted CAR
Shocks: Shock after Shock
IR-1 3 3 34 -0.90 13.4
IR-2 3 3 34 -1.01 13.3
ER-1 3 4 33 0.84 15.2
ER-2 3 3 34 -0.17 14.1
EQ-1 3 4 33 -1.24 13.1
EQ-2 4 5 31 -1.82 12.5

risk exposures and dynamics of key risk factors

indicates a subdued risk profile. In order to

assess banksod6 resilience to
risk factors, they have been subjected to seven

different market risk shocks (see Table 3.2.1).

The result of these stress tests also indicates
the strong capacity of banks to withstand
unusually severe movements in market prices
(see Table 3.2.2). This capacity emanates from
both strong capital adequacy positions of banks
as well as their contained risk positions.
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Figure 3.3.1 Depositto M2 Ratio
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Figure 3.3.2 OMOs by SBP Vs Discounting availed by Banks
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3.3. Liquidity Risk

During the quarter deposit base of the system
as well as its share in broad money (M2)
declined, almost corresponding to Oct-0 8 6 s
when banking system experienced a significant
liquidity stress (see Figure 3.3.1). Though the
post quarter statistics are indicating some
i mprovements i n t he
intermediation, however, due to slow growth in
banksd deposits and
settings remain constrained.

Because of multiple factors like Ramdan and
post Eid-ul-Fitr deposit withdrawals and
stagnancy in the retraction of these funds to the

banking system, tax payments by corporations,
build up of investments portfolio by banks; the
interbank market generally remained short of
funds. Therefore, the SBP continuously injected
additional funds into the market through OMOs
and discounting to keep the market liquid and

stable (see Figure 3.3.2). On the other hand,

due to concomitant decline in the lending

portfolio and shift in asset mix towards liquid ,
short-term Federal Government papers; the
banks in fact witnessed a slight improvement in
their fund-based liquidity indicators (see Figure
3.3.3).

Considering the improvements in some key
economic indicators i.e. reduction in inflation,
fiscalconsd i dati on and
borrowing from SBP, and improvements in
external account; the SBP lowered its policy rate
further by 100 bps in mid of August 2009 (see
Figure 3.3.4). These developments also
contributed towards the stabilization in 6
months KIBOR and weighted average vyield of
Market Treasury Bill (MTBs) (see Figure3.3.5).

During the quarter under review, the system
witnessed a 2 percent decline in deposit base.
However, there was also an attendant decline in
lending portfolio of banks and they shifted their
asset mix towards short-term Federal
Government papers. This development led to
improvement in balance sheet indicators of
liquidity as Advances to Deposit Ratio (ADR)
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Figure 3.3.5 Trends in Discount Rate, 6m KIBOR and Weighted
Average Yield of 6m T. Bills
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Figure 3.3.6 Maintained & Required Liquidity
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Figure 3.3.7 MTBs of the Banking System
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Figure 3.3.8 Maturity GAP (Assets - Liabilities) to Total Assets
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and share of liquid assets in total assets slightly
inched up. Accordingly, the aggregate liquid
reserve maintained by banks also improved over
the quarter and the surplus liquidity held over
and above the required level further increased
(see Figure 3.3.6).

Banks©®o h o | dréen short-tefm Maiket k
Treasury Bils (MTBs) in different investment
categories, particularly in Held for Trading
(HFT) and Available for Sale (AFS) categories,
indicates the fund-based liquidity available to
them. During the quarter under review, the
MTB holdings of banks increased by 17 percent,
and AFS category posted the strongest increase.
Both AFS and HFT categories together
represent 97 percent of the total MTB holdings
of the system (see Figure 3.3.7), highlighting
high liquidity preference as well as individual
banksd c apeathé imymediateoliquidiey
requirements by selling these bills or borrowing
against their security.

Although the fund-based liquidity position of
banks have largely eased off as compared with
the situation of last one year or so, there exists
GAPs betwesn the maturity of assets and
liabilities that are higher than the benchmark of
+ 10 percent of total assets (see Figure 3.3.8).
These GAPs could pose significant challenge for
the banks in managing their asset liability
profile especially when the interbank market
conditions are not favorable. Though a strong
equity base of the system that supports around
10.5 percent of the systemod
concerns of maturity mismatches to some
extent, particularly for well -capitalized banks,
there is a need for banks to be more vigilant in
their asset liability management.

I'n order to assess banksd ce¢
unusual withdrawals of deposits by liquidating
their liquid assets, they have been subjected to
stress test that assumes extreme scenario of
deposit withdrawals. The test gauges individual
banks©o ability to repay t!
calculating net cash flows (cash inflow minus
cash outflows) after certain level of daily
deposit withdrawals and generation of cash
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Table 3.3.1 Summary of Stress Test Results

Liquidity Shock : Withdrawal of customer
deposits by 2%, 5%, 10%, 10% and 10% for
five consecutive days respectively.

Number of Banks Becoming llliquid
after Shock

lday 2days 3days 4days 5days

Quarter ended:
Sep-09
Jun-09
Mar-09

inflows by converting 80 percent of liquid assets
and one percent of non-liquid assets into cash.

After shock position shows that banks can fairly
sustain the deposit withdrawal of consecutive 3
days. However, after consecutive four and five
days of deposit withdrawal, 3 and 6 banks
respectively would need to go for forced selling
of their non-liquid assets to meet the depositors
demand. The results of the test though does
not indicate major concern for the system,
comparison with Jun-09 results show some
weakening in the liquidity po sition as more bank
will face liquidity stress after deposit withdrawal
for 3 consecutive days (see Table 3.3.1).
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Table 4.1.1: Profitability of Banking System

(bilion Rupees)

CY05 CY06 CYO7 Sep-08 CY08  Jun-09 Sep-09

Profit before tax

PSCBs 22.8 31.5 33.2 11.7 6.6 5.9 12.3
LPBs 60.5 85.6 69.5 66.3 52.5 39.7 55.5
FBs 11.6 6.3 2.4 3.2 0.0 0.5 0.1
CBs 94.9 123.5 105.2 81.3 59.0 46.0 67.9
SBs (1.1) 0.1 1.7 1.8 4.2 1.7 2.2
All Banks 93.8 123.6 106.9 83.1 63.2 47.8 70.1
Profit after tax

PSCBs 15.5 21.2 239 9.5 5.6 33 8.1
LPBs 41.1 59.1 47.3 43.9 34.7 24.4 34.1
FBs 8.0 4.3 1.1 1.5 0.6 0.1 0.2)
CBs 64.6 84.6 72.2 54.8 41.0 27.9 41.9
SBs (1.3)  (0.5) 0.9 1.1 2.3 0.8 0.3
All Banks 63.3 84.1 73.1 55.9 43.3 28.6 42.2

Table 4.1.2: Profitability Indicators

(in percent)

CYO5 CY06 CYO7 Sep-08 CY08 Jun-09 Sep-09
After Tax ROA
PSCBs 2.2 2.7 2.5 1.3 0.5 0.6 1.0
LPBs 1.8 2.1 1.4 1.4 0.9 1.1 1.0
FBs 2.5 1.5 0.7 0.9 0.3 0.1 (0.1)
CBs 2.0 2.2 1.6 1.4 0.8 1.0 1.0
SBs (1.2)  (0.4) 0.7 1.2 1.8 1.9 (0.6)
All Banks 1.9 2.1 1.5 1.4 0.8 1.0 0.9
After Tax ROE (based on Equity plus Surplus on Revaluation)
PSCBs 20.9 21.7 19.5 9.7 4.4 5.3 8.4
LPBs 27.2 25.3 13.8 14.5 8.5 11.0 10.0
FBs 27.1 15.6 6.0 7.7 2.2 0.5 (0.9)
CBs 25.4 23.7 15.0 13.0 7.3 9.2 9.1
SBs - - - - - - -
All Banks 25.8 24.2 15.4 13.4 7.8 9.7 9.0

Data for CYO7 has been restated due to introduction of Basel /.

= Net Int. Inc.

= Op. Exp.

Figure 4.1.1: Profit & Loss Composition of the Banking System

. Fee & Currency Dealin = Other Nonlint. Inc.

= provisions

— Profitbefore Tax
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CYo7 Sep08 CY08 Mar-09 Jun09 Sep09
Table 4.0.3: Mark-up / Retum / Interest Eamed
(bilion Rupees)
Dec03 Dec07 Sep08 Dec08 Mar-09 Jun09 Sep9
ftems Amount % Amowt % Amont % Amont % Amowt % Amount % Amont %

Loans & advances 672
Ivestments
Deposits, repoand others 59 52

Total 141

89 38 73

409 %9 806 20

208 11

00 %1 10

2921 732 390 742 1084 738 2107 723 312 714

691 201 97 191 304 07 63 24 1020 24

283 68 N4 67 81 55 156 53 29 52

345 100 4841 100 1469 200 2015 100 4361 100

4. Financial Soundness of the Banking
System

4.1 Profitability

Profitability of the system came under stress
due to ongoing macro-economic environment,

local security situation; slow down in credit

demand and worsening credit quality. The
banking system reported a pre-tax profit for the

first nine months of CYQ09, which was lower by
14 percent compared with the corresponding
period of last year. Increased provisions, lower
non-interest income and high administrative

expense are the few straining factors (see
Figure Table 4.1.1). As a result, the baseline
indicators of profitability i.e. ROA and ROE also
declined over the quarter under review (see
Table 4.1.2).

The earnings are mainly contributed by the

PSCBs and LPBs, while the FBs yeato-date PAT
turned negative during the quarter under

review. In addition to provision charges, major

dent in profitability of FBs came from increase

in operating expenses. Though PBT of the SBs
increased however, PAT of the group decreased
due to substantial increase in tax charges (see
Table 4.1.1).

Analysis of the components of the profit and

loss shows that net-interest income and non-
interest income as a percentage of total assets
have increased over time. However, YOY
comparison show higher increase in interest
expenses resulting in slower growth in the net-
interest income for the first three quarters of

CY09. On the other hand, non-interest income
has decined on YoY basis compared with
healthy results of CY05 to CY08. Accordingly,
the share of net-interest income in gross
income increased (see Figure 4.1.1).

Income from investments and its share in total
interest income continues to increase, as
Federd Government papers are attracting
increased preference of banks in the wake of
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Figure 4.1.2: Impact of Provisions on Net Interest Income
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Figure 4.1.3: Operating Exp. to Gross Income
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Figure 4.1.4: Weighted Average lending and depsoit rates
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heightened credit risk and weakened business
environment (see Table 4.1.3).

The increase in NPL portfolio has significantly
increased the loan loss provisioning. Increasing
provisions charges, which are now second
major expense on the income statement of the
system, are affecting both net income and the
overall profitability of the system. Against 13
percent YoY increase in net interest income, net
interest income adjusted for loan loss
provisioning shows only 8.2 percent increase
over the same period (see Figure 4.1.2).

Administrative expenses to gross income ratio
showed signs of improvements as it decreased
to 49.0 percent - YoY increase of 5 percentage
points. The administrative expenses have
remained high due to increase in operating
overheads.Overall cost to income ratio remained
unchanged during the quarter under review.
However, group-wise analysis reveals
improvement for SBs and PS@s This
improvement however attributes to one large
PSCBs and one SBThe system has observed
higher increase in operating expenses vis-a-vis
slower growth in earnings since corresponding
period of last year, as reflected in deterioration
in cost to income ratio (see Figure 4.1.3).

Most of the fresh lending in recent quarter took
place in public sector commodity operations and
PSEs Accordingly, substantial increase in
relatively low-return, risk free advances led to
slower increase in interest income and decline
in weighted average lending rate® (WALR) by 20
bps to 13.1 percent. Similarly, the weighted
average deposit rates (WADR) also decreasd
by 14 bps to 6.2 percent. The higher fall in
WALR thus led to a thin contraction in overall
spread by 6 bps to 6.9 percent (see Figure
4.1.4).

Concentration analysis of earning depicts that
larger size banks are better positioned in terms
of earning capacity. The five big banks that

® The weighted average rates are based on the data on mark-up/interest income and expense on advances and customer
deposits respectively reported in the QRC for March, 2008. In the previous reports, data on interest rate published in monthly
statistical bulletin had been used.

Page|22



Table 4.14: Concentration of Earings and Profitabity

(i percent)
Top5Banks Top 10Banks  Top 20 Banks  Industy
ROA (After Tax) 19 15 12 0.9
ROE (After Tax) 182 150 120 9.0
Net Interest Income/ Gross Income 8.0 75.3 734 731
Income from Trading & Foreign Exchange / Gross Income 15,0 170 168 174
Non-Interest Expense / Gross Income 38.2 271 464 50.1
Provision Expense to Gross Income 19.9 2.1 2.6 238
Table 4.1.5: Percentage Breakdown of Banking Systents Total Assets (TA) by ROA
CY05 CY06 CYor Sep8 CY08 Jund9 Sep9
No. of Share i No.of Sharen No.of Sharen No.of Sharen No.of Sharen No.of Sharen No.of Sharen
ROA Banks TA Baks TA Banks TA Baks TA Baks TA Baks TA Bamks TA
Oandbebw 7 35 6 21 10 85 @2 110 16 W5 18 B A B3
0005 4 283 18 2 2406 9 3 02 3 63 3 65
0501 2 7 6 99 4 1903 155 82 3 4 4 12
10w 15 4 65 96 10 M9 5 W1 4 57 6 191 4 88
L5andOver 21 827 (19 766 13 523 M 644 12 615 10 1 9 600

holds around 50 percent market share
contribute 95 percentof t he
while the earnings of other banks are correlated

to their respective size (see Table 4.1.4).

Breakdown of banking ROA (before tax) by
assets and number of institutions signifies the
variances in earning capacity of individual banks
over time. Banks with ROA above one percent
have decreased to 13 from 16 over the quarter;

their market share also dropped to 69 percent.

On the other hand, number of banks with ROA
below 1 percent increased to 27 from 24,

whereas their share in total banking sector
assets has increased by 2 percentage point to
31 percent during the quarter under review (see

Table 4.1.5). These developments also indicate
that earning performance is concentrated
towards larger and growing banks.
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Table 4.2.1: Capital Adequacy Indicators
I

Basel-|

BaselIl

Percent CY04 CY05

CY06

CYo7

Cyos

Jun-09

Sep-09

CAR
PSCBs
LPBs
FBs

134
101
17.4

145
10.6
16.4

15.2
127
15.0

16.1
11.8
14.6

132
12.1
21.8

145
133
23.7

15.6
14.2
23.8

CBs 11.4

SBs (9.0)

11.9
@.7)

133
(8.3)

12.8
(6.2)

12.7
(4.9)

14.0
(3.4)

14.9
(5.0)

All banks 10.5 113

127

123

12.3

135

14.3

Tier 1 Capital to RWA
PSCBs 8.6
LPBs 75
FBs

8.8

111
104
143

11.0
10.2
21.3

12.0
11.2
23.1

12.8
118
23.3

CBs

8.6
SBs (15.0)

10.8
(13.3)

108
(10.1)

118
(7.4)

12.4
(8.2)

All banks 7.6

10.0

10.2

11.3

11.9

Capital to Total Assets
PSCBs 8.7
LPBs 6.5
FBs 8.9

12.6

10.7
10.0
14.5

10.9
10.2
14.8

11.9
10.3
14.8

CBs 72

SBs (9.4) (8:1)

103
(3.2)

(2.5)

10.8
(3.4)

All banks 6.7 7.9

10.0

10.2

10.5

Figure 4.2.1: Risk -Based Capital Position
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Table 4.2.2: Risk Weighted Assets

(amount in bilion Rupees, Share in percent)

CY08 Jun-09 Sep-09
Amount Share Amount Share Amount  Share
CRWA 3459 850 3397 828 3,286 818
MRWA 117 2.9 172 4.2 195 4.8
ORWA 494 121 535  13.0 535 13.3
Total RWA 4,070 1000 4,104 100.0 4,016 100.0

4.2 Solvency '

The banking system has posted consistent
improvement in risk-based capital adequacy
ratio (CAR) since the introduction of Basel-lI
framework, though the framework also requires
additional capital charge for operational risk.
The systemd s (hasRgained 2 percentage
points since CYOQ7. During the quarter under
review, CAR improved by 0.8 percentage points,
and the quality of capital also improved, as the
system on aggregate basis posted profits and
built up core capital. Accordingly, due to
relatively marginal growth in asset base, the
capital to total assets ratio also improved over
the quarter (see Table 4.2.1).

Total regulatory capital increased by 3.7
percent, and stayed in excess of the required
level by around 60 percent (see Figure 4.2.1).
Ti er 1 capital, being
capital, rose by 2.5 percent due to increase in
profit and subsequent appropriation to general
and statutory reserves, during the quarter.
Supplementary capital on the other hand grew
because of the increase in revaluation reserves,
foreign exchange translation reserves and
subordinated debt (see Figure 4.2.1).

Risk weighted assets saw a decline of 21
percent over the quarter (see Table 4.2.2) due
to decrease in CRWA by 3.2 percent Persistent
decline in credit off take due to slower demand
from private sector coupled with rising NPLs
decreasad the CRWA. Banks have on the other
hand, shifted their asset mix towards
investments  particularly in  Government
securities and P S E debt securities which has
resulted in substantial increase in Market risk
weighted assets (MRWA) However, this
increase in relative terms remained quite minute
as compared to reduction in CRWA Accordingly,
risk-weighted amount of asset portfolio
contracted, and RWA to total assets declined by

’ The above discussion is based on the CAR calculations on Basell framework. Except for three SBs which are reporting on
Basell re porting formats, all ot her banks have reported on Basel Il. These three banks hold 0. 4 percent of the banking

systems assets
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1.6 percentage points over the quarter (see
Figure 4.2.2).

Heightened credit risk and resultant w eakening

in asset quality have increased the risk to

solvency over the last few quarters. Since the

increase in NPLs was only partially covered

through loan loss provisioning, Net NPLs to

Capital ratio, indicating the fract i on of bank
equity that could be impaired by loan losses,

deteriorated by 0.9 percentage points during

the quarter under review (see Figure 4.2.3).

The disaggregated analysis indicatesno change
in solvency position of the banks during Sep-09
as number of banks meeting minimum CAR of 9
percent remained same (see Table 4.2.3).

Analysis of Minimum Capital Requirement (MCR
shows that 28 banks including 5 foreign banks
are fully compliant with the MCR. Remaining
banks are in process of meeting the MCR either
through fresh capital injection or merger and
acquisition with other banks (see Figure 4.2.4).
As such most of the LPBs are expected to
comply with the Capital Adequacy and MCR in
coming quarter. Four other banks with major
public sector share are under the process of
restructuring/privatization.

The concentration analysis for solvency
indicators in terms of asset size of the banks
also depicts improvement across all banks, with
top five banks significantly contributing to
strong solvency position of the system (see
Table 4.2.4).

Resilience of the banking system during the
quarter has further improved owing to the
combined effect of the increasing solvency
position and reduced risk exposures. The
increasing capital base added to the cushion
available against the losses under stress
scenarios. In the face of single factor stress
shocks, systemwill remain solvent though some
individual banks may come under stress.
However, the combined credit and market risk
shocks will significantly erode capital of the
banking system (Annex-V).

From the resilience point of view, reduction of
exposure in risky areas of business is expected
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