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Quarterly P erformance Review of the Banking System
March 200 9*

1. Overview

Table 1.1: Highlights of the quarter ended Mar-09 The qual’ter under review is marked with the

T significant translation of weakened
Asset Growth 1.30 2.60 1.60 i
o G0 a0 58 macroeconomic _fundamentals. on to the
Depasi Grout om0 Pakistani banking system.
nvestments X . . . . . . .
Equity 070 420 150 projections estimate that world GDP is likely to
Capital Adequacy Ratio 13.00 1222 12.92 H : H
Cap:tanoTotuamysset; 1040 1036 1035 decline by 1.3 pe_trcent during 2009, W.h”e
NPLlo Toa Loans o growth rate for Pakistan has also been revised
Retur on Assets (Before Tax) 220 173 184 down to 2.5 from 3.5 percent. Accordingly, the
ROE (Avg. Equity& Surplus) (Before Tax) 20.70 16.74 17.70 h . h d d . k . d . . f
L\quidAssets/Total_Depos_\ts 41.70 36.92 41,51 elg tene credit ris transp|re n S'gnl icant
Advances to Deposits Ratio 72.30 75.94 71.69 increase in non_performing Ioans (NPLS) and

associated asset quality indicators. Besides, the
slowdown in economy dampened the growth
rate of the banking system. However, banks
largely maintained their resilience and
registered improvement in key solvency
indicators. The stress test results show that due
to improvements in solvency position, the
system maintains a strong resilience.

During the quarter under review, the asset base
of the banking system passively grew by 1.6
percent. In the face of increased credit risk and
resultant risk aversion on the part of banks as
well as the lack of demand for bank credit from
private sector, the asset mix of the banking
system shifted away from loans and advances
to risk-free govt. papers and govt. guaranteed
bonds of PSEs. The loan portfolio (net) declined
by 5.6 percent over the quarter while
investments in govt. papers increased by 20
percent . As t he banks©o
stagnant, banks had to resort to interbank
borrowings for financing the marginal increase
in their asset base.

Besides the decline in loans and adwances, the
curtailed repayment capacity of the borrower
also resulted in significant increase in NPLs,
which registered an unprecedented over the
quarter increase of 21 percent. However, the
rate of this increase was not uniform among all

1 . . . L .
The report presents performance of the banking system on the basis of unaudited Quarterly Report of Condition submitted by
banks for the quarter ended 31 * March, 2008.
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banks, as a couplke of banks contributed a
substantial share of this overall increase.

Moreover, this unusually high increase also
encompasses the external audit review
adjustments for CY08. e.g. on account of
subjective classification of loans rather than just
based on time based criterion. The key asset
quality  indicators  witnessed significant
deterioration 1 infection ratio deteriorated to
11.5 percent (9.1 percent in Dec-08). Since
major increase in NPLs occurred mainly in
Doubtful category, which requires only partial
provisioning coverage, the NPLs coverage as
well as net infection ratios also deteriorated.
Accordingly, the capital impairment ratio i.e. net
NPLs to capital, went up to 17.9 percent for

commerci al banks, signifyi.

inability to recover NPLs and further
deterioration in their credit quality could
impinge on solvency. Due to external audit
review adjustments for CY08 that were directly
recognized in the unaudited quarterly report of
conditions for Mar-09, the retained earnings as
well as the equity registered a slight contraction
that was, however, more than covered by surge
in revaluation surpluses on account of gains in
revaluation of AFS securitites during the
quarter. . The eligible regulatory capital showed
improvements during the quarter, while shift in
asset mix towards govt. papers reduced the
value of the risk-weighted assets. Accordingly,
capital adequacy ratio improved to 12.9 percent
(12.2 percent in Dec-08).

Since the large share of additional provisioning
requirements has been recognized in retained
earnings through audited accounts for CYO08,
the earnings of the banking system for March-
09 quarter remained largely immune. Banks
posted before tax profit of Rs26.2 billion
(Rs93.6 for the year 2008 and Rs28 hillion for
Mar-08). The bottom line registered a more
than proportionate increase as compared with
2008 results, and baseline indicators of
profitability i.e. pre -tax ROA registered a slight
improvement to 1.8 percent (1.7 percent for
2008).
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Banksd deposits r emahened st
quarter.  After facing a significant deposit

withdrawal during Sep-Oct 2008, the banks

succeeded in recouping the deposit and posted

a marginal increase by the end of Dec-08.
During the quarter under rev
for deposit mobilization were, however, largely

muted by Central Directorate of National

Savings (CDNS products, which offer higher

returns and greater security. Nevertheless, due

to significant decline in loans and advances and

increase in govt. papers the liquidity profile of

the banking system further improved during the

quarter. The market risk profile of the banking

system also moderated. A strong recovery by

the capital market made for a substantial part

of the revaluation losses and enlivened the
banksd intermestmenis.ninteeequi ty i
rate risk also remained subdued. Interest rates

gradually declined during the quarter, thus

appreciating the value of fixed income securities

while re-pricing mismatches remaining within

acceptable ranges.

Going forward, the impending economic

slowdown and domestic securities issues may

dampen the growth of the banking system in

comi ng quarters. Low deman
advances and increased risk aversion on the

part of banks will further shift asset mix away

from advances to Govt. papers. Banks will have

to brace up their efforts for mobilizing the

deposits, which are still showing stagnancy in

the latest post quarter statistics. In the t hird

week of April 2009, SBP cut the policy rate by

100 bps. Contrastingly, the interest rates have

shown slight inch up in post announcement

weeks as the credit demand for commodity

operations picks up. However, this rise also

indicates normalization of market conditions and

KI BORG s tendency t o restore
discount rate that was disturbed after last
guartero6s liquidity stress.
with SBP monetary policy of gradual easing out,

the interest rates are likely to remain relatively

low.

The heightened credit risk will remain a
fundamental area of concern for the banking
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system in coming quarters. Nevertheless, the
system is expected to remain profitable though
the levels as well as the pervasiveness of
earnings among different market players will
remain constrained as compared to past years 0
results.
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Figure 2.1: Quarterly Growth Rates of Total Assets
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Figure 2.3: Quarterly Growth Rates of Deposits
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Figure 2.4: Comparitive Growh Rates of Deposit &
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2. Asset and Funding Struc ture

The banking system continued to show the
signs of slow down that has been prevalent for
last one year or so. Asset base of the banking
system grew by Rs91 billion (1.6 percent) over
the quarter that has been lower than
established trend of the first quarter which is
marked with slow to moderate growth in asset
base and its key components (see Figure2.1).

Growth pattern and asset mix of the banking
system usually follow an established trend. The
latter half of CYO8 however observed a
deviation from the established trend. Significant
rise in inflation rates pushing the real lending
rates down and increased credit needs of the
public sector enterprises kept the demand for
bank credit alive during the entire CY08. During
this period, however, growth in deposits
remained lackluster. Deposits even experienced
a sharp decline during third quarter and early
months of last quarter of CY08, putting a
significant liquidity strain on the banking system
in October-November 2008. The situation
somewhat normalized by the end of CY08; the
quarter under review witnessed further easing
out as the loans of the banking system declined
by 5.6 percent over the quarter while deposit
level remained intact and ADR came off
significantly (see Figure 2.4).

In the face of increased credit risk due to
deterioration in macroeconomic fundamentals
and slowdown in economic activities, banks
continued to re-profile their asset mix away
from loans and advances to less riskier
investments. Funds released from the
retirements of loans were largely invested in
govt. papers and govt.-guaranteed papers of
PSEs. Resultantly, the share of advances in total
asset declined to 52.6 percent (56.6 percent in
Dec-08) and that of investments inched up to
22.6 percent (19.1 percent in Dec-08),
corresponding to Mar-08 patterns. However, the
level and composition of other asset
components remained more or less stable over
the quarter (see Figure 2.5).
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Figure 2.5: Composition of Banks' Total Assets
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Figure 2.6: Funding Structure of the Banking System
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Table 2.1: Trends in Total Assets
amount in billion Rupees

CY04 CY05 CY06 CY07 Dec-08 Mar-09

PSCBs 653 724 836 1,036 1064 1,074
LPBs 1980 2483 3102 3836 4229 4302
FBs 304 339 224 173 232 239
CBs 2937 3547 4162 5044 5525 5615
SBs 106 113 120 127 128 129

All Banks 3043 3660 4282 5171 5653 5744

Figure 2.7: Trends in Market Structure of Banking System
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On the funding side, banks managed to finance
the increase in their asset base largely through
inter-bank borrowings as the deposits remained
stable at the last quarter level while net worth

increased marginally on aggregate basis.
Resultantly, the funding structure slightly tilted

towards borrowings, however the overall
structure remained more or less stable and
dominated by deposits followed by equity and
borrowings (see Figure 2.6).

The group-wise analysis shows decelerated
asset growth for all groups. The asset base of
LPBs which hold 74.9 percent share of the
market increased by 1.7 percent during the
guarter. PSCBs that witnessed significant
increase of 7.6 percent in their asset base
during last quarter also grew by only 0.9
percent, while FBs grew at slightly faster rate of
3.4 percent. However, the overall market share
of the groups with slig ht shifts remained almost

intactat t he | alkvel (sgaTablet2d & 6 s

Figure 2.7).

The banking system is marked with
concentration as a fewer number of banks hold
a major
deposits. This concentration has significantly
reduced over the years as the medium-sized
banks gradually gained market share. The
market share of five large banks has gradually
come down from 65 percent in CY96 to around
51 percent. Due to unusual liquidity stress
during last quarter that affected mainly the
small and medium sized banks, the market
share of five large banks inched up to 52.4
percent (51.3 percent in Sep-08). During the
quarter under review, this share receded back
to 51.9 percent. Annex-ll shows the market
structure of the banking system on key financial
indicators.

Deposits constitute the largest portion of
bankso funding
component, which would witness a moderate to
slow growth in first quarter, registered only a
negligible increase of R4l billion and remained
at Rs4,218 billion. This stagnation in deposits
growth was mai nly
increase preference for CDNS products which
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Figure 2.8: Composition of Deposits
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Figure 2.9: Trends in Fixed Deposits of over 1 year tenor
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offer higher returns and provide greater

security, as the total investment in different

CDNS products increagd by Rs124 billion (11
percent) over the quarter. Since the asset base
grew at a slightly faster pace and was largely
financed by borrowings, the share of deposits in
funding structure declined by 120 bps to 73.4
percent. Year-on-Year growth of 8.6 percent for
Mar-09 quarter fell short of 15.5 percent growth
for corresponding quarter of CY08; however,
this growth was slightly higher than Year-on-
Year growth in advances. Incidentally, foreign
remittances, a key factor behind the recent
year s 6 st rinrodapgsitgy maintaihed the
momentum. The remittances during the quarter

under review grew at more than proportionate

rate and were 21 percent higher than the

remittances in corresponding quarter of the last
year.

Though the level of deposits did not show any
change, a disaggregated analysis of the
deposits indicates quite dynamism in different
components of deposits. Fixed deposits which
were showing strong growth in recent quarters
declined by 2.6 percent. Similarly, current
accounts also contracted by 2.5 percent over
the quarter. This withdrawal of fixed and
current deposits was made up by savings
accounts. Resultantly the composition of
deposits shifted towards the savings accounts
which again became the leading constituents of
banksd overwith 34.6 gecgnosharet
followed by fixed deposits with 33.9 percent,
and current accounts 23.3 percent (see Figure
2.8). The fixed deposits over the last couple of
years have witnessed significant increase. This
growth has been | ar gokcy y
drive to encourage the banks for mobilizing
longer-term deposits so as to reduce maturity
mismatches and liquidity risk. This policy of
exempting long-term deposits, i.e. deposit with
one year and above maturity, from CRR/SLR
requirements has borne fruit by increasing the
share of long-term deposits. Incidentally, the
fall in fixed deposits during the quarter under
review was largely caused by decrease in fixed
deposits of less than three months tenor.
However, the deposits with one year and above
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Figure 2.10: Trends in Pulic and Private Sector Deposits
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Figure 2.11: Composition of Banks' Borrowings
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tenor have witnessed increase during the
quarter (see Figure 2.9).

Composition of deposits by the type of
depositor i.e. public and private sector has also
varied during the recent quarters. The
constrained fiscal position of the govt. put
significant pressure on public sector deposits of
the banks. Particularly, the banks having large
public sector deposits faced significant liquidity
pressures due to larger average size and higher
volatility of these deposits (see Figure 2.10). It
is estimated that since Jun-08 public sector
deposits have registered a coefficient of
variance of 0.021 vis-a-vis 0.017 for private
sector deposits i the higher coefficient signifies
greater average volatility in public sector
deposits.

The marginal increase in asset was largely
financed through increase in borrowings as
deposit remained stable and net worth
registered only slight increase during the
qguarter under review. Borrowings increased by
Rs83 billion (17.8 percent) and their share in
overall funding structure increased to 9.5
percent (8.2 percent in last quarter). Though all
the components contributed towards this
increase, however pronounced increase was
observed in inter-bank repo borrowings which
contributed 50 percent of the overall increase in
borrowings. ERF borrowings, which on the back
of number of incentive for export sector
registered a significant increase during last
quarter, further inched up by Rsl12.2 billion (6.8
percent) while unsecured borrowings increased
by Rs7.4 billion. Accordingly, the composition of
borrowings further shifted towards secured
borrowings (see Figure 2.11)

During the quarter under review, a number of
banks paid dividend and recognized additional
losses in their audited accounts for CY-08.
These depletions were not recognized in
quarterly report of condition for Dec -08 quatrter,
and have been now recognized directly into
retrained earnings for Mar-09 quarter.
Therefore, despite satisfactory earnings for the
quarter, Sh ar e h o IEquéyr lswired by 1.2
percent, and its share in asset base marginally
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decreased to 9.4 percent (9.6 percent in Dec-08
and 8.7 percent in Mar-08). However, fresh
equity injections and overall steady earnings led
to YOY growth of 18.8 percent in the Equity. A
general rise in interest rates and slump in stock
market during the recent quarters had
significantly marked down the value of both
fixed-income and equity securities of banks.
However during the quarter under review
capital market registered significant
improvement and interest rates lowered by the
end of quarter, and the overall revaluation
surpluses of the system inched up by Rsl15.4
billion (35.5 percent), neutralizing the effect of
decline in equity. Resultantly, the share of net
worth (shareholders equity plus revaluation
surpluses) in total assets remained at last
quarter level of 10.4 percent (10.5 percent in
CYQ7).

Advances (net) witnessed a significant decline
of 5.6 percent over the quarter that was in

Figurezl.lz:Banks‘Advances to Public & Private Sector S h a r_p con t r. as t t 0 I n d us t r y 6 S
(Domestic Operations) for the first quarter during which the advances
H Private ® Public
would grow at moderate to slow pace (see

r 100
Figure 2.2). This decline largely highlights the
. banksd r ealthey nmiskeprofiles anfl
50 g asset mix to cope with the building credit risk in
| 25& the backdrop of emerging vulnerabilities in the
macroeconomic environment both at home and
‘ ‘ ‘ Fo across the globe. Last year witnessed a strong

coe Cvo7  Dec08  Mar09 growth in bank credit, loan increasing by 18.9

percent (12.7 percent in CYQ7) while deposit
growing at 9.5 percent. Besides, the increased
demand from private sector, this growth was
significantly influenced by heightened -credit
consumption by public sector enterprises, which

accounted for 28 percent of this increase in

Figure 2.13: Composition of Banks' Advances

= Others = Staff Loans advances. During the quarter under review,
= Commodily Finance & ConsumerFinance ) both private and public sector reduced their
s borrowings from banking sector. However, the

decline was relatively sl owe

to public sector, resultantly, the share of public
sector advances in total advances inched up to
11 percent (see Figure 2.12). Segment wise
analysi$ shows that all segments viz.

Dec07 Mar-08 Dec08 Mar-09

Corporate, SME, Consumer, Agriculture and

2 The following analysis of composition of advances and shift therein is based onthebank s 6 domesti c operations on
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Figure 2.14: Composition of Consumer Loans Mar -09

Other personal '
Loans Credit Cards

39.9% 11.90/\

Auto Loans
27.7%

Consumer
Durable

Mortgage Loa 0.1%

20.4%

Table 2.2: End-use of Advances (net)

amount in billion Rupees, share in percent

Dec-07 Dec-08 Mar-09
Amount Share  Amount Share Amount Share
Fixed Investment: 609.2 226 7381 231 7317 240
Corporate Sector 549.0 20.3 694.2 217 691.1 227
SMEs 60.3 22 43.9 14 40.6 13
Trade Finance: 415.9 15.4 480.6 151 459.6 15.1
Corporate Sector 348.0 12.9 438.3 13.7 420.3 138
SMEs 67.9 25 423 13 39.2 13
Working Capital:* 12316 45.6 1562.9 49.0 1,461.8 48.0
Corporate Sector 623.2 231 883.3 217 817.1 26.8
SMEs 309.1 114 288.8 9.0 269.3 8.8
Agriculture 150.8 56 1555 4.9 150.7 49
Commodity Financing 148.4 55 235.4 7.4 2247 74
Consumer Finance: 3714 13.8 332.2 104 316.7 10.4
Credit Cards 46.8 17 40.7 13 37.8 12
Auto Loans 1114 41 95.3 3.0 87.6 2.9
Consumer Durable 11 0.0 03 0.0 03 00
Mortgage Loan 67.4 25 66.9 21 64.6 21
Other personal Loans 1447 54 1288 4.0 126.4 41
Staff Loans: 522 19 64.5 2.0 66.7 22
Housing Finance 36.8 14 46.7 15 417 16
Others 154 0.6 178 0.6 191 0.6
Others 20.6 08 135 0.4 12 04
Total 2,700.9 100.0 3,192 100.0 3,048 100.0

* agriculture and commaodity finance are added in this category for analysis in this section only.

Figure 2.15: Composition of Banks' Investments
u Other Investments
Subsidiaries & Associate
= Govt Papers

= Fully Paid up Ordinary Share
m TFCs, Bonds, PTCs e

. r 100
EE .

Dec07 Mar-08 Jun08 Sep08 Dec08 Mar-09

Commodity Operations experienced decrease
during the quarter. In line with its leading share
in lending portfolio, corporate sector contributed
around 61 percent of the overall decline in loans
and advances. Decline in other segment were
also proportional to their share in overall
lending portfolio. Therefore, the composition of
lending portfolio remained stable at last
qguarterds l evel s, wi t h shar
contracting during the quarter (see Figure
2.13). Analysis by end use of advances also
reflects decline across almost all end uses.
Working capital finance, being the largest
component, contributed the largest chunk of
decline in advances. Only staff loans witnessed
a marginal increase; however, their share
remains minute in overall lending portfolio.

The consumer finance  after showing a strong
and persistent increase up till the end of CY07
has been gradually declining since then. During
the quarter under review consumer portfolio
further reduced by 4.6 percent and its share in
the overall lending portfolio remained at 10.4
percent (see Table 2.2). The breakup depicts
that all consumer finance categories contracted
during the quarter; however, the decline was
most significant in Auto Loans category that
came down by 8.0 percent. However, the
internal composition of the consumer finance
largely remained stable, with Personal Loans
contributing the largest share followed by Auto
and Mortgage Loans (see Figure 2.14).

Investments , the second largest component
ofthebank s & asset bassoagpacgr ew at
i.e. 20.0 percent (Rs216 billion) during the
quarter under review. Investments had followed
a declining trend since the last quarter of CY07.
However, this trend reversed during the last
quarter as investment portfolio (net) increased
by 5.2 percent. During the quarter under
review, this trend further invigorated as the
banks were re-profiling their asset mix in the
face of heightened credit risk. This increase
was largely contributed by investment of Rs130
billion in Govt. papers and Rs81 billionin Bonds,
Term Finance Certificates (TFCs), and
Participation Term Certificates (PTCs). The

Page|l0



Figure 2.16:

EMTBs
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Break up of Federal Govt. Securities

CY08

growth in the latter component was relatively
pronounced, as banks invested heavily in govt.
guaranteed TFCs of power distribution
companies. Accordingly, the internal
composition of investments shifted towards
Bonds, TFCs, & PTCs, but remained highly
dominated by Govt. papers (see Figure 2.15).
The capital markets registered a strong
recovery as KSE100 index rose by 17 percent
during the quarter, highlighting the restoration
of i nvestorsb®o confidenc
investments of banks also witnessed a strong
increase of Rs9.6 billion (20.7 percent) and
maintained their share in overall investment
portfolio of the banking system. The internal
composition of govt. papers shows slight
increase i n banks 6 -tepmr
MTBs over longterm PIBs, which are more
prone to mark-to-market losses and have
limited SLR eligibility. However, investment in
both these papers registered increase: 19.8
percent for MTBs and 14.6 percent for PIBs,
increasing the share in overall composition (see
Figure 2.16).

Going forward, the impending slowdown in
economic activities will continue to dampen the
growth rate of the banking system. The private
sector is not likely to put significant demand for
bank credit, while increased credit needs of the
public sector is likely to make for this low
demand from private sector. Accordingly, the
asset composition is likely to shift towards
investments, particularly the govt. papers.
However, wooing back the depositor towards
banking system will remain a major challenge
for the banks, as in the post quarter weeks
deposits base continues to show the signs of
stagnancy.
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3. Financial Soundness of the Bank  ing

System
3.1 Solvency *
Table-3.1 1. Capial Adequacy Indcalors Solvency position of the banking system
Basel-| Basel-II* H H H
Percent CYo4 (?‘(05alse CY06 cYo7 I Dec-OB;e Mar-09| Wltnessed_ Improvement durlng the quarter
o a0 ws B pa bs o under review. The CAR of the banking system
LPBs 01 06 127 18 12 127 improved to 12.9 percent up by 0.7 percentage
e = points (12.3 percent in Mar-08) due to increase
SBs 0 07 63 08 @3 @9 in eligible capital and decrease in Risk Weighted
All banks 105 113 12.7 13.2 12.2 12.9
Tier 1 Capial 1o FWA Assets (RWAs). However, hazard to the
Pe. % s Wi e 13 w7 solvency from  heightened  credit  risk
FBs 17.1 16.1 143 129 19.3 219 1 1fi I
e T significantly increased over the quarter (see
SBs (150 (136 (33 (135 (16 (15 Table 3.1.1).
Al be_lnks 1.6 8.3 10.0 105 10.2 10.8
SpmoTEASEs e by @ e 1w The composition of eligible capital shows that
LPBs 6.5 70 9.2 102 10.1 103 ifvi i - i i
e PO A S the qual_lfylng risk-based capital of thg banking
CBs 72 84 99 10§ 107 108 system increased to Rs532.6 billion in Mar09
SB: 9.4 8.1 8.0) 5.5 2.5 2.7 o . .
Albarks S from Rs512.8 billion in Dec-08 (see Figure
3.1.1). The core capital, being the mainstay of
banksd capital r owed3.6by 3.7
Figure sllc 3'S|k'BaSEdcap"a' zos"l"’” . percent in Mar-09. The trend of strengthening
——Core Capital upplementary Capita . .
— Required Total — Required Core of the core. capital to total capltal_ has been
525 continuing since CY04, when the ratio was 72.2
L 450, percent (see Figure 3.1.2). Further analysis of
ICHE ] the core capital shows that the shar ehol der s @
;“2’2 Z equity, which is its key component, declined by
| 150 2 1.2 percentage points over the quarter (18.9
Qo . . .
/ = percent increase on YoY basis) mainly on
0 account of recognition of losses as well as
CY0O4 CY05 CY06 CYO7 DecO8 Mar-09 payment of dividends by some banks for CY(B.

However, this decrease in shareholders equity
has been more than offset by reduction in
compulsory deduction such as revaluation
Figure 3.1.2: Capital Structure and Capital Adequacy deficits and investment in aSSOCiates, due to
i —Tior 2 CAR (RHS ¥ improvement in capital markets and the
I = u T decrease in interest rate. As a result, the core
- capital of the banking system improved over the
. quarter. The increase in core capital was
1 complemented by 3.2 percent increase in
14 supplementary capital during the quarter under
2

0

100 4

80 -
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40 A

20 4

review (see Figure 3.1.1).

YO CYOS CYOS CYO7 Decos Mar0s The CAR has been further strengthened by 1.9
percent decrease in RWA over the quarter. The

3 The above discussion is based on the CAR calculations on Basell framework. Except for three SBs which are reporting on
Basell reporting 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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Figure 3.1.3: Net NPLs to Capital Ratio (in %)
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Table-3.1.2: Distribution of Banks by CAR

Below Min

From Min

Total

CAR Ratio* CAR to 10%

10t0 15 %

Over 15 %

CY04
CY05
CY06
cYo7
Dec-08
Mar-09

38
39
39
39
40
40

1

B R W owN

13

N oo B~

1

9
13
15
12
13
13

15
17
17
18
21
22

* From December 31, 2008, banks are required to maintain minimum CAR of 9 perct

instead of preious requirement of 8 percent.

Figure 3.1.4: Banks' Market Share by CAR
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Figure 3.1.5: Paid up Capital (Free
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decline is reflective of the risk-aversiveness of
the banks as advances decreased by 5.6
percent, while the investments, mostly in Govt.
securities, increased by 20 percent during the
quarter (9.24 percent YoY). The change in
composition of the various components of the
RWA also confirms the above trend; Credit Risk
Weighted Assets, the major source of RWA,
declined by 100 bps to 83.7 percent over the
quarter.

Both the factors viz; increase in eligible capital
and decrease in RWA, lead to improvement in
solvency indicators. The CAR of the system
improved to 12.9 percent, while the Core
Capital to RWA increased to 10.8 percent (9.7
percent in Mar-08). The capital to total assets
ratio remained intact at 10.4 percent in Mar-09
With capital to total ratio at 6.7 percent in
CY04 improvement over the years reflects
increase in the stake of owners that bode well
for the overall solvency of the banking system
(see Table 3.1.1).

Group-wise position shows that CAR of all the
groups increased except for SBs. The capital
adequacy of PSCBs which declined to 12.8
percent in CY08 witnessed increase by 1.3
percentage points during the quarter under
review. (see Table 3.1.1).

Though the decreasing advances improved the
CAR of the system; however, weakening asset
quality had impacted the capital impairment
ratio i.e. net NPLs to Capitd. The ratio
increased by 6.1 percentage points to 19.6
percent, after bottoming out in CYQ7, reflecting
increased threat to solvency from heightened
credit risk (see Figure 3.1.3).

The disaggregated analysis shows that 36
banks have CAR above 9 per cent (see Table
3.1.2). The market share of banks having CAR
of 10 percent and above stood at 90.9 percent
in Mar-09, whereas 94.5 percent of the banking
system assets rest with the banks having CAR
of 9 percent and above (see Figure 3.1.4).
Further, 30 banks including 5 foreign banks are
fully compliant with the MCR (see Figure 3.1.5).
Most of the remaining banks are in the process
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of meeting the MCR, while 4 of these banks are
under the  process of  restructuring/
privatization.

The solvency position of the banking system
has thus far shown sign of strength. However,
deteriorating asset quality threatens to transmit
into the solvency indicators. In line with the
global slowdown in growth and -capital
accumulation by financial institutions, SBP has
rationalized the minimum paid up capital and
risk based capital adequacy requirements”.
Neverthel ess, SBPG6s policy
solvency of the banking system has significantly
strengthen the capital base of the banks and
provided them sufficient cushion to withstand
shocks.

4 See BSD Circular No. 30 of 2008and 7 of 2009.
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3.2 Profitability

Table 3.2.1: Profuabilty of Banking System Even in face of a number of constraining
oS o o T e factors, the banking system registered profits

Profit before tax 1

poe v ms mes wma s wr s during Mar-09 quarter. The system act_qally

LPBs 30 605 856 607 245 745 198 earned higher profit before tax of Rs26.2 billion

FBs 7.2 11.6 6.3 2.5 0.8 0.4 0.6 . appe .

cBs 524 949 1235 1054 285 896 249 Compared with only Rs10.5 billion in Dec-08

e S8 _CH it OF 39 13 quarter. The performance is however, below the

Profit e ax corresponding quarter of CY08 (see Table

PSCBs 8.0 155 21.2 23.9 16 114 24 . . .

pas 28 411 591 474 164 495 123 3.2.1). The earning indicators also observed a

FBs 5.8 8.0 4.3 1.2 0.3 1.0; 0.2 . .

cBs 36 646 846 7124 184 5(9,9) 149 marginal improvement.

SBs 09 (1.3) (05 09 (0.5) 3.3 0.9 . .

Al Banks U763 w1 W3 179 @2 158 The profitability has been boosted by the

Table 3.2.2: Profiabilty Indicators continuous healthy earning posted by large

—_ —_ Perent banks. The high interest income for the quarter,

Betore Tax ROA which is better than the corresponding quarters

tooe S of the previous years, underlies the improved

FBs 2.5 3.6 3.2 1.5 0.2 1.0 H 1

e s 28 2 o o earning performange_. HO\_/vever, high loan I_oss

ses Qb 00 @5 14 a1 44 charges and administrative expense partially

Before Tax ROE (based on Equity plus Surplus on Revaluation) Offs et th e Ccore | ncome an d mo d erate d th e

SCBs 30.8 30. 32. 27.2 2 . . o

EPBSB 28.8 40.1 36.: 2;,4 1515,3 12.1 prOfltablllty for the quarter .

FBs 26.7 38.9 30.0 13.5 1.6 6.7

CBs 29.0 37.2 34.7 21.9 15.9 16.8 1 1 1

oo 90 STz s 2o s : Improved earning is shared by all categories of

All Banks 305 382 352 226 167 178 banks. The LPBs as usual remained the major

contributor to the profitability of the system,

while the PSCBs and the SBS improved their
share in the overall profit of the system. The
profit after tax (PAT) of the PSCBs increased by

Figure 3.2.1: ROE Before Tax 50 percent compared with Mar-08, despite huge

5 losses incurred by a PSCB. Similarly, PAT of the
40 SBs increased to Rsl1.3 billion against loss of
3 Rs0.5 billion in corresponding quarter of the last

30 year. The foreign banks which posted losses for

z; CY08 were successful in restoring their

15 profitability. Increase in interest and non -

10 interest income along with administrative cost
5 control measures helped them post profit before
: tax which is higher than the full year results of
CY08(See Table 3.2.1).

percetn of average equity

CY05 CY06 CY07 Mar-08 Dec08 Mar-09

The better earning performance for the quarter
has improved the before tax earnings ratios
(see Table 3.2.2). The before-tax return on
assets (ROA) increased by 10 bps to 1.8
percent, while Return on Equity (ROE)improved
by 100 bps to 17.7 percent in Mar-09 (see

® The profitability for two of the SBs namely Punjato#ncial Cooperative Bank anddustrial Development Bank of Pakistan represent
results for nine months as they publibeir annual account fduly-June each year owing to the requirements laid down in their respective

statutes.
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Figure 3.2.2: CBs Profit &oss Composition
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Figure 3.2.3: CBs' P&L Structure
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Table 3.2.2 and Figure 3.2.1). However, due to
higher tax charges, after tax indicators
witnessed slight deterioration.

Groupwise, ROA and ROE improvedfor almost
all categories of banks. The ROA for PSCBs
improved by 30 bps to 1.7 percent while it

improved by 80 bps to 1 percent for FBs.

Similarly, the PSCBs and FBs ROE saw a
substantial improvement in ROE. However, ROE
for LBPs declined by 20 bps to 18.1 percent due
to increase in equity base over the past two

quarters.

The analysis of profit and loss composition for
commercial banks shows a significant increase
in net interest income over the quarter. As a
result, their share in gross income increased by
5 percentage points to 76 percent. On t he other
hand, increase in non-interest income is
relatively sluggish owing to decreasing dividend
incomes. However, a healthy 50 percent
growth in currency dealing income kept the
non-interest income comparable with
corresponding quarter of 2008 (see Figure
3.2.2).

Among the CBs, LPBs being the largest and
active® group increased its share in interest
income by 4 percentage point to 83 percent
while the PSCBs lost their share by equal
proportion. Similar pattern is also observed for
non-interest income (see Figure 3.2.3).

On the expense side, administrative expenses
representing 50 percent of the gross income
remain the major user of the earnings. The
administrative expenses have remained high
due to increase in salary expenses, increasing
IT investments and expansion of branch
network. Provisions which account for 21
percent of the gross income, is the second
largest consumer of banksbearnings.

It would be important to highlight that system
observed a massive increase in provisions
charges during last quarter of 2008 due to loan
loss charges and additional charges for

® Some of the banks in PSCBs and SBs are under restructuring and are therefore not perforfiidgefdil

banking function.
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Figure 3.2.4: Operating Exp. to Gross Income
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Figure 3.2.5: Weighted Average lending and depsoit rates
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Table 3.2.3: Percentage Breakdown of Banking System's Total Assets (TA) by ROA

CY05 CY06 CYor Dec-08

Mar-09

No.of Sharein No.of Sharein No.of Sharein No.of Sharein No.of Sharein
ROA Baks TA Banks TA  Banks TA  Banks TA  Banks

TA

Oandbeow 7 35 6 21 10 85 I 159
01005 4 28 3 18 2 3 o7
05101 2 7 6 99 4 19 2 65
10015 5 4 5 96 10 Y 6 63
LsandOver 20 827 19 766 13 3 10 616

18
2

6
5
9

124
50
158
93
576

diminution in value of investments/shares.
However, keeping in view the regulatory
changes taking place across the globe, the
regulators adjusted their regulations.
Accordingly, SBP ratonalized the provisioning
requirements’ while SECP adjusted the
disclosure requirements allowing the deferment
of impairment losses on AFS securities over the
current® year. As a result of these changes,
increase in loan loss provisions and the
provision for diminution in value of investments
somewhat diminished. The provisions increased
by Rs18 billion against increase of Rs26 billion
during Dec-08 quarter (Rsl6 billion in
corresponding quarter of the previous year).
However, the provisions for the quarter
consuming 21 percent of the gross income are
still high (see Figure 3.24).

As a result of healthy increase in interest

income, the cost to income ratio increased

marginally by three quarters of a percentage

point to 49.9 percent. The increase is even less
for the commercial banking group. The change

in ratio actually reflects the earning pattern as

there is no significant change in pattern of

expenses. The ratio has decreased for LPBs and
FBs, while it increased both for PSCBsand SBs
(see Figure 3.2.2 and Annex-I).

The analysis of core income show that net
interest income increased despite decrease in
advances by 5.6 percent during the year. The
increase seems to have resulted from
extraordinary increase in weighted average
rate®; lending rates increased by 1.79
percentage points to 13.83 percent while
deposit rates increase by 1.44 percentage
points to 6.59 percent. This translates into
increase in spread by 35 bps to 7.24 percent
(see Figure 3.25).

" See BSDGCircular No. 2 dated January 27, 2009 on Amendments in PR-Provisioning for loans and

advances.

8 See BSDCircular No. 4 dated February 13, 2009 on Revaluation surplus / (Deficit).

° The weighted average rates are based on the data on mark-up/interest income and e xpense 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.
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The earning capacity of the individual banks
varied during the current quarter. The assets
distribution on the basis of ROA shows that 14
banks, holding 66.9 percent market share, have
ROA of one percent and above. As ROA of the
banking system has declined, the number of
banks with ROA below 1.0 percent increased to
26 from 22 whereas their share in total banking
sector assets has increased by 1 percentage
point to 33.1 percent during the quarter under
review (see Table 3.2.3). The change in share
structure indicate that some of the banks with
higher assets base moved into higher ROA
bracket, due to improved earnings, while
others with smaller asset base receded to lower
ROA bracket
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Figure 4.1.1: NPLs of Banking System
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Figure 4.1.2:Category -wise Breakup of NPLs
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4. Risk Assessment of the Banking
System

4.1 Credit Risk

The global economic slowdown, sagging
economy and national insecurity are adversely
affecting the business environment. As a result,
banking sector saw a swift increase in NPLs
during the last two quarters, signifying

substantial increase in credit risk. The NPLs to
loan ratio increase by 2.4 percentage points to
11.5 percent. The souring credit conditions have
accelerated this increase; while slowdown in
economic activities led to 4.4 percent decline in
gross advances.

The infec